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TAX REFORM ACT OF 1969

MONDAY, SEPTEMBER 15, 1969

U.S. SENAE,
CommrrP oN; FINANCE,

Washington, D..
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, Byrd,

Jr., of Virginia, Williams of Delaware, Bennett, Miller, Jordan of
Idaho, and Fannin.

Also present: Senator Cranston.
Senator Am)Elnso (presiding). The hearing will come to order.
This morning the topic before the committee is the taxation of fi-.

nancial institutions--commercial banks, mutual savings banks, and
savings and loan association.

The House bill tightens up on the bad debts reserve deductions takemt
by all these institutions with respect to their gains and losses on bonds.
and other corporate and governmental evidences of indebtedness.

While the Treasury Department generally supports the restrictive.
amendments in the House bill, it has suggested to the committee that
a special deduction be made available to banks to encourage them to.
invest more of their assets in real estate loans.

The first witness this morning is the Honorable Preston Martin,.
Chairman of the Federal HomeLoan Bank Board. Mr. Martin you
may proceed with your statement.

STATEMENT OF HON. PRESTON MARTIN, CHAIRMAN, FEDERAL.
HOME LOAN BANK BOARD; ACCOMPANIED BY ERIC SLATTIN,.
OFFIO OR EXAMINATIONS AND SUPERVISION

Mr.- MARTIN. Mr. Chairman, and members of the committee, it is a
priA go to appear to testify on H.R. 13270. I will confine my remarks
to the taxation of savings and loan associations. The Federal Home
Loan Baak Board ("Board") urges the enactment of a tax incentive on
residential real estate loans; a deduction based upon a percent of gross
interest income from these loans, the so-called administration proposal.

The Board further suggests the consideration by this committee of
a stronger incentive on the same deduction basis, based on gmoss mort-
gage income derived from conventional that is unsure d', mortgage
roans to moderate and low income households. If the administration's
"5-percent deduction" is adopted, the Board requests considceration. of*
a 10-percent deduction for gross income so derived.

(1777)
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FHLBB opposes the tax definition of a savings and loan associa-
tion contained in H.R. 13270. H.R. 13270 first describes a savings and
loan as an insured institution or one which is subject to regulatory
supervision and examination. The Board believes that this is an ade-
quate definition and that to go further inhibits the adaptability of the
savings and loan industry iA a changing environment.

The present application of the tax law to "supervisory" mergers or
acquisitions of assets instituted by it in the public interest should be
relieved in this tax effort.

This Board appreciates that the committee, the Congress, and the
administration must act as Solomon in balancing the revenue needs
of the Nation with the potential impacts of tax legislation upon the
means\for obtaining our many national goals. Housing is and should
be paramount among these goals, and housing for moderate and low-
income households is a goal which ig fundamental t6 our socl stability.
The Board supports the tax deductions approach'based upon a per-
centage of gross interest ineme in the taxation of savngs iand'loans. It
does so because the deduction aipproach has those'virtnes of siimplicity
and clarity in contrast to the complications and ainbigUities'of the'
present "bad debt reserve" approach. The deduction aPp roch Virs the
social virtue of widening the uicentves for residential lending to. non-
savings and loan institutions. itwill be 1970 in jist i5 weeks. 'F' anc-ing the great housing needs of this Nation in the 1970's of srinething
like. 2P million additional units and tens of millions, of sales transac-
tions npessary in the existing inventory to move thenew units'i. task
of such herculean magrntude that all lending institutions ,should be
stimulated to'participate.

7 The Federal Home Loan Bank Board is in prsent dialog with the
Treasury as to considerations of the 5-percent deduction rate, its
phase-in curve over time, and the deduction percentage which may be
recommended as additional incentive for uninsured, unguaranteed
loans to moderate- and low-income households.

I respectfully ask the committee that the Board be granted the
privilege by the committee of submitting a supplementary statement
of the above issues prior to the closing of these hearings.

If I may depart Vrom the preparef text, Mr. Chairman, why con-
tinue I cialtax treatment for mortgage lending but in an improved
form lSvery developed country in the world has special inceiitives
for housing. We have had in our institutional framework uch in-
centives for over 30 years of our history. Mortgage money will not
manage itself, and in the past i0 years the mortgage as an invetment
has lost out to other investmefits'for financial institutions. It hps lost
out to business loans. It is easier today to finance inventory or to. fihfarfce
a new plant to produce gadgets' or widgets; easier today todfiance
one more shopping center than itis to finance a neighborhood of. homes
alid apartments for families. The mortgage instrumeht has10to out to
consumer credit instruments, It is easier to flna n dancing leos or
atri to Paris than an tiner clt housing rojectforth diSadvanta'aed.

.ostof the time investments i 'mortgages are less d"sar&b1 o in-

stitutiolfal investors bec' au.the n~t yield them 16%, miliesiWll
pay only so much for h'oistng 'remdt. The money 1s ediip umany times

as longby the investors and there is little or no secondary market aside
from Fannie Mae, and there only fqr FHA-VA mortgages. An incen-
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tive is required today more than ever because investors turn away from
credit for housing in our recurring tight money periods; 1966 and 1969
are the outstanding examples.

Mortgage interest rates on 25- and 30-year mortgages already on the
books aren't raised when market interest rates go up. Contrast that
with the situation in which most cummercial bank loans carry
escalation clauses.

You can't expect a lender to tie ip his money in a 25-year, 7 3/4-per-
cent mortgage when l e can finai hice a dealer inventory of color TV's
at 9 percent and turn the money over in 6 months. So it is easier to
finance that second or third color TV thanIi an apartment to put it in.

H.R. 13270, Mr. Chairman has a number of tax incentives to in-
dividuals and to investors in iousino itself. I respectfully ask you to
consider how we are going to stimulate large amounts of housing if
the incentive is only to that individual or corporation which puts U 5
percent or 10 percent of the development cost, while the financial
insttution putting up 90 percent or 95 percent (often 100 Percent),
before'the project is completed, has no specific incentive at all. The
Federal Home Loan Bank System is currently advancihg funds to
member institutions so they cin finance FITA projects in inner cities.
There is not even adequate money for these insured risks at this time.
Certainly there will not be fudshfor quicker, hore flexible approaches
of the private lender for his community where Federal guarantees
and in surance do not have to be waited for. A more -generous tax
deduction such as 10 percent would do mio to provide incentives in
this necessary area.

H.R. 13720 proposes to reenact-with inodificaticns-the existing
tax definition of a savings and loans association. ,

H.R. 13720 first describes a savings and loan as an insured institu-
tion or one which is subject to regulatory supervision and examination.
The Board believes that this is an adequate definition and all that is
needed is the tax law. To go further inhibits the ability of the industry
to adjust to today's changing consumer demand structures.

Let me make reference to a 3-year study of some 3,500 pages in
length chaired by Professor Irwin Friend of the University of Penn-
sylvk5ania, Whiarton School. The Friend study recently completed, has

own that the economics of the industry are changing dramatically
and will continue to change in the short term. While the industry has
grown throughout the postwar period, profitability has declined from
12.5 percent of net worth in 1962 to 4.1 percent in 1967. During this
same timeperiod, the rate of growth of associations' deposits, the rate
of growth has continually declined. By the mid- lOGO's it was well below
that of the commercial banks.

Professor Friend also found that there are pronounced economies
of scale in the financing of residential mortgages. it is cheaper to
finance a lot of mortgages than to finances, few. TAhis lead to the con-
clusion that mortgage lending can be handled more efficiently by spe-
cialized institutionss like savings and loan associations,& oigiaig
volumes of mortgages, than by diverse institutions like commercial
banks, which are Wsporadic motgage !endrs.

oAll f this evidence of changing economics leads the Board to believe
that less rigid definitions are iineeded rather than m0or stringent ones.
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Rigid definitions of permissible asset percentages also place the Con-
gress in an awkward position in the changing times.

Based on the existing language of the savings and loan definition,
the TreasurY in 1962 published certain tests-the "gross income" test
and the "sales activity" test--to determine whether an association was
"investing in loans" as required by the statute. The "gross income' ,
test was conceived when the industry apparently was extremely profit-
able and was designed to limit availability of the savings and loan tax
shelter to income generated by the traditional savings and loan activi-
ties. The test is met if 85 percent of an association's income is normal
savings and loan operating income.

The sales activity tehas further onerous consequences. The test
was designed to liniit an association's ability to sell loans or loan par-
ticipations even though the sale may have resulted from a deficiency
of demand for loans over savings capital in the association's geograph-
ical area. Such a restriction directly conflicts with the public objective
of furthering optimal geographical allocation of funds. With a fore-
cast overall shortage of mortgage capital over the next decade, it

neems all the more important that the barriers to such funds flows
should be removed.

Fbally, the proposed tax definition in H.R. 13270 sets forth an
elaborate structure as to the mix of assets which a savings and loan
association must hold. An association must fall within this framework
to maximize its bad-debt deduction under the bill.

The Board sees no'need for any asset test in the presence of regula-
tory limitations for federally chartered associations and cease-and-
desist powers to prevent unsafe or unsound concentrations of invest-
ment in nontraditional types of assets-generally the types which are
now limited in the Board's regulations.

There is a further reason. e "asset tests" included in H.R. 13270
probably would be difficult to change during the next decade. Who can
say today what asset will be in the public interest during the 1970's
in order to Optimize the savings and loan idustry's contributions to
housing? Robil,1 home lending is an example of the "forbidden asset"
of the 1960's, one of sudden strong growth and of moderate-income
service ability today.

The present fx law as it applies to the mergers of savings and loan
associaions--makes the supe-rvisory merger in many cases very dif-
ficult or impossible. Iet me explain what I mean by a supervisory
merger as opposed to a business merger. A supervisory merger is
encouraged or instituted in the public interest by the FSLIC and the
FHLBB, involving one or more savings and loans with financial or
managerial problems. A business merger is initiated by member
sattiii and 0-ans for objectives like economies of scale or market
entr: : ,.

N0, it, is the application of the tax law to the supervisory merger
Whieh"'idc erns the Board. The problem is that uider current tax
laW icluding section 593 (f)--tax deducted reserves may be subject
to re6ptre; and, if this is the case, the tax must be taken from exist-
ins net worth which is usually already too thin. This effectively bars
some ,otheii4Ws desirable merger candidates or unduly limits the
avaiiabe iipervisory solutions.
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The Board recommends that the tax law be amended to state that
there would be no recapture of reserves in a tax-free reorganization
for clarification, even though the Internal Revenue Service recently
published a ruling which supports the conclusion that there is no res-
toration required in nontaxable mergers.

If I may digress for a moment, in summary, the Board is arguing
for, first, a tax incentive for mortgage lending by any lender. A tax
-deduction as the approach, not a bad debt allowance.

Second, that incentive be greater for riskier conventional loans to
moderate- and low-income families and that that additional incentive
,beprovided for all lenders.

Third, that the definition of a savings and loan for tax purposes be
,that its accounts are insured by the Federal Savings and Loan Insur-
ance Corporation and that it is subject to supervision and examination.

And fourth, the Board recommends that supervisory mergers, in
supervisory mergers that the tax deducted reserve be not subject to
recapture.

Thank you very much, Mr. Chairman.
Senator ANDERSON. Senator Williams.
Senator WILLIAMS. Mr. Martin, in the House bill there is no pro-

-vision for any 5.percent deduction at all, is that correct?
Mr. MARTIN. That is correct, Senator Williams.
Senator WILLIAMS. And you are recommending that it be made 10

percent instead of 5 ?
Mr. MARTIN. I am recommending, Senator Williams, that this ap-

proach, the tax deduction approach be used. The Board is currently
-orking with the Treasury as to the exact percentage. We are recom-
mending for a special class of loans, those are made to moderate- and
low-income families, that there be a 10-percent deduction if the com-
mittee in its wisdom sees fit to adopt a 5-percent deduction for normalmortgage lending.
:mSenator WleniMS. In principle, what difference would there be
in this and in what we allow for depletion allowance?

Mr. MARTIf. This is Mr. Eric Stattin who is head of the Examina-
tions and Supervision Office of the Federal Home Loan Bank Board,
:a former, I guess I should say a present, CPA, formerly in tax au-
diting activity with Arthur Anderson & Co.

Mr. STATTIN. Senator Williams, I believe there is no difference in
substance or in theory between the deduction, as I understand it as
proposed by the Treasury and the depletion type of deduction that
is available in the natural resources or in the oil and gas industry, for
,example.

Senator Wiiatm&. Comparable in principle.
Now, these mortgages that you are referring to are insured by the

'Oovernmenti :t begin with, are they not, most of them?Mr. STATTIN. I don't believe that the bulk-
Senator WiLAms. The FIA? .
Mr. STIN, ThO&ulk qo the S. & L. industry's loans are not.
Senator WILLIAMS, Tho bulk of them would not be?

* Mr. Sj f1.~e;
Senator Wxips, 3Ut pii6it , them would be?

,: M.r. T , ii . n eisti stock of mortgages held by the
savings and loan ndustry that are insured or guarant*d.,
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Senator W AMs. Are they not absorbing any currently that are
guaranteed f

Mr. STAmN. I am sure they are at the present time.
Senator WILLIAMS. So they would be a part, a portion of this?
Would you want that, are you suggesting that, this depletion al-

lowance or this deduction apply to mortgages insured by the U.S.
Government as well?

Mr. STATiN. Well, I would say if you are referring to the 10-percent
additional, 5 percent over the administration proposal, that was in-
tended to apply to a special class of loans, that is uninsured and non-
guaranteed, I would say the answer to your question is "No."
i Senator WmwAms. If we adopt your 'Droposal would there be any
increase in taxes as far as the savings and loans are concerned as com-
pared with existing law I Wouldn't it result in pretty much a reductionas compared with existing law rather than an increase?

Mr. -MARrn. Senator Williams, if I may speak to that, Senator, I
think there are two offsetting effects: If the committee or the Congress
were to adopt an additional 5-percent deduction for conventional loans
to moderate- and low-income households, I take it that is the thrust of
the question. Part of such lending since it would be uninsured and
unguaranteed, would be funded by the Federal Home Loan Bank Sys-
tem, and so it is our view,' and our projection, that there would be
mortgage loans made which would otherwise not be made and so there
would 1e, I think, the offset of additional taxation which arises from
the taxation of the income generated by these loans which would be
partly offset by the deduction. It is not a 100-percent deduction.

Senator WILIAms. I don't want to continue this, but the net effect
of adopting all of your recommendations in their entirety, would it
not result in a reduction in taxes for this industry rather than an
incream?

Mr. MARizN. Senator, I will have to defer to the Treasury, to the
subinission of Treasury evidence on this. The Federal Home Loan
Bank Board thinks it' knows something about mortgage financing but
I would hesitate for ours to be the principal testimony on the tax effect,
if I may, sir.

Senator WLLIAMS. NO further questions.
Senator AND~msoN. Senator Bennett.
Senator Bz;N-ir. No questions.
Sentr ANDKMSO'N. Senator Miller,
Senator Mft.t,, Mr. Martin, i recently met a group of savings and

1an people in my Stat6 &nd most of them indicated that under the
House bill they would be paying substantially more taxes and that
aa a result of paying substantially more taxes th6eyj would have to
Aihrge o6re interest. Have you considered the possibility -that the
impact of the bill might fggrvate the high-i4terest fiationjor home

Mir. UArrIx. Well, I am sure that the "savings and loan minag.rs,
those savigs andai manpagrs who would find'themselves paying
more tax and again not a h eXpert n' the tx impact on the pro-
posed 'bil, might try to p ass on the additional tai in the 'ori of

he iterest rates. I1 iTitsr hyw~ldscedi hs ~qtr
b au S'a iiMid m iy t tlmony, a farifly will only pO'66i uch
for mortgage iiiiat 6A s.' ".
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I think, the Board'thinks, that to the extent there is a tax effect it
would tend to come from the accumulation of reserves not in the form
of higher interest rates or more of it would come out of net profit after
tax, which is allocated to the reserves of a savings and loan. I think
much less of it would come out of higher rates.

Senator MmLR. Well, they pointed out to me that they are locked in
on low-interest loans that are outstanding, and probably will be for
another 10 or 15 years, and that this is going to have quite an impact
on their operation. It would seem to me that it would be helpful to the
committee if you could have your tax counsel provide us with two or
three examples of the impact of this bill on a typical S.'& L.

Mr. MArTnx. We will be glad to file that testimony, Senator.
(Information subsequently received follows:),

TAX BILL IMPACT ON TYPICAL SAVINGS AND LOAN'S AVERAGES FOR GROUP 1968

[in thousands)

Small, Medium, Lane

under 10 to 100,o000
2,500,000 17,500,000 and over

Saving captal.... ............................................. ,286.0 12, 918.1 218,599.8
Gross operaUng income............................................ 85.2 873.7 15,7711.9
0perat n eense ........ ..................................... . 20.9 165.6 2 625. 2
Net income before taxe; ......................................... 62.8 694.0 12,499,0
Dividends .......................................... 55.8 590.0 10, 621. 2'
Not t bl Inome ................................... ...... 7.0 104.0 1,877.8

percent deduction......................................... 4.2 62.4 1,126.7
Taxes (48 percent) ....................................... 1.3 20.0 360.5.
Net after tax .......................................... 5. 7 84.0 1,517.3
45-percent deduction .................................. 3.2 46.8 845.0
Taxes (48 percent) .................................... 1.8 27.5 496.2
Net after tax ................................................. 5.2 76. 5 1,381.6
30-percent deduction ......................................... 2.1 31.2 563.3
Taxs (48 percent).... .......................... 2......... 24 34.9 631.0
Net after tax .................. ".4.6 69.1 1,246.8

Number of associations ........................ ........ .547 912 218

'The estimates are based on 1968 operating figures from the "Combined financial Statements," FMLBB.

Senator MLf.R . Now, you referred to this 10 percent additional
deduction for moderate- and low-income housing. How do you define
moderate Anl how do you define low income ?

Mr. MARTir., Well, Senator, there are two basically two, approaches
that have been taken in this area. One is that in each city, let's say,
in each county and city, that the definition done by the appropriate
agency of H D in that city be used. HUD ihas already defined thes
terms for the various' areas of the country, and one approach which
*e would be perfectly willing to do would be to accpt th6 HU
definitiobns in ech-place in whidh they worked. ae h

The aproah t ken by the State of. California in a tax credit and
special bad debt, deduction for moderate- and rlow-income hous.inK9

'approach which would be acceptabe to usIn this
particular bit of legislation legislation in the Stace of California,
it simply uses a definition oi average income as provided by the De-
partment of Commerce for the State of California each year, and
conventional loans made to families with income below that average
qualify for the California tax treatment.

Senator Mmt.R. As moderate?
Mr. MATiN. As moderate.
Senator Muj,=. Or low incomeI
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Mr. MR~nXt. Well, anything below that qualifies.
Senator MILLFR. Well, it seems, to me that we have such a tre-

)nendous task ahead of us with respect to the low-income families
and people of this country, that you wouldn't want, at this time to
-dilute your efforts. Why not limit this 10 percent to the low-income
housing

Mr. MArix. Well, because, Senator, there is such a. shortage of
showingg and such a difficulty of financing for the moderate-iicome
family, I mean that many of these families have rather large ntunbers
f children, and they are in the moderate-income class. They are in

the $7,000 or $8,000 a year situation, but that is gross before taxes and
-they have, many children to take care of and they have difficulty in
findJing financing for, housing. So I would hesitate to exclude, this

:great bulk of Americans from a: special tax treatment, sort of let the
middle alone, so to speak.

Senator MiLLR. If you ar going to set priorities where are you
going to go first? If you only ave so much -in the way of lending
.capacity, so much in the way of appropriations to cover this 10
percent, doesn't it seem fair that we concentrate on the low-income
.area first and then after we take care of that move into the next level
which is in'need. Certainly moderate-income people are not as badly
'off s the low-income people. That is the reason for the definitioni
:and if I understand some of the statistics we have been recebiv".g
'in the last 2 or 3 years we have a tremendously Ion wy to g'o in
just the low-income area, let alone diluting our eforts there and
:moving into the moderate-income area.

Mr. Murrnwr. The Senator is certainly right. We have a iong way
,togo in each of these areas.

Senator MmILR. Well then, why not set our priorities and con-
centrate on the low-income areas first and then when we cleati that

,one up then we can move into the- moderate income area, instead pf
diluting the effort.

Now,Jf we can.do, both that is one, thin ,but-if I understand-the
, ~ uwe car4t4,d util we do, Itun we should c entrate
• on first things irst, whici is,..te low-inoomo area .an4then move
into themoderate-incomeara.

Mr. ,MARTIN. I certainly can understand the set of priorities and
'appreciate them.
I Senator .au. Wel, I appreciate your understanding them
'jbut-we,ar looking to-yoi for sme guidance on this. Think it might
,be hlPf Nl,, i your fhentfu.aiShe.tbs in your statement to.,give
us an idea o' te areas by vJoime of mortgage, ueqUiremants sp. that
•' we rgh~t nake a deciaicn-on whetheror not we can doboth.

We-,I6e ladtio mrnsh
-Usicng. arI ", seRW Wi rx Mu"I o me d rate-icome, and

1?sm E,. 4ef~ tion p s psa r& . . .. , •.. . ,
, Sii r_ .,Ari hk,. wewllb ' glad ' .



1785

(Information subsequently received follows:)
MORTGAGE LOAN REQUIREMENTS ON NEW UNITS

[Billions of dollars

Assisted Unassisted

1-4 family Multifamily 1-4 family Multifamily

1969 ..................................... 0.5 0.6 16.5 5.9
970 ..................................... 1.2 .8 17.4 6.3
971..................................... 2.4 2.3 17.0 7.2

1972 ............................................ 2.8 2.4 16.5 9. 2'
1973..................................... 3.5 2.7 15.9 11.6
1974 ...................................... 4.7 3.3 15.9 13.9
1975 ...................................... 5.2 3.4 16.4 14.8'

Note: We would estimate that the assisted units would all be for low.income families and some fair propo ion of the-
unassisted units would be for moderate-income families. We regret that exact figures on the needs of moder,te-imcme
families are not available.

Senator ANDERSOX. Senator Jordan.
Senator JoRDAN. No questions.
Senator ANDERSON. Senator Byrd.
Senator BYRD. No questions.
Senator ANmDFSox. Senator Fannin.
Senator FANNIN. Mr. Chairman, I would like to ask Mr. Martin

a question. When we are talking about the low-income families and'
the needs that exist in this Nation, I don't know whether your
particular concern deals in the areas where we have Indian popula-
tions, but in my State and Senator Anderson's State we do have a
great problem as far as housing is concerned. In fact the greatest
need for improvement in housing does exist on the Indian reservation
and still we are not in a position presently to provide oyans for these
Indian citizens.. Do you feel that going as far as a 10-percent deduction on low-
income loans would really accomplish anything in this regard?

Mr. MARTIn. I think it would, Senator. In terms of the existing
FHA subsidy, program, the home loan bank board today has an-
nounced a new program to fund those pojects through the member
institutions around the country, including the States here represented
on this committee.

The 10-percent deduction, I think, will stimulate lending in the
kind of loan which to management, in their experience, has a higher-
risk than their ordinary kind of lending, and I believe our job is
to fund both a subsidy program which would go to the poorest
family and, secondly, to encourage lending on these riskier loans of'
all kinds.

Senator FANNX. Well, Mr. Martin, I realize that these loans in-
most' instances would come under the subsidy program. But I am.
concerned about the loans to individuals as well as the loans that
are placed through the tribebecause we are trying to encourage-
the individuals to come forwaid and to have a goal that they perhaps:
can reach. The way it has been in the past the 'individual Indian
citizens did not have any source of, loan money, and if we could
provide something in this legislation that would assist them, I think
it would be very worthwhile. thought you might have some thought
in this regard.
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Mr. MARTIN. . think the tax credit, Senator-the tax deduotipn-
is the most promising vehicle before us. The difficulty of raising
enough subsidy funds is well known and although our board is
fully in support of those programs our concern is that there will
not be enough subsidy funds, there won't be enough to fill this tre-
mnendous housing gap and, therefore, we feel that there needs to be
incentives to the conventional loan in the nonsubsidy area, and 10
percent is simply the figure we are discussing with the Treasury with
what we have come up here.

What we are really saying to the committee is we are making a plea
for additional incentives for low or moderate income lending. It does
not have to await the appropriation of subsidy funds so we are open
on the percentages. We are simply making a plea there be a higher
deduction to encourage this kind of lending.

Senator FANcNIN. Mr. Martin, I certainly am in sympathy with what
you have stated. I an wondering though if we do have the 10-percent
deduction on low-income loans if it will reach this need. How can we
assure that it will reach that individual who today is just left not
helped. .,, I I .

Mr. MARTIN. Well, our only statement can be from this Board's
point of view, Senator, that we are doing everything we, can- to
encourage the member institutions to move more strongly into this
area. W6 will use the facilities of the Home Loan Bank ,which. serves
joUr district to encourage and to give technical advice to savings and

ans.,W~e will do everything we can to further this kind of lending.
As I say we are embarking on' a funding program to channel funds
directly in so that the Announcement today embodies this action. Only
subsidy programs approved by HiD will be eligible for special
kind of advance from the Home Loan Banks. We took this action
because we were shown many examples in which funding, rQtgage
funding, was not available. Equity funds were there, the investor was
ready to go but there was no mortgage money and so ewe have taken
that action that will directly go to those subsidy programs. , r

Senator FANNJix. But that will not be on a percentage basis.' You
say, going directly but how will the amount be determined or is there
any formula that would assure that this money would go in that
direction I

Mr. MI&IMN'. Oh, yes, The fuhds are only available, as I say, for
HTJD approved subsidy prOgrams,

Senator FAMNO . Yes,
Mr. MAWnx. And the lending institutions, and it looks as though

these will be'groups of intitutions in most cases, not: individual
institutions, wil have to certify and show the project, where it is,
show.the approval of *HUD in'the' papers, the le and ,certify,: the
mang ng ,UMoo: certify that the funds will beonly used in this

dy pro~ectyin d nllion dolars amount .: this
S,:nator E NNi,,hansvervnmueh..,i , I : , j , ,,
SonatorArmnsox. Anyfu tter.questons I ,.. ,:,;.ThaIi ,youvqryi'nmuohi : ., :: . . 7 .. -: .. ! <, .,

Th~nky , Kuv ky muchMr.M vThprkyouerymuoh. , '
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(Preston Martin's prepared statement follows:)

'STATEMENT OF PRESTON MARTIN, CHAIRMAN, FEDERAL HoME LOAN BANI BOARD

Mr. Chairman and Members of the Committee:
It Is a privilege to appear to testify on H.R. 13270. 1 will confine my remarks

to the taxation of savings and loan associations.

SUMMARY

The Federal Home Loan Bank Board ("Board") urges the enactment of a
tax incentive on residential real estate loans: a deduction based upon a percent
,of gross interest Income from these loans, the so-called Administration proposal.

The Board further suggests the consideration by this Committee of a stronger
incentive on the same deduction basis, based on gross mortgage income derived
from conventional mortgage loans to moderate and low income households. If
the Administration's "5 percent deduction" is adopted, the Board requests con-
sideration of a 10 percent deduction for gross income so derived.

PHLBB opposes the tax definition of a savings and loan association contained
in H.R. 13270. H.R. 13270 first describes a savings and loan as an insured
Institution or one which is subject to regulatory supervision examination. The
Board believes that this is an adequate definition and that to go further inhibits
the adaptability of the savings and loan industry In a changing environment.

The present application of the tax law to "supervisory" mergers has been In
need of revision. Under current tax law, tax deducted reserves may be subject
to recapture upon merger or acquisition of assets. Where this Is the case, the
tax would be taken from existing net worth, and this estops the merger. The
Board believes that, at a minimum, "supervisory" mergers or acquisitions of
assets instituted by it in the public Interest should be relieved of this tax effect

STATEMENT

TAX REFORM AND NNER-CITY INVESTMENT

This Board appreciates that the Committee, the Congress, and the Adminis-
tration must act as Solomon in balancing the revenue needs of the Nation with
the potential Impacts of tax legislation upon the means for obtaining our many
national goals. Housing Is and should be paramount among these goals, and
housing for moderate and low income households is a goal which Is fundamental to
our social stability. The Board supports the tax deductions approach based upon
a percentage of gross Interest income In the taxation of savings and loans. It
does so because the deduction approach has thosevirtues of simplicity and clarity
in contrast to the complications and ambiguities of the present "bad debt reserve"
approach. The deduction approach has the social virtue of widening the incentives
for residential lending to non-savings and loan institutions. Financing the great
housing needs of this Nation in the 1970's of something like 26 million additional
units and tens of millions of sales transactions necessary In the existing inventory
to move t'ie new units Is a task of such Herculean magnitude that all lending
institutions should be stimulated ito participate.

The Board Is in present dialogue with the Treasury as to considerations of the
5 percent deduction rate, its phase-in curve over time, and the deduction per-
centage which may be recommended as additional incentive for uninsured,
unguaranteed loans to moderate and low Income households.
. I respectfully ask that the Board be granted the privilege by the Oommittee
of submitting. a supplementary statement of the above Issues prior to the closing
of these hearings. I I

FHLBB is certain that H.R.: 18270 lacks specific incentive to lending institu-
tions of all kinds for funding the development and redevelopment of Inner-City
and other urtan housing for moderate and low income Americans. The Board
would argue that there are few more pressing essential needs than housing for
these Americans. A most frequently overlooked social relationship Is the high
correlation between better housing, productivity and social stability, Again and
again in., *ur history, ethnic groups have exhibited the upward eocial mobility
which has contributed so much to our culture and our national strength. A
betterjob may be the first step but a better apartment and then a house of
your own is certainly the second one. That apartment or that house,, in turn,
increases a sense, of famlyi unity and spurs an adult member of the family group
to great economic incentive to further material goals.



1788

H.R. 13270 has a number of tax incentives to Individuals and to investors in
housing. I respectfully ask you to consider how we are going to stimulate large
amounts of housing if the incentive is only to that individual or corporation
which puts up 5 percent or 10 percent of the development cost, while the financial
institution putting up 90 percent or 95 percent (often 100 percent), before the
project is completed, has no specific Incentive at all The Federal Home Loan
Bank System is currently advancing funds to member institutions so they can
finance FHA projects In Inner-Cities. There Is not even adequate money for
these insured risks at this time. Certainly there will not be funJls for quicker,
more flexible approaches of the private lender for his community where Federal
guarantees and insurance do not have to be waited for. A more generous tax
deduction such as 10 percent would do much to provide incentive in this neces-
sary area.

TAX DNFINIoN OF A SAVINGOE AND LOAN

H.I 13720 proposes to re-enact--with modifications--the existing tax defini-
tion of a savings and loan association.

H.R. 13720 first describes a savings and loan as an Insured institution or on(-
which is subject to regulatory supervision and examination. The Board believes
that this is an adequate definition and all that is needed is the tax law. To go,
further inhibits the ability of the industry to adjust to changing consumer de-
mand structures.

The Friend Study, recently completed, has shown that the economics of the
industry are changing dramatically and will continue to change in the short
term. While the industry has grown throughout the postwar period, profitability
has declined from 125% of net worth in 1962 to 4.1%o in 1967. During this same
period of time, the rate of growth of associations' deposits has continually de-
c lined. By the mid1960's, it was well below that of commercial banks.

Due to the long-term nature of the mortgage Instrument, savings and loan&
cannot adjust to market interest rate changes. In view of their large holdings
of older low-Interest mortgages, many associations are not always in a position
to raise new money whenever it is needed. To counteract this, the Friend Study
has suggested that greater flexibility be introduced Into association asset-
liability structures. They are now borrowing short-term money and lending
10nag-tetm funds. In order to allow associations to compete with commerclaL
banks for funds, Friend argues that this asset-liability imbalance must be.
corrected.
* Friend also found that there are pronounced economies of scale in the financing
if residential mortgages by associations. ThIs leads to the conclusion that mort-
pge lending can be handled more efficiently by specialized institutions like,
svings and loan associations than by diverse institutions like commerial banks,.

AU 4t this evidence of changing economies leads the Board to beliove that lests
rigid definitions are needed rather than more stringent ones. Rigid definitions
'of permissible asset percentages also place the Congress in an awkward position.
On the one hand Congress rightly charges the IPHLBB with certain authority to,
-teglate the savings and loan industry in the public interest. On the other hand.
in a search "for revenue, it overlaps that authority by imposing a certain rigid
limit like the "82% rule."

H.R. 13270 does not stop here, but Tather goes on to describe speclf,cally the
business and activities of a savings and loan: "substantially all of tb , business
Of 'which ionkists of acquiring the savings of the public and investing In loans."
This -eodifleation of an apparently "practical" provision presumably continues
In effect certain Treasury regulations Which may conflict seriously with the
Board's housing policy objectives. Daring periods like 1966 and 1969 of rising
Interest rates and low savings inflows, long-term lenders should be encouraged
to maintain a relatively high velocity of cash flow-to serve their borrwing
public-thtA is generally possible only through' a vigorous loan sales or partcf-Pwoh 'programni which turn over the mortgage inventory. The "investing Im
loans" i4arenent iU directly counter to this basic policy objective.
'W * oh the' language of -the savings and loan "definition", the Treasury
S1904 tmblibed eataln tes the "groas iome" test and the "sales actlrlt.v"

tet"Wt- dettsihlne wbetheg an assoolatlop was "investing in loans" as required
b$ 0he tatute. The .groa Ineome" tefst Was conceived when the Industry ap-
1srktY. was'exstemely profitable and was designed to limit availability of the
av eand floan tax sheltb to incotne pnerated by th traditional savings and

baigetivti The 'tet Is met If 85 perCent of an association's income Is normal
ta g kid lokn operating ncme6 . N0o only Is the test difficult to administer,
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but an association could be forced beyond the allowable limit by the FHLBB
-or perhaps a counterpart state regulatory authority-as when required to de-
velop or sell excessive real estate holdings. In many cases, the requirement tends
to encourage management decisions which are not in the best long-run in-
terests of the institution.

The "sales activity" test has further onerous consequences. The test was
-designed to limit an association's ability to sell loans or loan participations even
though the sale may have resulted from an excess of demand for loans over sav-
ings capital in the association's geographical area. Such a restriction directly
.conflicts with the public objective of furthering ootimal geographical alloca-
tion of funds. With a forecast overall shortage of mortgage capital over the
next decade, it seems all the more important that the barriers to such funds flows

:should be removed.
Finally, the proposed tax definition in H.R. 13270 sets forth an elaborate

structure as to the mix of assets which a savings and loan association must
hold. An association must fall within this framework to maximize its bad-debt
deduction. The Board sees no need for any "asset test", in the presence of regu-
latory limitations for Federally-chartered associations and cease-and-desist pow-
ers to prevent unsafe or unsound concentrations of investments in nontraditional
types of assets, (generally the types which are now limited in the Board's
,regulations).

There is a further reason. The "asset tests" included in H.R. 18270 probably
would be difficult to change during the next decade. Who can say today what
asset will be in 'the public interest during the 1970's in order to optimize the
savings and loan Industry's contribution to housing? Mobile home lending is
aii example of the "forbidden asset" of the 1960's, one of sudden strong growth
and of moderate income service ability. With hindsight one could now argue
that both the tax law and the National Housing Act should have been changed
-earlier In recognition of the social need for this type of housing. The Board
respectfully submits that Congress and the Board will have a better posture
from which to respond to changing circumstances or, perhaps more importantly,
to anticipate a need for change without detailed enumeration of assets.

The Treasury proposal would effectively solve most of the problems created by
,the existing law and those which would be continued by H.R. 18270.

MERGERS

'The present tax law-as it applies to the mergers of savings and loan asso-
iations-makes the "supervisory" merger in many cases very difficult or int-
possible. Let me explain what I mean by a "supervisory" merger as opposed
to a "%usiness" merger. A "supervisory" merger Is encouraged or instituted
in the public interest by the FSLIO and the FHLBB, involving one or moyo
-savings and loans with financial or managerial problems. A 'business" merger
Is initiated by member savings and loans for objectives like economies of scale

,or market entry.
Business marger applications are approved or disapproved by the Board de-

-pending upon a variety of criteria (such as whether the interests of the con.
.sumer-both the saver and the mortgage borrower-are better served by larger
•ize competitors).

It is the application of the tax law to the "supervisory" merger which con-
cerns the Board. The problem is that under current tax law-including Sec.
'tIon 593(f)-tax deducted reserves may be subject to recapture; and, if this
Is the case, the tax must be taken from existing net worth which is usuallyy
already too (thin. This effectively bars some otherwise desirable merger candi-
odatew or unduly limits the available supervisory solutions.

First,. in a so-called non-taxable or tax-free reorganization-two mutuals
merge or two stock associations merge and no cash changes hands--the super-
-visory agencies usually insist that the parties obtain an Internal Revenue Serv-
ice ruling that there will be no restoration of the reserves under 593(f). Such
- ruling is vital because adverse tax consequences would be disastrous to the
Adequacy of net worth. However, obtaining a tax ruling is a time-consuming task
and in a supervisory merger time can be of the essence.

Therefore, the Board recommends that the tax law be amended to state that
there would be no recapture of reserves in a tax-free reorganization for claim.
flcption, even though the Service recently 'published a ruling which sUpports
t4p onclusiqn that there is no restoration required lu non-t4xable mergers.
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However, the Board is even more concerns4 that current tax law would
(at least in the Internal Revenue Service's view) subject a savings and loan's.
reserves to tax in, the supervisory merger of a -stock association Into a mutual
or vice versa-even when there is no economic gain to the disappearing share-
holders and almost certainly no gain to either of the corporate parties to the
merger. This rule in effect eliminates the possibility of a supervisory merger
of a problem" association-either a stock or mutual-into a stronger association
which does not operate under a similar charter.

The ;Board would propose to allow the acquired association to carry over
its tax deducted reserves in a supervisory merger provided the consideration paid
forthe acquired association either: (1) flows from the tax paid earnings of
either association, or (2) from a non-savings and loan association such as a hold.
ng company. However, in no event should there be recapture in excess of the-

cash consideration paid for the savings and loans In such a case, the recapture
potential would carry over to the acquiring association ; but there would be
no current tax impact or reduction in net wotth thereby.., which is in the-
public interest.

The Administration proposal,- over time, would tend to minimize this problem.
Perhaps at some appropriate time a complete examination of the nature of sav-
ings and loan. reserves and net worth. could be undertaken with the objective-
of clarifying the nature of such accounts and the circumstances under which
they may be subject to tax.

'Sehnator AnrJMT )r. Alexander. D

STATEMENT OF WILLIS W. ALEXANDER, PRESIDENT,
THE, AMERIAS BA1IXUS ASSOCIATION

. ASenator Anderson and members
o the oornmittee.-

I am WillisAlexander&, the p resident of Trenton Trust Co. in
Treht6in Mo., 4nd pOr'ident of the American Bankers Association. I
am accompanied to this hearing by Charles McNeill who is the di-
rector of our Washington office.appreiportunity to f or the association on the

ern . it(, P it.19270) .,*My. prepared! text, which the com-
mtteehas received: covers four areas of the legislation: (1) the tax
t .iettnent of gRains on dbt securities, (2) 'bad 'debt reserves, (8) cer-
tti pikvislos r.at 6 i r ust4,.and' (4):the, proposed amendment
ir ' iang~wit hiding of interest anddivideads, -

However, in my statement this morning, I will confine my remarks
tot*o iftms: the tretmenet'ofgains on debt seeuritieS and the treat-ment 'fbad.4ebt rdserves ...." .'  . .....
Fiom 'an equity standpoint, making the proposed treatment of gains

on securities retroactive raises a serious question. Such securities were
purhased' with the expectation- that the difference between purchase
pi'e' andl redemption Valie Would not be taxed as ordinary income. Toohx .. thei'', basis! of thes ready committed, security transactions
to' reduce theeffective yield basis is inequitable. If this change in
t";*x licybi made, it -hould not applytb siritieg acquired'prior to

.i11;9~ h dtit rtii W6.1
1• ie j'i y pe rn.tting )ank8 ad~i 'other depository institutions to

tre w amw on securities as capital gains dates to 1942, when the financ-
ig4 of ;World War U re xuid that the banks absorb a large irolume
of- 'G oyer ne;t debit_ hit r6laivel low ,r'tes of interest, By per-
zpgb t 1irg np t ioss. on secUrities against current income
w*Wtrea_ ing net gains as capital gains, thew institutions were en-

=oourgedto qMre Governmet, securities. The House Ways and
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Means: Committee has argued that the need for this incentive has
long sI' i passed . However, today the Federal debt is much larger
• Adt its efficent management in the public interest is no less important.
The proposed treatment of security gains would, in our opinion, ham-
per the attainment of this overall objective.

Coielling eiderice of this effect may be seen already. The prospect
of the termination of the nonparallel treatment of gains and losses
will have, in fact'has already largely had three effects: (1) a decrease
in demand for long-term and inteimediate-term issues relative to
demand'for short-term. issues; (2) a decrease in demand for issues with
lbw c6upon rates relative to demand for issues with high coupon rates;
(3) through the further depreciation of intermediate- and ong-term
issues carried in bank portfolios, a reduction in the already low
liquidity of the banking system.

The elimination of nonparallel treatment of gains and losses will
increase the costs of issuing intermediate- and long-term securities by
the Treasury and by State and local governments as well. The net effect
c6uld well be that the increased cost of Treasury financing will offsetthe increased revenue; i'esuting from the oilinary income treatment
of gains on securities.

'Tsould like to turn n6W to loan loss reserves.
Bad debt' reserves, gentlemen, are a cushion for loan losses. They are

est~abWishd from pret x income and restricted to this single purpose.
Any other uise of ' ich funds involves first the payment of incometax
on such amounts., cmmercial banks are subject now t6 an industrywide
formula which permits transfers to such reserves until the total equals
.4 pe tent of S igible loans. This formula Was adopted in 1965 afterlongr intnsivediscussions With Treasury officials.
'Hi#oically a 1unfdadkenalbjctiVf of public'polcy has been the:

xiiiteiance of a de&iitralized bank ng System made'up of locally
qwned and controlled banks:Todity we ha.ve moreV than 13,000, com-
mercial banks in the United States; most bf them are relatively small
nitppsas. The pp0 Unity for risk diversification in the smaller bank

is m6i' lhiiiited than that available to the' harger institution. Adequate
serves f6r loai '169s6s Are vital to the safey and solvency of our

SMdreovei, pu blic p'hc has recognized 6t public financial institu-

tion"6 have ceran 'atuies aid functions Which set them apart from
opher eit&inss'ehtt. ses. This. isstinction, which is presently pre-
served in' th 'ksting'authgriy for bad debt reserves'is significant to.

ecentri lizecbanking sYstem.
The'present treatment of'bad'debt reserves is an expression of these

basic, public policies, The, present, form ula cognizess that banks have
a grater nee d' f6r bad debt reserves than industry 'and commrce in
gener.il. Moreovr,'pblid ofncials are presently encouraging banks
to 'mak e idans 'whi will' help sblv6 'pid~ ng inner-cityproblems.
We r6cdgnisethat many 'of these loans 'are marginal or submak ial
with resp'et to 'isk and net return. This 'argue for strengthen not
weakened, Itad debt reserve provisions.

The' argument for eliminating the present bad debt reserve formula
appears to rest upon a contention that the effective rate of taxation of
commercial banks is low compared to nonfinancial businesses. The re-
port of the Committee on Ways and Means purports to show that
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the effective rate of Federal taxation of commercial banks in 1966 was
only 23.2 percent This percentage however, significantly understates
the incidence of Federal axation of banks. The main factor account-
ing for this understpement is that the income base upon which the
effective tax rate was calculated includes the ea n received by
banks from holdings of tax-exempt obligations of the States and po-
litical sbdi visions. To argue that bad debt reserves should be reduced
or eliminated because banks receive income from certain securities that
are tax exempt is not relevant.

The case for or against bad debt reserves cannot be meaningfully
argued on the basis of the incidence of Federal taxation on commercial
banks vis-a-vis the incidence on nonfinancial corporations. The issue
is whether the present formula results in bad debt reserves that are
adequate in relation to the public policy objectives to be served.

In discussion with the Treasury over a number of years, we have
demonstrated that a bad debt ceiling of at least 2.4 percent of eligible
loans ia necessary. We believe that tne public interest is served by the
maintenance of bad debt reserves sufficient to meet sizable loan losses.
And, gentlemen, these do occur even in normal years as shown on page
8 of our full testimony.

The provision for a 10-year carryback and 5-year carry-forward of
losses on loans, which would be substituted for the present formula,
,does not afford the same degree of protection as an established reserve.

Our essential point then is that the concept of an adequate estab-
lished bad debt reserve against outstanding loans should be main-
tainedL This concept for mutual savings banks and savings and loans
assodations has been recognized in statute, while the concept as ap-
p lied to commercial banks is the result of Treasury rulings. We be-
Iieve and urge that the same concept for commercial banks also now
be recognized and set forth in statute. That is, the ceiling rate and loan
base should be established by legislation.

In his proposals, the Secretary of theTreasury has recommended
that commercial banks as well as mutual savings banks and savings
and loan associations be permitted, under certain well-defined condi-
tions, to exclude from taxable income an amount equal to 5 percent of
the income received from residential mortga.ges. The Secretary's
recommendation should be given thorough consideration. We have nothad an opportunity to evaluate its full impact on banks of various sizes
and various asset structures. However we are firm in our belief that
the Secretary's recommendation woula not result in an effective sub-
stitute for bad debt reserves. While it could well serve significantly in
directing capital to certain lending areas, we urge that the concept of
the bad debt reserve be maintained.

The eangs that, would be affected by the Tax Reform bill with re-
spet to gnon debt securities and bad debt reserves have adverse
imaions'& for the stability and efficiency of our financial markets
an lor. 0e availability of bank cwlif. Were this bill to be enacted
toLday, taiee adverse inplications w.puld fall upon a financial system
under severe pressures fromn the'cunr-inlationprogram. The pres-ep ~t situation, ia the fiuancia s tei* argues strongl gr Careful
e c ition 9f both the short- a indong-range nn act of thsema'or
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Senator WLLIAMS. As I understand, you are advocating the retention
of the 2.4 percent for bad debt reserves?

Mr. AiEXANDER. Senator Williams, I am suggesting that a reserve
based upon the average of the last 6 years which have been years of
unparalleled prosperity is totally inadequate as a loan loss reserve.

Senator WILLiAMS. What ho8 been the actual ex )erience of the banks
in the pat 6 years or past 10 years as far as bad debt is concerned?

\fr. ALEXANDER. As far as the losses have been concerned ?
Senator WmLAms. Yes.
Mr. ALEXANDER. The last year for which we have figures, the losses

were in the range of about half of the amount transferred to bad debt
reserves. This would be roughly in the $400 million large, Senator.

Senator WVILL A S. Percentagewise.?
Mr. ALEXANDER. The last few years have been in the approximate

area of two-tenths of I percent of the total loans.
Senator Williams. Two-tenths of 1 percent has been the actual ex-

perience-
Mfr. ALEXANDER. Have been the actual losses.
Senator WILLIAMS. Well, why would it be necessary to carry the 2.4

percent forward then based on your actual experience?
Mr. ALE&XANDER. Senator Williams, we are of the opinion that bank-

ing has always been, and will probably continue to be, 9, cyclical busi-
ness. We certainly have for the past 6 to 8 years been involved
in a period of unparalleled prosperity. To base the protection of loan
loss reserves on this recent past, and on only 1 year of this, we think is
inadequate. It may well be that 2.4 percent, as well as the 6 percent
reserve for the mutual savings banks and the savings and loan institu-
tions could be subject to review.

As I indicated in my testimony, the concept of a loan loss reserve ade-
quate to ta: ze care of the uncertainties of the future as commercial banks
and other financial institutions move into areas of increasing risk is,
we think, vital to the economy.

Senator WTLLiA s. Of course, there is this difference. To a large
extent more and more of your loans are insured by various Govern-
ment agencies. But I won't pursue that at this moment.

You mentioned one other change from the House bill. As I under-
stand it under existing law, to use a hypothetical case, a bank can have
$100,000 in capital gains; they can also have $100,000 in capital losses
the same year, and then they have $100,000 of normal income. Under
existing law they can charge heir capital losses 100 percent against
their normal income and pay only a capital gains tax on the other
$100,000 is that correctI

Mr. ALEXANDER. Any security losses, Senator, may be charged di-
rectly.

Senator WLIAMS. Security losses are what I am speaking of.
Mr. A AND . May be charged to ordinary income.
Senator WmntAms. Ordinary income?
Mr. AI=Aimm. Just a moment. Not in the same year. But if they

are in the same year, losses have to first be offset against gains.
Senator WLuuxs. Yes. Security losses, yes. Under the House bill

proposal these would both be treated, capital losses or the capital
gains as normal income, you would pay regular tax; is that correct,
and that is what you are protesting under is bill?

33-865--69--pt. 3----S
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Mr. ALEXANDER. We are saying, Senator Williams. that this so-
called nonparallel treatment had its rationale in the Treasury argu-
ment-

Senator WILLIAMS. I understand that but I am trying to get clear
what you are recommending. Is that correct?

fr. ALEXANDER. Yes, sir.
Senitor WILLIAMS. You are protesting the provision in the House

bill, which would treat them alike; that is, both capital gains and cap-
ital losses would be treated as ordinary income and losses.

MIr. ALEXANDER. Senator, I am suggesting above all else that equity
argues if this provision is enacted as proposed that, it not be made
retroactive since these are already committed transactions that it be
applied to future transactions. •

Senator WILLT-3.S. One other suggestion has been made to the coni-
mittee that in view of the House proposal, the administration pro-
posal, that both gains and losses be. treated the same as they are cur-
rently for individuals; that is, the capital gains would have to be
offset by capital losses, rather than offset your capital losses against
your regular income. Would you care to comment on that?

Mr. ALEXANDER. Any change in this area, Senator, maty well have
serious implications in terms of the market, intermediate and long-
term Treasury and other municipal obligations.

Senator WILLTANIS. I recognize that but I am just asking you if
there is going to be a change, what would you think of that change
9s compared with the change recommended in the House bill, if you
had the choice ?

Mr. ALEXANDER. I think it would have less impact on these markets
than the change proposed in the House bill. However, we still strongly
favor the present treatment; or as second best, to treat both gains and
losses as ordinary gains and ordinary losses.

Senator WILLIAMS. Yes, sir.
No further questions.
Senator ANDE.RSON. Senator Byrd.
Senator BymR. Thank you, Mr. Chairman.
Mr. Alexander, I feel there should be a reasonable and adequate

bad debt reserve. The question, as I see it, is whether the 2.4 is too
high, and you feel the House recommendation is too low. If the com-
mittee is inclined to change the House recommendation do you have
a recommendation which you would make to the committee?

Mr. AT.juXNDF.R. Senator Byrd, I do not have at this point a magic
number.

Senator Bym. Thank you. Thank you, Mr. Chairman.
'Senator B.-Nrr. No'*questions.
Senator ANDERSON. Senator Miller.
Senator MiLLER. No questions.
Senator JORDAN. No questions..
Senator FANNIN. Thank you Mr Chairman.
Mr. Alexander, when we talk about an average two-tenths of 1 per-

cent bad dl losswe hear a great deal about te widespread circula-
tion of credit cards hid the effect that this may have on the bad debt
losses. Do yoi feel that it, is justified to consider there may be addi-
ijonal losses because of.those trai~sactlons?
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Mr. ALEXANDER. Recognizing, Senator Fannin, at this point the
relatively small amount of total credit outstanding on credit cards
as compared to the total loans to the bank I would suggest the impact
has not been a significant. one.

Pursuing, if 1 may, though your point, it is somewhat. dangerous
and misleading to deal totally) iIn ternis of averages of two-tenths of
1 percent; as I indicated this represented the losses in recent years. It
covers up the fact that a great many banks, not a great many, but a
significant number of banks, even in prosperous years (lo have losses
on their loans, have had losses on their loans whic I would exceed even
a 2.4-percent formula.

I made just passing reference to this study which covered the years
1961 to 1963, in which more than 100 banks in the United States had
losses in those years of relative prosperity which would have exceeded
a 2.4-percent bad debt reserve formula. So averages tend to be a little
misleading.

Senator FANNIN. We have some banks that are very conservative.
We have others that are certainly very aggressive in their loaning pro-
frms. For instance, I know that the small loans, the loans of cents
for new cars and all, was not a factor too many years ago so far as the
banks were concerned. Today it is becoming more and more a big per-
centage of their business dealing.

Do you feel that this average then does not reflect what is happen-
ing in many parts of the country?

Mr. ALEXANDER. No.
My point, Senator, is that the averages are accurate national aver-

ages.
Senator FANNIN. Yes.
Mr. ALEXANDER. But they do cover up a lot of variations in terms

of individual banks. We are talking here about 13,000 banks.
Senator FANNIN. Yes.
We are talking about loans. But really isn't there a risk involved, too,

in that two-tenths of 1 percent guaranteed loans?
Mr. ALEXANDER. Well, I think perhaps more point has been made

than the facts would bear out as to the amount of the commercial
banking industry loans which are in fact cruaranteed. While the con-
merciafbanking industry does have some %40 billion invested in some
form of residential mortgages, the majority of these are not guar-
anteed; these are conventional loans.

Senator FANNIN. Thank you.
Senator MILLF.R. May I ask a question, Mr. Chairman?
Senator ANDERSON. Senator Miller.
Senator MILLER. Would you say that in your industry over half of

the net income, over half, consisted of tax-exempt interest and long.
term capital gains?

Mr. ALEXANDER. I don't have that exact figure, Senator Miller. I have
the impression it is not that much.

Senator MILLER. Could you give us a figure at your leisure I
Mr. ALEXANDER. I would be happy to.
Senator MILLER. Yes. For the record.
Mr. ALXANDER. Thank you.
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Senator MnLxR. And maybe you could break that down into what
percent industrywide is tax-exempt interest and what percent indus-
trywide is long-term capital gain.

Mr. ALEXANDER. I would be happy to.
Senator MILLER. Thank you.
(The material referred to appears below followed by Mr. Alex-

ander's prepared statement:)
In 1968 insured commercial banks had net income before related taxes of

$4,693 million, as reported by the FDIC. Of this, about $1,740 million, or 37.1
percent, consisted of tax exempt interest on state and local securities. A total
of $98 million, or 2.1 percent, consisted of net long-term capital gains. These
two items together accounted for 39.2 percent of 1968 commercial bank income
shown above.

PREPARED STATEMENT OF WILLIS W. ALEXANDER, PRESIDENT, THE AMERIcAN
BANKERS ASSOCIATION

Mr. Chairman and members of the Committee, I am Willis W. Alexander, Pres-
ident of the Trenton Trust Company, Trenton, Missouri, and President of The
American Bankers Association. I appreciate this opportunity to testify for the
Association on the Tax Reform bill (H.R. 13270). This bill in its entirety and
the changes proposed by the Secretary of the Treasury are of interest to the
banking community. Federal taxation and expenditure are major forces In-
fluencing the growth, stability, and efficiency of our economy. The challange to
Federal fiscal policy today is to achieve an ordering of national priorities that is
consistent with attainment of the maximum rate of real economic growth that
can be sustained without inflation. The American Bankers Association has con-
sistently supported fiscal measures aimed at curbing inflation and at assuring
orderly growth of our economy. As much as we would like to comment eiten-
stvely on the Tax Reform bill, the limitations of time and the urgency with which
this bill is being considered dictate that we limit our testmony today to provisions
in the bill which are of particular concern to the commercial banking industry.

OAINS FROM DERT SECURITIES

At the present tree, commercial banks, along with mutual savings banks, sav-
ings and loan associations, and small business investment companies, receive
nonparallel treatment with respect to capital gains and losses on debt securities.
Net gains are taxed as capital gains; net losses are deducted from ordinary in-
come. Under the Tax Reform bill, ,both net gains and losses would be treated as
ordinary Income.

In Its report on the Tax Reform bill, the Committee on Ways and Means noted
that the "nonparallel treatment of gains and losses on bond transactions was
adopted In 1942 to encourage financial institutions to support the large new is-
sues of bonds which were then being offered to help finance the war." The his-
tory of special treatment of losses on sales of debt securities by banks dates back
prior to World War II, but there is little question that the exigencies of wartime
finance were the major consideration in the legislative establishment of the non-
parallel treatment of gains and losses in 1942.

The present treatment of gains and losses is not an omission or "loophole" where
none was intended by the Congress. The argument for reform would appear to
-rest upo (he Idea that public policy objectives have long since been achieved. We
do not believe this to be the case. The Treasury faces a large and difficult task
In the management of the Federal debt, and there Is cause for concern that the
Ubod ga& pr6visions will have an Adverse impact on the debt securities markets.

Just the prospect of the termination of the nonparallel treatment of gains and
losses has alreW largely had three effects: (1) A decrease in demand for long-
term and intermediate-term issues relative to demand for, short-term issues, (2)
A decrease in demand for issues with low coupon rates relative to demand for
Issues with high coupon rates. (8) A reduction in the already low liquidity of the
banking system. These effects work in the direction of widening swings in prices,
which increase the market risk of holding Government securities.

It is elemental that increased risk of fluctuations In the price of a bond means
that higher rates of interest must be pail in order to attract purchasers. More-
over, In the face of increased risk of price fluctuations, investors tend to shift to
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shorter term issues, on which the potential loss due to fluctuations in price is less
than on longer term issues. Hence, elimination of nonparallel treatment of gains
and losses will increase the difficulty of the Treasury and state and local govern-
ments in issuing intermediate and long-term securities, and will also tend to in-
crease the cost of such financing.

There is little or no basis for estimating the extent of the effect upon cost and
average maturity. However, as the pricing mechanism in the Government se-
curities market is a highly efficient one, prices can be expected to adjust to reflect
any advantage lost in the termination of nonparallel treatment of gains and
losses. The net effect could well be that increased costs of Treasury financing will
in due time offset the increased revenue resulting from the taxation of securities
gains as ordinary Income.

The impact upon the present liquidity of the banking system comes from the
fact that termination of the present treatment of gains reduces the effective yield
of Issues now outstanding and selling below face value. These yields have already
largely been brought into line with market rates of interest in general, through
declines in the prices of the affected issues. Thus, banks as well as other financial
institutions are experiencing further depreciation in the market value of their
holdings of securities. The result will be further impairment of the liquidity of
these institutiono and further impairment of their margins of solvency.

The impact upon liquidity and solvency will, of course, be a transitory one, but
It could be a relatively significant one under the presently stringent financial situa-
tion. The effect upon the costs of Treasury financing will be long term as well as
immediate.

We attach sufficient significance to the long-term effects upon Treasury finan-
cing to believe that there continue to be valid public policy objectives for main-
taining nonparallel treatment of gains and losses. Moreover, nonparallel treat-
ment has served to facilitate the meeting of credit needs in periods of economic
expansion. To obtain funds to meet credit demands, banks must frequently sell
securities when prices are depressed. The taking of losses under such circum-
stances is, in part, mitigated by the prospect that after credit demands slacken,
funds can be reinvested in securities which will appreciate in value, thereby pro-
viding capital gains. That is, the prospect of future gains, taxable, as capital gains
rather than as ordinary income, will encourage banks to take the security losses
necessary to nieet credit demands. Nonparallel treatment of gains and losses has
thus enhanced the responsiveness of the banking system in meeting changing
credit demands of the economy.

Our last but very essential point with respect to the nonparallel treatment of
gains and losses is that termination of such treatment should not be retroactive.
That is, it should not alter the effective yields of securities now held by com-
mercial banks and other financial institutions accorded such treatment. Present
holdings of securities were acquired on the basis of yields of calculated to include
capital gains treatment of the difference between purchase price and face, or
redemption, value. It would be inequitable to reduce the effective yields of
securities acquired in good faith on the expectation that gains would not be
taxed as ordinary income. If nonparallel treatment is eliminated, the legislation
should apply only to securities acquired after July 11, 1969, when the proposed
change was announced by the House Ways and Means Committee.

BAD DEBT RESERVES

At the present time, commercial banks are subject to an industry-wide formula
with respect to the accumulation of bad debt reserves. Each bank is permitted to
make transfers to such reserves until the total equals 2.4 percent of eligible
loans. Transfers in any single year are limited by certain provisions designed to
prevent unduly rapid or large transfers. Eligible loans exclude loans insured or
guaranteed by the Federal Government, such as FHA and VA loans, as well as
certain other loans deemed by the Treasury to be virtually free of credit risk,
such as Federal funds sold.

The present formula was adopted In 1965 after prolonged and Intensive dis-
cuslons between Treasury officials and representatives of the banking industry.
Previously, banks could use what has been termed the individual experience
method which, omitting a number of technical details, permitted each bank to
Increase its reserve up to a level equal to three times its annual loss experience
averaged over any twenty-year period since 1927. For the banking industry
as a whole, this individual experience method was equivalent to a ceiling of 2.4
percent, adopted in 1965 for all banks.
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At present, treatment of bad-debt reserves is the result of longstanding regula-
tion and considerable deliberation over the years, it can hardly be regarded as
an otission or "loophole" in tax policy. Treatment of lWid-deht reserves relloets
broad public policy with rospe, t to the structure and functioning of the commer-
clal banking system.

For most of our nation's history, a fundamental objective of public policy
has been that there should be a high degree of decentralizatlon In our banking
system. That is, the banking system should consist. of a large number of locally
owned and controlled banks. The result is that today we have more than 13,0M0
commercial banks in the United States, and the great majority of these banks are
small enterprises. Maintenance of the stability atid solvency of this system has
been a national problem of great and sometimes urgent consepluence. I neled not
recount for this Committee the measures that have, over the years, been takesm
to assure that our nation vill have a safe and sound iwmking system.

Moreover, public policy has treated conrner,Ial bniking as having certain
features and functions which set it apart from commeretil enterprises in gelm.
eral. It other legislation before the Congress at the present time, we are, in filet,
grappling with this very question of what constitutes comnmerlal banking, re-
lated financial iwtIvities, and nonrelated commercial activitleq.

The present treatment of bad-debt reserves is one expression of the above base
public policies. Bad-debt reserves contribute to the solvency and stability of the
banking system. The present formula recognizes that banks have a special need
for bad-debt reserves and that satisfactlon of this sp, eclal need requires treat-
ment that differs from that ac r ied (.coinvier.hd enterpripses in general. Addl.
tionally, public iillcy has heen Inrea singly direCted to the objective of encourag-
Ing banks to make types of loans that are marginal or submarginal with restwet
to risk and net return, and which therefore require an even stronger bad-debt
reserve position.

Tie argument for eliminating the present bad-debt reserve formula nplpars to
Test upon a contention that the effective rate of taxation of commercial banks is
low In comparison to non-financial businesses. The Report of the Committee on
Ways and Means purports to 4how that the effi'etlve rate of Fedoral axa1tion of
commercial banks in 1966 was only 23.2 percent. This percentage, however, sig-
nificantly understates the incidence of Federal taxation of banks.

The income taxes paid by commercial banks are not the suni total of what
might, from the point of view of economic analysts, be regarded as Federal tax
levies upon commercial banks. In 1068 insured banks pald $132.4 million to the
Federal Deposit Insurance Corporation, and in adl(ition, national banks 11id
$22.7 million to the Office of the Comptroller of the (*urreny. These revenues
were dedicated to the funetinns of bank examination and provision of deposit
Insurance, hut though special in nature, they are, in effect, taxes.

More importantly, the Report of the Committeo on Ways and Means included
In the Income base upon which the 23.42 perent was enlculated the earnings
received by banks from holdings of tax-exempt obligations of the states and
political subdivisions. An analysis by the U.S. Treasury Department, whielh
was submitted to this committed, shows that from 1962 through 196 tax-exempt
Interest increased from 18.4 percent to 33.2 percent of the "economic income"
of commercial banks, whereas the excess of bad-debt deductions over actual
losses varled between 9.2 poreent and 13.3 percent over this five-year l)eri(lr
and stood at 10.7 percent. in 1960. It is clear that the major reason for the
apparently low Incidence of Federal taxation of eomnmerciaml banks is the exist-
,nce of tax-exempt, income from state and local government securities. Moreover,
the decline in incidence iln recent years Is due almost entirely to expansion of
holdings of tax-exempt securities, as banks have responIded to meet the financial
needs of state and local governments. To argue that hind-debt reserves should
be reduce or eliminated beease banks receive lincmue from eertain securities
that are tax except is a "on-a#equfitr.

We hold that the case for or against hiad-debt reserves cannot be meaning-
fully argued on the basis of the incidence of Federal taxation of commercial
banks vlN-a-v8 the incidence of non-financial corporations. The issue Is whether
special treatment of bad-debt reserves for commercial banks serves established
public policy objectives at a reasonable cost to the Treasury. Another wvay of
putthWn the issue Is whether the present formula results in bad-debt reserves
that are adequate in relation to the public policy objectives to be served.

ST. R~fo9rm Studiee asd Propoitalo, UR. Treasui Departmsent, House Committee on
Wa.s and Means and Senate Committee on Iliiance, February 5., 19069, Part 8, p. 475.
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Data collected in a special study of loan losses In the three years t6-193
show that In each of these years 213 banks, on the average, suffered loan losses
equal to 2 percent or more of eligible loans." An average of 114 banks each year
sustained losses equal to 3 percent or wore of eligible louns. On the basis of this
evidence we would expect to find that even In a period of reasonable stability
in our economy, between 100 and 200 bmnks will each year suffer loan losses
sutllcient to wipe out or wore than wipe out the maximumu bad-debt reserve
that can be accuiutlated under the prebeiit formula. Lacking the cushion pro-
vided by bad-debt reserves, a number of these banks Luuld suffer such Impair-
meat of capital as to force liquidation or reorganization. The distress of bank
failures In local communities, even without wore far-reaching consequences, is
too great to run the riskA of at significant lncrease in the number of failures.

The provisions fuor a ten-year carry-bmck and live-year carry-forward of losses
on loans, which would be substituted for the present formula, do not impress us
as affording the saue degree of protection as an established reserve. Au estab-
hshed reserve for loan losses Is immediately at hand. It Is something that the
banker Knowvs to be a part of his bank's btructure of assets and liabilities and
which ho can take into account directly hi the fornuulaAon of his lending policies.
The carry-back, carry-forward allowance is something for which he must apply
after he has sustained losses. Not being u part of the structure of assets and
liabilities of the bank, the allowance is suflleieny retotl that It Is not likely to
be given much weight in the formulation of loan policies.

Our essential point is that the concept of an established bad-debt reserve
against outstanding loans should not be abandoned. The concept of a bad-debt
restrve for mutual savigs banks and savings and loan associations has bvtn
recognized in statute. 'he concept as applie-d to commercial banks has long
standing but Is the result of Treasury rulings rather than legislation. Th Tax
Reform bill would maintain the concept of bad-delt reserves lor mutual savings
banks and savings and loan associationu. We believe and urge that the concept
as applied to commercial banks should also bo recognize ,d and set forth In statute.
That Is, the coiling and the base should be established by legislation.

In discussions with the Treasury ovor a number of years we have demonstrated
that the present bad-debt reserve ceiling of 2.4 percent of eligible loanw is not
wore than adequate. Our position continues to be that a lower ceiling would be
less than adequate. We behove that the public interest is servtel by the nalute-
nance of bad-debt reserves by commercial banks suflicient to meet sizable loan
losses. We hope that the Congress will not reduce the emphasis that has been
placed upon the objective of assuring that commercial banks have adequate ea-
ptcity to incur credit risks and sustain loan losses. If, however, a change In end-
phasis must be made, we strongly recommend that It be effected within the frame-
work of existing policy provl(imng for an established reserve rather than being
effected by abolishing for commercial banks the concept of bad-debt reserves.

In his proposmas, the Secretaxy of tWe Treasury has recommended that com-
merelal banks as well as mutual ,Qiving. bauks and savings and loan assoeitions
be permitted, under certain well dellned conditions, to exclude from taxable In-
com an amount equal to five percent of We income received front residential
mortgages and other socially desirable loans. The Secretary's recomnundation
should be given thorough consideration. We have not had an opportunity to
evaluate Its full impact on banks of various sizes and various asset structures.
However, we are firm In our belief that the Secretary's reconuemdation would
not result in an eff-etual substituto for bad-debt reserves. We urge, as we have,
sqid, that the concept of the bad-debt reserve be maintained.

CONCLUDINO COMME NT ON sECUMSuan' GAINS AND HAD-VEr REstVEs

The changes that would be effected by the Tax Reform bill with respect to
gains on debt securities and bad-debt reserves have adverse mpllcatlons for the
stability and efficiency of the Government securities market and for the avail-
ability of bank credit. The close intorrelatlousbips between financial markets
mean that these adverse effects will be felt, too, In such other areas as state and
local government financing.
1Is now the time to undertake struqtqral changes that will adversely affect

already stringent financing conditions? We think not The provisions of the
Tax Reform bill should be given much more thorough study. The need for such

Horvits and Shapiro, "Loan Loss fleserves," National Battking Review, September 1964.
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a study and the presently stringent conditions In the financial system argue
strongly for more deliberate and extensive consideration than can be given this
bill in the time remaining in this session of the Congress.

srOTIN1 341 AND 342 RELATING TO ACOUMULATION TRUSTS

The American Bankers Association strongly opposes the enactment of Sec-
tions 341 and 342 of the Tax Reform bill of 1969 relating to accumulation trusts.
There has been no evidence of tax avoidance which calls for the enactment of
such a highly complex set of rules, which will be difficult to understand by
taxpayers, difficult to apply by trustees, and difficult to enforce by the Internal
Revenue Service. ]Enactment of such legislation will result in an unfair and
burdensome application of harsh rules to trusts which were created for valld
reasons entirely apirt from tax considerations. Furthermore, the proposed legis-
lation goes far beyond the indicated areas of potential abuse, which is primarily
centered in the multiple trust area. Any capacity for abuse contained in the
existing law can b adequately curtailed by existing enforcement procedures or
by legislative enactments which would be substantially simpler and not so strin-
gent and farreachi-ig as the present proposals.

The Taz-Avoi'ance Argument.-The proposed legislation is apparently
prompted by a concern that accumulation trusts may be used by a wealthy tax-
payer as a device to minimize income taxes. Specifically, the fear is that such
a taxpayer may reduce family income taxes by the creation of numerous trusts
for the same beneficiary. However, no such tax abuse has ever been demonstrated.
The Treasury report speaks only of a "capacity" for abuse, and Jidicates a con-
ern that tax avoidance may result in the future by extensive use of multiple
trusts.

It is the experience of corporate fiduciaries that accumulation trusts have not
been the subject of' tax exploitation. The vast majority of accumulation trusts
administered by corporate fiduciaries have been established because of the minor-
ity or other incapacity of the beneficiary or because the creator of the trust did
not wish to place too much income in the hands of the beneficiary for personal
reasons. The Instauces in which such trusts have been created for tax avoidance
have been minimal. The experience with multiple trust arrangements is similar.
For a variety of reasons, the multiple trust arrangement has rarely been used.
The majority of taxpayers are reluctant to engage in tax gimmickry or to become
associated with tax schemes which may require litigation to defend. In addition,
the very complexity of fduclary taxation and the vagueness of the law in the
area of multiple tTusts have created an effective barrier to the use of such
arrangements. We submit that no past practice calls for the enactment of the
complex type of legislation contained in the Tax Reform bill. Congress Is being
asked to legislate on the basis of a "potentiality" threat and a few fringe horror
examples.

Tho Oompeafty of the Logfeiation-The principles of fiduciary income taxation
are a highly Intricate and complicated body of law. The "throwback rule" is
particularly complex. The majority of the members of the bar, indeed even those
specializing in taxation, are unfamiliar with trust taxation. The experience of
many of our memtlr banks is that the audit staff of the Internal Revenue Serv-
ice is handicapped by a similar lack of knowledge. Needless to say, the taxpayer
is completely unable to cope with legislation of this type and will invariably be
put to the expense of highly specialized assistance.

The present law contains four exceptions which prevent the application of the
throwback rule. These are: (1) accumulations during the minority of a benefi-
ciary; (2) distributions for emergency needs; (3) distributions of $2,000 or
less; and (4) final distributions made more than nine years after the trust was
created. fleretofore, these exceptions have spared many persons from being
involved with this highly intricate statute. The elimination of the exceptions
will inflict complexltles upon many persons of modest means who will be com-
pletely unable to cope with them or whd in many instances will be completely
unaware of the obligation to pay the required tax. It will be virtually impossible
for the Internal Revenue Service to establish an effective enforcement program
to prevent the inadvertent avoidance of tax.

A situation which occurs rather frequently In trust practice will serve as an
ample to fluxtrate the formidable accounting and other problems inherent In
te proposd. legslation: The testator leaves the residue of his estate in trust for
his two children, a son, A, and a daughter, B, who are respeively sixteen and
fourteen years of age at his death. As in, many cases, the testator provides that
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the income is to be accumulated In each child's share until age twenty-one. There-
after, incotie is to be paid to each child. The principal of his share is to be (E.
tributed to A at age fifty. The principal of B's share is to be distributed to her
issue upon her death. In this fairly common situation, the trustee is required
to create and maintain special records of the accumulations for use thirty-four
years later In the case of A, and perhaps as much as sixty years later in the case
of B. In B's case, his personal tax records must be preserved for thirty-four
years. B's tax accountant will be called upon to determine whether the so-called
"exact" or the "short-cut" method will be the most economical for his client. He
therefore must be familiar with the tax law as it existed some thirty-four years
before. The alternative will be to use the "short-cut" method under which the tax
rate is determined by assuming that the average annual accumulation was
received in the year of distribution and the two prior years. Thus, tax rates
determined by A's income when he was 48 to 50 years of age will be applied to
determine the rate of taxation upon income earned when he was sixteen to
twenty years of age. In B's case, income earned when she was fourteen to
twenty years of age will be taxed to grandchildren at rates determined by the
three-year period ending with the year of distribution to them-perhaps sixty
years later. No alternative method is possible since the beneficiaries were not
in existence when the income was earned. It Is submitted that consequences
such as these represent taxation by chance and have little or no relation to the
prevention of tax avoidance.

Although trust institutions would undoubtedly maintain the necessary records
to account to beneficiaries for accumulations made over a period of years, It is
certain that many individual trustees will n3t do so. Thus, many beneficiaries,
particularly those in modest circumstances, will be subjected to great difficulties
In preparing tax returns for years in which trust distributions are received.

Problem May Be Solved By Othor Mean8.-The potential tax avoidance which
Sections 341 and 342 seek to prevent primarily springs from the multiple trust
arrangement in which a series of trusts is created for the benefit of a single
beneficiary. The proposed legislation, however, goes far beyond this and is
applicable to a single "spray" or a single accumulation trust. In effect, It would
destroy the long-standing principle that a trust may be an independent tax entity.
The elimination of the trust as a separate tax entity, not the elimination of
multiple trust arrangements, accounts for the $70 million revenue gain which
the Treasury estimates will be generated by the proposal. The problem of tax
avoidance through the use of multiple trusts can be solved by means far less
drastic than the present intricate and hard-to-understand proposal. The courts
have sufficient authority to prevent abuse in this area. The Treasury concedes
in its Tax Reform Studies (P. 167) that multiple trust "devices are of doubtful
validity under present law." It has been successful in striking down multiple
trust arrangements in recent cases, B. P. Boyce, 190 F. Supp. 950, a ft'd per euriam,
296 F. 2d 731 (5th Cir. 1002) ; R. R. Sence, 8-1 U.S.T.C. #9368 (Ct. Cl. 1968).
If the Treasury cannot curb the creation of tax-motivated multiple trunts by an
effective enforcement program in the courts, Its position may he adequately
buttressed by simple legislation containing language similar to that in present
Oode Section 269 under which multiple trusts would be declared invalid if the
principal purpose for their creation is the avoidance of tax. The problem of
multiple trusts may also be more simply solved by legislation which would apply
the unlimited throwback rule only when more than one trust is created by the
same donor for the same beneficiary; the unlimited throwback rule would be
applied only to the second and any subsequent trusts.

It is submitted also that the exceptions to the throwback rule contained in the
present law should be preserved. Their combined effect is to spare taxpayers from
the application of the rule when the reason for the income accumulation is other
than tax avoidance. Several of the exceptions of their face are a direct refutation
of the tax abuse argument. For example:

1) Little if any tax avoidance can exist with respect to accumulnittions during
the minority of a beneliciary. In most cases, the beneflclary's tax bracket is as
low or lower than that of the trustee.

2) Nlo tax avoidance Is likely In the case of emergency distributions. If a bene-
ficiary is in the midst of a financial emergency, he is not likely to be a high in-
cone tax bracket taxpayer.

3) The exception for do ,"nfnmus distributions of $2,000 or less leaves little
room for tax avoidance. The Treasury's Reform Studies (p. 166) assume an un-
likely example of a single taxpayer in a high tax bracket. The example involves
a fringe situation which is seldom encountered in actual practice.
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Bffctive Date.-lt is unfair to apply any legislation modifying the throwbltck
rules retroactively. Trustors have made Irrovocable commitments on the basis of
the law as it applied to them. Although in discretionary trusts, the trustees may
distribute income by the exercise of their discrettion (assuming that the circ||m-
stances of the beneficiaries are such as to permit such exercise under the terms
of the instrument), in many cases the income is required to be accumulated by
the terms of the governing instrument. Any modifications of the law should there-
fore be applied only to trusts created after the effective date of the statute, not
to distribution made after the effective date.

SFCTION 201 RELATING TO "SPLIT-INTFEST" TRItSTR

The American Bankers Assocliatlon urges against the enactment of Section 201
of the Tax Reform bill insofar as it requires the est4tblishluent of an annuity
trust or a unitrust for the allowance- of Income tax, estate tax or gift tax deduc-
tions for "split-interest" gifts to charity. ,

Despite the fact that some trustees of "splIt-Interest" trusts niay have invested
trust assets in a manner which favors noncharitable bentelielarles, the probhtil
in this respect has not been so great as to require the extrenie approach adopted
In tha proposal statute. The reiuirements of the statutory prolkos)tl will signiti-
cantly discourage charitable gifts, particularly gifts of charitable remainders in
trust. The new rules are appreciably more vompi eatcd than the old, and will not
be readily understood by potential donors. In addition, it will be necessary for
many testators and trustors to redo wills and trust agreements to conform to the
new requirements. The result will be a curtailment of gifts to charity.

The requirements that an annulty trust or unitrust be estoblished Is designed
to prevent the manipulation of trust investments in favor of noncharitable belle-
ficlarles. However, we believe that anv such manipulation has been a fringe ljrob-
le4 and not substantial in amount. Most "split-interest" trusts lmve been created
primarily to obtain the advantages of a deferred gift to charity or to reduce the
value of a taxable remainder by the creation of an intervening income gift to
charity.jin short, the primary motivation for -the form of the gift has been the
tax advantage generated by the combination of the two gifts, not the possibility
of advantage derived from Investmemit manipula-tion. In addition, local law re-
quires that fiduciaries fairly balance the interests of the income benefleiiarls and
the remaindermen. This overrdng fiduclary duty of impartiality to all benelici-
aries if Sufficient assurance that the vast bulk of such trusts will be prolrly
administerd. New and complex legislation should not be enacted in an attempt
to penalize fringe violations of established legal principles when in fact the pun-
Ishment will be inflicted primarily upon the innocent charitable donees.

The proposal would reduce the investment flexibility of trusts having both
charitable and noncharitable beneficiaries. The requirement that a predetermined
dollar amount to be paid annually to the current beneficiary, regardless of the
income earned by the trust assets, may compel sales of assets at undesirable
prices-and possibly at distress prlces--when the assets nre difficult to sell or
are not readily nmarketable It is likely that trustees will be prompted to main-
tain inveatmenta in high income assets, thereby increasing the investment risk,
or alternatively, to maintain a portion of the trust in highly liquid, short-term
funds. Statutory tax considerations should influence the form of trust invest-
ments only when there Is a demonstrated case of significant tax abuse.

The proposed statute would inflict further burdens and expense upon the ad-
ministration of trusts. It will require additional tax expertise, more frequent
investment activity, and yearly valuations of trust assets, which may lie an
expensive and formidable task when closely-held stock or real estate L in-
wclved. The valuation of such assets may involve the trustee In frequent disputes

with the Iute'ns.l Revenue Service.

k~xoflOx 13 1rEATING TO DISTRDU'rrNe FROM EMPLOYEE BENEFIT TRUSTS

We also oppose the enactment of Section 515 of the Tax Reform bill under
w leh lump sum distributions from qualified employee benefit trusts would be
tJM its ordinary iffomrae and the tax computed in accordance with a oomplicated
4vex-a g d 7ve The capital gains treatment given to such distributions under
pst 34* Is founded uPOn the theory that it Is unfair to "bunch" all of the in-

0. 9 in uqeh a lump sm distribution and to tax In one year at ordinary
rtes income Which normally ecrues over a period of many years.

Is both Simple and air. The five-year forward averaging
wt, ti tm~pen Is boh implOandvergin
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device adopted by Section 515 only partially reduces the unfairness of the unlch-
Ing. -in( in most, cases tile In'ome has accrued over an appreciably longer period
of time. Section 515 would add substantial complexities to the law and is ad-

ilistratively cumbersome insofar as it permits a recalculation of the tax five
years after receipt of the distribution under the so-called "look-back" rule. In
the vast majority of cases, the disparity in tax rates between capital gains treat-
ment and the ordinary income treatment adopted in Section 515 is not so great as
to warrant the intricate approach adopted.

It Is important that an Individual be permitted to make adequate provision
for his spouse and children at death. Pension and profit-sharing plans are tin
imlrtant source of family security at death and their growth should be en-
couraged by the tax laws. The primary lmipaet of an increase in the rate of tuxa-
tion will be upon a deedent's survivors, and the increase will be applicable to
modest payments as well as to large ones. For these reasons we oppose the
enactment of Section 515.

WrfTHOLDINO OF INTFIUEST AND 1I)VIl)ENi0S

The proposed amendment by Senator Kentedy to 11.11. 13270 (Amendment No.
140) would require payers of interest and dividends to withhold from the owners
of such interest and dividends 20% on account of Income taxes, even though
eXperlenee shows that a large iumber of such owners would not be required to
pay income taxes.

The American Bankers Association strongly objeets to this proposal which
would place an onerous burden of work and expense i1lon banking institutloms
and other payers of Interest and divilends. such as mutual savings banks, .41vings
aind loan ass, 'iations, Insurance companies and other corporations. A great deal of
study was given to thi subject by The American Bankers Assoiation and many
conferences were held with officials and staffs of the Treasury Department and
the IRS to diseu,,s the difficulties aid prollemns that would be encountered when
a similar proposal was advanced during the consideration by the Congress of
the lRevenue Act of 1962. The Senate rejected the propotal at that time, as it
did on previous occasions in 1912. 119)50. and 1951.

Semator Kennedy states that the IRS estimates that $4 billion of Interest and
dividends is not reported by American taxpayers, and that $1 billion in taxes is
paymible on such income. 'his is the same as an estimate made by the Treasury
I.qpartment in 1959 based upon Interest payments in 1957. The introduction of
the system of information returns in 194;2 must have accounted for a inert'ase
ill the amount of interest income reported on tax returns, even though the
amount of interest and dividends palid has Increased substantially since that time.

Under the Revenue Act of 1t2 banks and other payers of interest and divi-
dends, at great expense to themselves, have annually filed millions of informa-
tion returns im Form 1099 with the I.S reporting amounts of interest and
dividends paid to their customers. To tile best of our knowledge and belief only
a relatively small lxrcentage of those returns heve beemn ued by tile IRS to
determine whether the amounts reported on Form 109.) have in fact been In-
cluded in taxpayer returns. Thus, the IRS has for a number of years had the
means at its disposal to ascertain the taxpayers who have not reported or paid
taxes on such income.

We understood that when banks and other payers of interest and dividends
were required under the Revenue Act of 19412 to file information returns with
the IRS that those returns would be used to verify the proper reporting of
Interest and dividends in taxpayer returns.

It is suggested that before the Comittee considers the withholding proposal
the IRS be required to furnish the Committee Information showing the number
of Forn 109's received each year under the Revenue Act of 1962, the number
of such forms used] by the IRS in verifying taxpayer returns, and the amount
of unreported income discovered by the use of such information returns. An
explanation of the basis of the estimate of $4 billion in unreported Interest income
should also be furnished. Until the IRS exhausts the information at its disposal
to check taxpayer returns, we do not believe there is any valid basis for requiring
private industry at great expense to undertake to withhold taxes of this char-
acter from their customers.

Senator Kennedy's amendment which merely prolidea the statutory basis for
withholding interest and dividends requires six pages of the Congreslonal

cord to spell out such provisions. It leaves the details of the withholding
procedures to be carried out by the IRS in its regulations. The withholding re-
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quirements, including the use of exemption certificates, the treatment of interest
payments on securities sold or transferred between interest payment dates, are
most complex. In addition, a serious problem will be encountered in explaining
the new requirements to millions of customers.

It is apparent, therefore, that implementation of any such provision would be
a massive undertaking for the Government and for payers of interest and divi-
dends. Accordingly, an effective date of January 1, 1970, If legislative action were
to be taken, would be completely unrealistic.

Senator ANDERSON. Mr. Ogilvie.

STATEMENT OF CHARLES H. OGILVIE, CHAIRMAN, THE NATIONAL
ASSOCIATION OF BUSINESS DEVELOPMENT CORPORATIONS

Mr. OoiLvE. Mr. Chairman, my .name is Charles Ogilvie. I am here
representing the National Association of Business Development Cor-
porations, and I wish to thank you for affording us the opportunity to

heard.
Senator BBNN-rr. Mr. Ogilvie, what is your connection, your pri-

vate company connection?
Mr. QonvIE. I am employed as executive vice president of the In-

dustrial Development Corp. of Florida, and I am appearing before you
as chairman of the National Association of Business Development
Corporations.

Gentlemen, my main point that I hoped to make here is that our
type business is mostly unknown and what is known is very often
misunderstood.

I wish to begin with a list of States in which corporations are active:
Arkansas, Colorado, Connecticut, Florida, Kansas, Kentucky, Maine,
Maryland, Missouri, Massachusetts, Nebraska, New Hampshire, New
Jersey, New York, North Carolina, three of them in Pennsylvania
Rhode Island, South Carolina, Vermont, Virginia, Washington, and
Wyoming. There is enabling legislation on the books, but the corpora-
tions arenot yet active, in these States: Oklahoma, Louisiana, Iowa,
and Utah.

The one word that keynotes our operation is nonbankable.
You all have been hearing about companies and institutions that

make loans a certain number of which are substandard. Before any
of our corporations can make a loan that loan must be nonstandard
and therein lies our feeling, a very strong one, that we have been placed
in the wrong category. We are Placed in the category under H.R.
13270 with commercial banks and other institutions, and we feel that
the type loans ive make justify separation from those institutions and
deserve different treatment, including a more liberal reserve for loan
losses.

Our corporations are formed by having stock subscribed by con-
ventional lending institutions, by public utility companies, and by
civic minded citizens of our various States. We have established lines
of credit with conventional lending institutions, and we use these
lines of credit to fund ourselves, borrowing from 10 to 20 times our
paid-in capital. We are highly leveraged.

We can make a loan only if it is adjudged as nonbankable and we
usually require a turndown letter from two or three conventional
lending institutions to support this requirement.
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You may wonder how we believe a loan is feasible when a bank has
refused to make it. We can take second mortgages, third mortgages.
We can make an open loan if we wish. An insurance company will
not usually make a loan unless the applicant has an acceptable 5-year
history. We very often go into brand new situations or go into situa-
tions that are very weak financially but possess, we feel, good potential.
We will make a long-term loan ranging up to 10 years, some of the
corporations even go to 25 years, very often accepting subpar col-
lateral to secure the loan.

We help, therefore, the small businesses in this country. All our loans
are below par, and we help the very small businesses that we think
will help our States grow economically by providing jobs for people
and by creating tax paying facilities.

We are widely diversified. We make loans to all types of companies.
Just for example, in Florida we made a loan to a packing company
which needed to ship beef interstate to meet competition. The plant, of
course, had to conform to U.S. Department of Agriculture standards
necessitating extensive alteration of the building. Sufficient funds were
not available from the local bank. That company would have gone out
of business if it had not received the loan from us.

So we made the loan, they modified their building, and are getting
along very well. To assist ihem further, we made an additional loan
for the addition of a rendering plant.

When one of our companies gets into trouble, we very often will ad-
vance additional funds.

Our national association is small. I have statistics on 15 of the 28
corporations in operation, and the income before any provision for
loan losses or taxes, is slightly over a million dollars per year.

We feel our companies as a whole have a great multiplier effect. We
feel that the jobs that we create more than pay their way in terms of
income that the individuals earn and in helping them, the jobholders.
to advance themselves.

Last year there were approximately 25,000 jobs created nationwide
by the loans that we made.

Our history shows that approximately 265,000 jobs have been created
by all the development corporations and all of this is through use of
private money. We get no public funds.

The thing that frightens us, gentlemen, is what I call the wipe-out
factor.

Senator ANDERSON. What?
Mr. OGILVIE. Wipe-out, sir. I will enlarge upon that. Our loans

usually are made on o 10-year term at the minimum. The maximum
term goes up to about 25 years and it is hard to predict what may
transpire during such a long time.

Our loans are rather large on the average, ranging from $145.000
to $150,000. The typical company has a portfolio, containing fiom
25 to 40 loans. On the average, 2% years of income would just about
offset the loss of one loan. So we feel that if we did have a recession
or enter a period which would see a curtailment of operations of our
borrowers, our business development corporations could get into trou-
ble very rapidly because a couple of losses would more than wipe out
reserves. Since our established lines of credit are on a voluntary basis,
it would be perfectly natural for the conventional lending institutions
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to withdraw them and then we would be shut down, Senator Ander-
son, be wiped out. That is the idea. If our corporations were to try to
operate in times of economic stress without an adequate reserve, we
feel disaster could overtake us rapidly

We feel, on the basis of what ': tol lyou, that we should be allowed
to retain presently established bad debt reserves built from earnings
of our corporations provided that the reserve does not exceed 10 per-
cent of outstanding loans at year-end. Excluded from loans are any
parts guaranteed by an agency of the Federal Government and any
parts belonging to others through a participation arrangement.

As to the future business development corporations should be al-
lowed a loss reserve, established from 60 percent, of pretax income,
reducing at the rate of 0. percent per year over a 10-year period to a
minimum of 40 percent, of taxable income or loss experience based on
the current year and the preceding 5 years.

New business development corporations in the first year of opera-
tion would commence building reserves with 60 percent of taxable
income, reducing to 40 percent as above. In no case would the reserve
of any business development corporation be allowed to exceed the
10 percent as mentioned above.

Secretary Kennedy mentioned in his testimony that some special
trleatment should be given those lendens having some socially signifi-
cant purpose. We feel, gentlemeii, tlmit we do contribute a great deal
to the economy of this country by making loans that otherwise would
never be made. We feel that this does justify, along with the other
data that. I have given you, the positions that. we take onl building our
loss reserves.

Thank you, sir.
Seuator ANDIIImoN. Do you have any figures on the history of your

lending operations ?
Mr. OLVIF.. Yes, sir.
We have some. They are not what I would call complete. The oldest

corporation is 20 years old. Tile average age, and I am making a gless.
Senator Anderson, is about 4 to 5 years. We don't have what we feel is
an adequate period histoywise to try to determine exactly what our
reserve should be, but all of us are pretty well acquainteMl with our
compai.., WVe know what losses we are looking at and feel that the. 10
percent is a reasonable figure. I don't know that I have answered your
question-

Senator AN DERSO. Yes, you have.
Senator Williams.
Senator, Wu.NVAMs. What is your average rate of interest. on these

10- and 20-year loans I As of today, I mean how would they compare
with bank loans?

Mr. On01wi. Yes, sir.
They run about two to three points above the prime rate.
Senator W mmr1 ,tJs. Do you absorb any Government-guaranteed

-loans or do you handle only other type loans?
',I- Mr. 0oivm. We have the right tormake, a Government loan or rather
a loan 'thhtt parries a Government guarantee and that is why- we ex-
eluded thatfrom thosecounted toward the reserve.

Noilrther quetions.
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Senator AXm,,RSON. Senator Bennett.
Senator BENNE'r. In the printed copy of your testimony you indi-

cate that the losses of some of your members havo been running 5 to
6 percent.

Mr. OomvIm. Yes, sir.
Senator BENNE'rT. And that, one has failed. What limit does IRS now

permit you to set up, actual loss ratio?
Mr. Oumvlw. Senator Bennett, the treatment. has varied from one

region to another. It bas gone all the way from the $10,000 loss reserve
1perjitted one corporation which h'ul incurred a $W0,000 loss, all the
way up to some that go to 4, 5 pIercent of loans outstanding. It has
varied.

Senator BENNETi-. Is there anything that indicates a pattern. I am
puzzled by your statement today they would only permit you to deduct
or cover $10,000 of a $60,000 loss. But I am talking about the annual
ainount they allow you to st aside as a rmwrve ,nlated to any actual
loss.

Mr. OGILvI. No, sir; there is no standard treatment.
Senator& BNNmr. And it does vary ?
Mr. OGILVIE. From igion to region.
Senator BNNFTT. From region to region?
Mr. OOuMwV. Ye
Senator BENrTT. This surprises me. Certainly if this bill is passed

wa should be able to set you up some kind of a standard treatment.
Mr. OoILVIE. This is the first time, if I may sty, that we have been

recognized as a group. Now that we have been recognized we appreciate
it but we feel we are in the wrong slot. [Laughter.]

Senator BENNETr. What slot would you like to be in ?
Mr. OomvIE. Well, like I soid, we would like to be broken out of

the treatment and the classification assigned to the other lenders andhave a little slot of our own, and we unfortunately got a little messed
up on getting the amendment to the bill, you ,entlemnen will have that,
it just alTived, we found out und it is not incdt, ed-yes sir, you have
got. it, all rig ht, fine, but that sets up a separate e~ttegory.

Senator IbSN-Er. Haven't they been allowing you at least 2.4
percent ?

Mr. OoivmE. Not in all cases no, sir.
Senator BiNNF.rT. Then you have been subject to the whims of the
regional directors of IRS?

Mr. Oomr-vE. Well, 1 guess it could be expressed that way, Senator
Bennett, yes, sir.

Senator BE rr. No further questions, Mr. Chairman.
Senator ANDERSON. Senator Byrd.
Senator BYRD. No questions, Mr. Chairman.
Senator ANDFSON. Senator Miller?
Senator MILLER. I am wondering what is the source of the income

for the typical development corporation. Is it entirely interest income
or are there long-term capital gains involved I

Mr. OIAIE. Sometimes, Senator 'Hiller, we are able to get stock
options Pand, of course, if it looks good we exercise the o)tion and hopo
to realize a profit on that. .

I would point out, however, that that does contribute a very minor
part of our income.
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Serator MILLER. What I am wondering is if it would be feasible to
gear this recommended bad debt reserve into your interest income
activities as distinguished from the long-term capital gain activities?

Mr. OOrLV E. I am not quite certain that I follow you, sir.
Senator MILLTR. What am suggesting is if you have $200,000 of

income and $100,000 of it was long-term capital gains and $100,000 was
interest income that since the interest income represents a more typical
approach to your activity that your deduction for bad debt reserve
be tied in with that interest income rather than with the entire amount
of income.

Mr. OoILviE. Well, that does sound logical to me. We recognize that
the long-term capital gains which we try to realize from the stock
options would be an extraordinary item to us, and it could be that if
we were to relate our assignment to the reserve on the income basis
that that would be a very logical approach, sir.

Senator MILLER. What I am getting at is that it seems to me that
the interest income is related more to the equity aspect whereas your
long-term capital gains would be related more to an investment type
of approach. I think you could separate out the activity along those
lines and then attribute your reduction to your typical lending*
function.

Mr. OOILvIE. As I say that would be a good approach to it, sir.
Senator MIIr.EF. Thank you.
Senator JoRDmA. Do you keep a prey close surveillance of your

outstuiding loans ? Do you offer counseling service and so on in order
to watch your loans I

Mr. OOuLvIE. Yes, sir, we do.
Senatr JORDAN. Probably more so than an average commercial

bank loan?
Mr. OouvIE Well, I would hesitate to compare. It is a difficult

thing. But I do know that we require, at least in Florida we require,
quarterly financial statements from our borrowers, and we have been
able to detect trouble very well from them using pretty much a stand-
ard approach , and then we undertake to try to counsel with them to
help them ge,- straightened around. So at least in my corporation
we have done & great deal of it, and in talking with my counterparts
in the other States, I have a vwry strong realization they do the samething.

Senator JORDAN. What percentage of losses has your corporation
experienced? -

Mr. OGamvr. Ours has been exceptionally modest. It has been a
very small fraction. It is I think, eight-tenths of I percent. And that is
why I have emphasized that while everything has been great in Florida,
things can get sour very quickly.

III may illustrate, sir. I am looking at a $218,000 sour loan right,
now and I have no collateral. I have none whatsoever, and I haven't
figured out yet how to avoid that one.

Senator JoRDAN. Your eight-tenths of 1 percent won't last. very long.
Mr. Oomviw& I am afraid not. If I were sitting here a year fro m

today it could well be much greater, and our reserve in Florida is now
about $170,000. We built that up over a 7-year period.

S enator JORDAN. What factor do you use in setting aside that re-
serve, 2.41
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Mr. OOILVnE. No, sir.
WVe have in Florida, duo to this varying treatment we are all sort

of groping in the dark, in Florida we just took it on ourselves to set
aside an amount equal to 1 percent of the average outstanding loans
for the year. In other words, if our portfolio averaged on a month end
basis, let's say $3 million, we would set aside $35,000.

Senator ,JORDAN. Thank you.
Mr. OGILVIE. Yes, sir.
Senator ANDERSON. Senator Fannin.
Senator FANNIN. Thank you, Mr. Chairman.
Mr. Ogilvie, I am not too sure I understand your statement and your

testimony where you say:
Under the House bill, and we presume under the Administration's proposal,

all these institutions would be permitted to keep their present reserves up to
these limits.

And then, of course, in the House bill it provides that they do go back
to a basis of their own experience, as indicated by losses for the cur-
rent year and the 5 preceding years. Was that your understanding?

Mr. OoILVrE. If you don't mind, Senator Fannin, you are reading
from my statement?

Senator FANNIN. Yes, reading from your statement.
You are discussing the 2.4 reserve by the savings and loan and mu-

tual savings banks have 6-percent reser-e and then you say:
Under the House bill, and we presume under the Administration's proposal, all

these Institutions would be permitted to keep their present reserves up to those
limit

whereas the House bill does provide that:
In the future, banks will generally be permitted to add to their bad-debt

reserves only the amount called for on the basis of their own experience as
indicated by losses for the current year and the five preceding years.

Mr. OTviE. Yes, I see your point, sir, that does not hold up.
Senator FAx-IN. Well, I didn't mean to make any-I just won-

dered if that was your conclusion.
Mr. OouaLvI. Yes, it is a confusing statement at best.
Senator FANNIx. Thank you.
Senator A xDEsoN;. Thank you very much.
(Charles H. Ogilvie's prepared statement and attachment follow:)

STATEMENT OF OHARLES I. OGUMVIE, CHAMMAN, TIE NATIONAL ASSOCIATION
or BusrNEss DEVEwPM NT CORIORATIONS

Business development corporations are organized undEr specific acts of state
legislatures for the purpose of promoting, stimulating, developing, and advancing
business prosperity and economic welfare of the Individual states and their citi-
zens; to strengthen and assist through loans, investments and other business
transactions all kind of business activity in order to promote economic develop-
ment and provide maximum opportunities for employment. This goal is met by
making Investments in and loans to businesses which have been denied credit
by conventional lenders such as commercial banks, savings and loan associations,
and insurance companies& The denial of credit by conventional lenders is usually
a statutory requirement and a necessary condition to a loan by a business devel-
opment corporation.

Although altruistic In nature, business development corporations are organized
as profit making companies Almost without exception stock has been subscribed
by conventional lending institutions, public utility companies, and public-spirited
citizens through a sense of civic responsibility in order to make available a source
of loans which otherwise would be denied those small companies In a weak finan-

88-86---9-pt. 3-4
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0111 condition but p1sse* dng potential, having Insufficient collateral with which
.to secure a conventional loan, or having need of low debt service possible only
through long term financing.

The corporations have no depositors, handle no checking accounts, perform
no trust l'unetions, nor provide any service normally associated with conven-
tional lending institutions. To reiterate, even the loans made by the corporations
must be adj'idged unbankable.

As their source of funds the compnles utilize lines of credit estuuiblished with
banks, savings and loan associations, and Insurance companies. The credit
lines are proportioned to the size and type of these institutions and can
be unilaterally withdrawn by them at any time with proper notice. Loans to
development corporations are uncollateralized, secured only by their notes. Most
corporations are highly leveraged, being able, generally, to borrow amounts
varying from ten to twenty times paid-in capital.

There are presently twenty eight business development corporations In opera-
tion with experience ranging from several months to twenty years. Enabling
legislation has been passed in several other states with organization of the
corporations yet to be completed. Enabling legislation Is necessary to effective
operation of the corporations because the loans to them by conventional lenders
would otherwise be classified substandard by state and national supervisory
authorities. This fact lends emphasis to the risk generally acknowledgedl by
authorities to exist in all loans by the corporations.

The corporations have been operating In a generally favorable buisness en-
vironment but, even so, som have sustained losses ranging up to five and six
percent of loans outsts:ndlng and one has failed. Higher losses can be expected
in a recessional period due to loan portfolios being comprised entirely of un.
bankable loans supported by substandard collateral. Loans by the corporations
vary from low five figures to high six figures with the average in the low six
figure range. The typical portfolio contains from twenty to forty loans. Thus
development corporations are not afforded the spread of risk enjoyed by most
conventional lenders. With terms of ten to twenty years business development
corporation loans are in a clasct by thonisleves, sensitive even to modest deteriora-
tions in business activity. It should be recognized that the concentration of risk
and large amounts Involved4 are Indicative of total loses exceptionally high
in terms of loans outstanding and paid-in capital.

The management of every corporation has recognized the necessity of building
appropriate loan loss reserves; however, no uniform method of allocation exists
largely lbcause of variations In treatment by Internal Revenue Service agent.
fit different sections of the country, Present reserve levels vary from one to four
percent of loans outstanding due to these variations In treatment. So far as we
are aware, we are the only financial Institution that has not had a special bd
debt reserve recognized by the Internal Revenue Service and created either by
statute or regulation. Thus commercial banks have been permitted a reserve
of 2.4%, savings and loans and mutual savings banks have a 6% reserve and
small business investment companies have been allowed a 10% reserve. Under
the House bill, and we presume under the Administration's proposal, all these
institutions would be permitted to keep their present reserves up to those limits.
No such provision Is made for reserves of business development corporations.
However, we believe that we are, among all these institutions, the lenders with
the least prospect for profit and probably the greatest potential of risk. Further-
more, although technically organized as profit-making organizations, we are
actually quasi-public Instrumentalities performing, In the words of Secretary
Kennedy, "socially preferred functions".

It has been suggested that reserves be established on the basis of loss experi-
enee. Due to the precipitate manner in which lotins would go had and du to
their size, a corporation would be out. of business before the experience could
Inure to its benefit. In other words, when trouble strikes, it strikes fast and
It strikes big, At the same time it Is obvious that a 2.4% loss reserve maximum
is inadequate. Moreover, the ten-year carryback and five-year cairry-forward
provisions will not provide an adequate cushion because of the modest profits.
if any, generated by the typical corporation. On the average two and one half
years of corporate earnings are insufficient to offse-t the loss of one loan,

Although lomq experience, with some notble exceptions, has generally been
good to date, two or three losses In any of the corporations could be substantial
enough to impair capital. Impairment of capital of our highly leveraged corpora-
tlons w6uld have a severe psychological impact on'tbe financial Institution
lenders which provide us money. This impact would manifest itself in their with-
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drawing presently available lines of credit so that our corporations would be
rendered ineffective at a time when additional funds would be needed to help
our borrowers through difficult economic conditions.

Under II.R. 13270, Sulb-Tite Ed,, Seeolln 58.5, business development corporations
have been treatedl oi it par with comnmiercill banks int all re.-qwcts, including rules
for addition to reserve for bad debt.,;.

()1- Nt l1111i 1 Asiit iOll fc-els stroiigly tlth biwlint s dt,\llopintt corpora-
tion soul be pli.cd in i setriate e' tegory ilule to ie dilffereui'i. In uIriww,
tho difference in tylj's of loans niade, anid tit gretater risks involveti In making
1uhso loathans.

In its bill tIh llhimsme its recognized that reserves for lo ,.es should lear a
rlatiton to the puruo ,e and future of the institutilo coiverird. We Itave a so-
c'lhilly rei(gnizabhle purpose if the highest ordr in lhat we' create jobs and
st rengthen the lhiiiiai lNH)itloll of simill colmpinles.

We reslotfully submit that lusine.s developiuat corporations should le al-
lowed to retail presently .stablibhed Wad (ebt re4rves built from earnings of
the corlporatlont, provided that ti, r,.wrve (tos not exceed 10% of outstanding
loa is ail. year end. Excluded frol "lius" are any parts guaralte4| by an agency
of tht Federal government and any parts belonging to others through it particl-
lation Arrangeuent. As to the future, business development corporations shouldlN., allowe(l a tax-free allocation to tie reserve for lo.ses eq1u11l 1o the green tor of
the following: 60% of pre-tax Income, reducing at the rate of 2% per year over
a 10-year lkriod to a minlinun of 40% of taxable Income, or loss experience
based on the current year and the preceding five years. New buslne,,,-s develop-
ment corponitlons, it the first year of operation, would commence building re-
serves with 60% of taxable income, reducing to 40%, as above. In no case would
Oi reserve of any business developIment. corlsiration be allowed to excved 10%
ts llenthoned above.

Alte'rnatively, the coniniittee tay wish to adoIt a provision relating the bad
debt serve deduction Ilrertly to the total loans outitanding at year end. In
tIN (VISQ, we would rec.omlmend that busiue,, development eorporatlons be Ier-
nillld to deduct from taxable lhiconie such aloutlt is woWld be rmlulred to
muaintilni a Id debt reserve Iln the amomt of 10 ', of outstandi ig loans at yearculd.

Thile Staff of the Joinl ('onfillttve on Internal Revenue Taxation has inde a
study oif our ilnldustry and our case for special bad debt treatment. I feel .ertaitl
that h)r. Laurence ,N. Wooworth, who liad- the e(onumlttei, staff, would furnish
y oti with tIe resuIts of that study.

To be effective' in our sphere of endeavor. whhch i, unw'cuialld by atny ol her
typo of institution or corporation, we resjw'etfully request tie (Conimttce's fav-
oralde consideration of the suggestions herein set forth and formalized lIn the
attached I pfo)O.ed amendment to IL.R. 13270.

APPENDIX

PBRoPosED AMEMUnENTS To I.R. 13270 RE, BAD DEUT IESERVEOS o BUsI.NESS
DEVELOPMENT CORPORATIONS

A. Add a new Section 445 to Subtitle V, of 1.1t. 13270, providing as follows:
See. 445. Bad debt deductions of business development corporations.

Subchapter 11 of Chapter 1 (relating to Banking Institutions) is anitnded
by adding at the end thereof the following new part:

"Part IV-Bsssinw Development Corporations
"See. 60. Reserves for losses on loans of business development corpora-

tions.

"(a) Inftitftitons to whhCh section applieR.
This section shall apply to any business development corporathn.

which shall mean a corporation which was created by or pursuant to an
act of a State legislature for purposes of promoting, maintaining, and
assisting the economy and Industry within such State on a regional or
statewide basis by making loans which would generally not he made
by banks (as defined in section 581) within such region or State in the
ordinary course of their business (except on the basis of a partial
participation), and which is operated primarily for such purposes.
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"(b) Addition to reserves for bad debts.
"(1) In Genera.-For purposes of section 166(c), except as provided

in paragraphs (4) and (5), the reasonable addition for the taxable year
to the reserve for bad debts of any business development corporation
described in subsection (a) shall be the amount determined by such
business development corporation to be the reasonable addition for
such year, but such amount shall not exceed the amount determined
under paragraph (2) or (8), whichever amount is the greater.

"(2) Percentage of taxable income method.-The amount determined
under this paragraph for the taxable year shall be an amount equal to
the applicable percentage of the taxable income for such year, deter-
mined under the following table:

"For a taxable year The applicable per-
berinuing after July cetage under this
lbin paragraph shail be
1969 ----------------------------------------------------- 60
1970 ----------------------------------------------------- 58
1971 ----------------------------------------------------- 56
1972 ----------------------------------------------------- 54
1978 ----------------------------------------------------- 52
1974 ----------------------------------------------------- 50
1975 ---------------------.......------------------------------------- 48
1978 ----------------------------------------------------- 46
1977 ----------------------------------------------------- 44
1978 ------- ---------------------------------------------- 42
1979 or thereafter -------------- ---------------- ------------- 40

but the amount determined under this paragraph shall not exceed the
the amount necessary to increase the balance (as of the close of the
taxable year) of the reserve for bad debts to 10 per cent of the loans
outstanding at such time, exclusive of any portions of such loans, re-
payment of which is guaranteed by the United States or any agency
or instrumentality thereof which is wholly owned by the United States
and exclusive of any portions of such loans which are owned by others
through participation arrangements. For purposes of this paragraph,
taxable Income shall be computed-

"(a) without regard to any deduction allowable for any addition
to the reserve for bad debts,

"(b) by excluding from gross Income an amount equal to the net
capital gain for the taxable year arising from the sale or exchange
capital assets,

"(c) by excluding from gross income dividends with respect to
which a deduction is allowed by part VIII of subchapter B.

"(8) Experience Method.--The amount determined under this para-
graph for the taxable year shall be computed in the same manner as is
provided with respect to additions to reserves for bad debts of financial
institutions under section 585 (b) (1).

"(4) New Buafne8s Development Corporations.-In the case of any
taxable year beginning not more than 10 years after the day before the
first day on which a business development corporation described In sub-
section (a) commenced operations as such a business development
corporation, the reasonable addition for the taxable year to the reserve
for bad debts shall be the amount determined by such business develop-
ment corporation to be the reasonable addition for such year, but such
amount shall not exceed the amount determined under subparagraph
(A) or (B) below, whichever amount is the greater.

"(A) The amount determined under this subparagraph for the
taxable year shall be an amount equal to the applicable percentage
of the taxable In.ome for such year determined under the following
table:
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Taxable year after commencement of operations: Percent
1 ---------------------------------------------------------- 60
2 ---------------------------------------------------------- 58
3 ---------------------------------------------------------- 56
4 ---------------------------------------------------------- 54
5 ---------------------------------------------------------- 52
6 ---------------------------------------------------------- 50
7 -48
8 ---------------------------------------------------------- 46
9 ---------------------------------------------------------- 44
10 --------------------------------------------------------- 40

but the amount determined under this subparagraph shall not
exceed the amount necessary to increase the balance (as of the
close of the taxable year) of the reserve for bad debts to 10 percent
of the loans outstanding at such time, exclusive of any portions of
such loans, repayment of which is guaranteed by the United States
or any agency or instrumentality thereof which is wholly owned
by the United States, and exclusive of any portions of such loans
which are owned by others through participation arrangements.
For purposes of this subparagraph, taxable income shall be com-
puted as provided in paragraph (2) of this subsection.

"(B) The amount determined under this subparagraph for the
taxable year shall be computed in the same manner as is provided
with respect to additions to reserves for bad debts of new financial
institutions under section 585 (b) (2), except that the term "all
business development corporations described in subsection (a) of
section 605" shall be substituted for the term "all institutions
described in the applicable paragraph of subsection (a)" in section
585 (b) (2) (1) and for the term "all such institutions" in section
585 (b) (2) (it).

"(5) Reserve8 For Bad Debt8 For Taxable Yeara Which Began Prior
To July 11, 1969.-In the case of any taxable year which began prior
to July 11, 1969, the reasonable addition for the taxable year to the
reserve for bad debts of any business development corporation described
in subsection (a) shall be the amount determined by such business
development corporation to he the reasonable addition for such year,
provided that such amount does not exceed the amount necessary to
increase the balance (as of the close of the taxable year) of the reserve
for bad debts to 10 percent of the loans outstanding at such time, ex-
clusive of any portions of such loans, repayment of which Is guaranteed
by the United States or any agency or instrumentality thereof which
is wholly owned by the United States, and exclusive of any portions of
such loans which are owned by others through participation
arrangements.

B. Amend Section 441 (b) of H.R. 13270 (relating to net operating loss deduc-
tion) by adding "or a business development corporation to which section 605
applies" to subparagraph (F) as set out in said Section, so that said subpara-
graph (F) reads as follows:

"(F) In the ease of a financial institution to which section 585
or 593 appLes or a business development corporation to which sec-
tion 605 applies, a net operating loss for any taxable year after
July 11, 1969, shall be a net operating loss carryback to each of the
10 taxable years preceding the taxable year of such loss and shall
be a net operating loss carryover to each of the 5 taxable years fol-
lowing the taxable year of such loss."

C. Amend Section 441(a) of H.R. 13270 to strike out paragraph (3) of Section
585(a) as set forth therein (the definition of a business development corpora-
tion).
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ALTERNATIVE LANGUAGE
(See first full paragraph on Page 6 of Mr. Ogilvie's statement.)

The following are proposed alternatives to Section 605(b) (2) as appearing
artpra on Pages 2-4 In this Appendix, and to Section 605(b) (4) (A) as appearing
on Pages 5 and 6 of this Appendix:

,cction 605(b) (2):
"(2) Peroentage of Outstanding Loans Method.--The amount deter-

mined under this paragraph for the taxable year shall be such amount
as is necessary to increase the balance (as of the close of the taxable
year) of the reserve for bad debts to 10 per cent of the loans outstand-
Ing at such time, exclusive of any portions of such loans, repayment of
which is guaranteed by the United States or any gency or instrumnen-
tality thereof which is wholly owned by the United States, and exclu-
sive of any portions of such loans which are owned by others through
participation arrangements."

Section 605(b) (4) (A):
"(A) The amount determined under this subparagraph for the

taxable year shall be such amount as Is necessary to tncreae the
balance (as of the close of the taxable year) of the reserve for bad
debts to 10 per cent of the loans outstanding at sueh time, exclusive
of any portions of such loans, repayment of which is guaranteed by
the United States or any agency or Instrumentality thereof which is
wholly owned by the UnIted States, and exclusive of any portions
of such loans which are owned by others through participation ar-
rangements."

Senator ANDERsoN. Mr. Williams.

STATEMENT OF GEORGE C. WILLIAMS, PRESIDENT, NATIONAL
ASSOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES;
ACCOMPANIED BY CHARGES M. NONE, GENERAL COUNSEL

Mr. WILLIA31S. Gentlemen, my name is George C. Williams. I am
president of the National Association of Small Business Investment
Companies. Accompanying me is Mr. Charles M. Noone, our trade as-
sociation's general counsel.

Oir association represents 225 of the 350 active companies licensed
by the Small Business Administration under the Small Business In-
vestment Act of 1958. The member companies of our association
account for over 80 percent of the assets committed to the SBIC
program.

In the 10 years since the passage of the 1958 act, SBIC's have made
over $1.5 bi1ion available to small business concerns in over 30,000
separate financings. At the present time, the active SBIC's have total
assets of about $585 million and have disbursed an average of $150
million a year over the past 2 years to small business concerns.

We are particularly concerned with sections 421 and 443 of H.R.
13270 as they would affect the financing activities of SBIC's.

Section 421 of the bill, relating to stock dividends, would, as we
understand it, result in taxable income to shareholders of small busi.
ness concerns financed by SBIC's where there are "disproportionate
distributions" by such portfolio companies. I refer specifically to the
proposed treatment of convertible preferred stock and changes in con-
version ratios and redemption prices.

We have no quarrel with the present law taxing corporate distribu-
tions where the shareholders can elect between a stock dividend and
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the receipt of cash or other property, but. we are fearful thait the pro-
posed extension of this principle to convertible securities could pro-
duce harmful results for shareholders of our portfolio companies and
add considerable complexity to SBIC financing arrangements.

SBIC's are venture capital companies. They are encouraged to pro-
vide long-term loan fundo- and equity capital to eligible small busine s
concerns. The 1967 amendments to the Small Business Investment
Act of 1958 encouraged SBIC's to increase their equity-type financing
as distinguished from straight lending.

While definitive statistics on the nature of SBIC financings that
would be afversely affected by the pending proposals are not avail-
able, we estimate that a substantial and significant number of them
do include convertible preferred stock or other convertible securities,
including warrants or options, in which provisions are made for
changes in conversion ratios and redemption prices geared to the
holding period on such securities and changes in the earnings or net
worth of portfolio companies.

We are particularly concerned that the bill would vest in the Secre-
tary of the Treasury, or his delegate, the authority to determine what
types of transactions might be treated as disproportionate distribu-
tions. We can see this suggestion leading to considerable confusion
and endless litigation.

We urge this committee to amend section 421 of the bill to exempt
SBIC financing instruments from the provisions of that section relat-
ing to disproportionate distributions. In the alternative, and in lieu
of delegating decisions in this important area to the Treasury Depart-
ment, we urge the committee to write into the bill precise language on
which we and our portfolio concerns can rely in providing needed ven-
ture capital financing to small business concerns. We further urge that
any change of this nature be made effective only with respect to future
financing transactions, and that it not apply to outstanding instru-
ments.

Section 443 of the bill would treat gains on securities held by finan-
cial institutions as ordinary income. As the reports of the Committee
on Ways and Means point out, this particular provision is designed
to accomplish parallel treatment for similar types of financial institu-
tions. But the b ill would amend only subsection (c) of section 582 of
the code and section 1243 relating to SBIC's. If parallel treatment is
indeed to be accomplished, we likewise recommend amendment of sub-
section (a) of section 582.

Subsection 528 (a) of the code now permits a "bank" to take an
ordinary loss on a debt which is evidenced by a security as defined in
code section 165(g) (2) (C). Contrary to the assertion contained in the
House committee report, relating to this section, SBIC's are not now
given similar treatment. We believe they should be given parallel
treatment under this section as well as under subsection 582 (c).

We would suggest. therefore that subsection 582(a) of the code be
further amended by strikingthe word "bank" and by substituting the
language now proposed to be included in subsection 582(c), namely
"financial institution to which section 585 or 593 applies . Such
an amendment would conform to the proposed amendment rllating to
the heading for section 582 which would substitute the words "finan-
cial institutions" for the word "banks."
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We were pleased to note the recommendations of Secretary Kennedy
and Assistant Secretary Cohen of the Treasury Department in their
September 4 statements before this committee where they proposed a
special. tax deduction of 5 percent of gross interest income from loans
for residential construction and "loans guaranteed by the Small Busi-
ness Administration." We were concerned, however, that Secretary
Kennedy particularly seemed to suggest the deduction only for com-
mercial banks, mutual savings banks, and savings and loan associa-
tions.

Due to recent budgetary restrictions, the Small Business Adminis-
tration has been unable to provide any direct financing to SBIC's. As
an alternative, the Agency and the SBTC industry have been seeking
money needed to continue their financing activities not only from
banks but from insurance companies, pension funds and other insti-
tutional lenders, these loans to be backed by SBA guarantees. We
would hope therefore that the proposed interest deduction on SBA-
guaranteed loans, if adopted by the committee, would be available to
any lending institution providing funds to SBIC's on loans guaranteed
by SBA.

By the same token, SBA has been actively exploring the possibility
of guaranteeing SBIC loans in certain areas. We would hope there-
fore that should such a guarantee program be inaugurated, SBIC's
likewise would qualify for the special tax deduction proposed by the
Treasury Department.

I am advised that the National Small Business Association has in-
formed your committee by letter of its support of our statement with
respect to section 421 of the bill. It is respectfully requested that the
letter from the National Small Business Association be incorporated
in the record of this proceeding at this point.

We thank you for this opportunity to appear.
Senator ANDERSON. Thank you, and we will print the letter.
(The letter referred to follows:)

NATIONAL SMALL Buszss ASSOCIATION,
Washfngton, D.C., September 11, 1969.

Hon. Russzu B. LoxG,
1Jh-airmauti Committee on Finanoe,
U.S. Senate, Waahington, D.C.

DEA CHAIRMAN LoNG: National Small Business Association supports the
statement of Mr. George 0. Williams, President of the National Association of
Small Business Investment Companies, with respect to Section 421 of H.R. 18270.

The proposed Section 421 would complicate the financing of smaller corpora-
tions with respect to convertible stock and securities In some respects it could
preclude the ue of such type of financing.

Incorporation of this letter into the record of hearings on H.R. 13270 will be
appreciated.

Sincerely,
JOHN Luvis,

Eeautfitw Vce President.
Senator ANDERSON. Any questions?
Senator BENN.Nrr. Mr. Williams, just for the record, can you give

us any information which would indicate the proportion of or the
relation between your equity capital loans and your direct loans?

Mr. WIujAms. You mean the equity type loans as opposed to direct
lending?

Senator BENNm-r. Yes.
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Mr. WuIAms. Well, as I recall, Senator Bennett, straight loans are
about 40 percent, direct stock ownership about 20 percent, and the bal.-
ance is in various forms of convertible debentures or equity rights.

Senator BENNIITr. Don't you have many of the same problems that
Mr. Ogilvie talked to us about?

Mr. WmLrAms. Yes, sir, we do, some of the same problems.
Senator BENNB-r. Aren't both groups really trying to reach the

same need in our economy?
Mr. WMLIA1S. That is absolutely true. We are trying to reach the

small businessman. We are trying to provide financing for the small
business community.

Senator BENNETT. The difference is that you work under the spon-
sorship and guarantee of SBA while the men in the other group are
working out in the open market without that sponsorship.

Mr. WkZm.As. We have the sponsorship of the Small Business Ad-
ministration and are permitted to borrow certain funds-

Senator BENNETT. That is right.
Mr. WLrAMs (continuing). From SBA.
Senator BENNET. But your problems are essentially the same.
Mr. WMLrAMS. I would say basically; yes, sir.
Senator BENNTT. Thank you.
Senator A.NDERSON. Senator Byrd?
Senator BYRD. No questions, Mr. Chairman.
Senator ANDERSON. Senator Miller?
Senator MLLER. Are you, that is, SBIC's in competition with the

business development corporations?
Mr. WILLIAs. No, sir.
I would say we are not in competition with them. We provide a dif-

ferent type of financing, in my estimation.
Senator MuER. What is the difference?
Mr. WILL AMS. Sir?
Senator MILLR. What is the difference?
Mr. WiuLmAxis. SBIC's look primarily to their profit from the risk

they take in financing small business concerns. They sponsor what they
hope to be good management. They make investments with good man-
agement in a business they hope will prosper. If the company prospers
they stand to have a substantial, hopAfully substantial, gain through
their ownership in that business.

I don't think the development group engages heavily in this type
of financing.

Senator MILLER. Thank you.
Senate ANDERSON. Senator Jordan?
Senator JORDAN. No questions.
(George C. Williams prepared statement follows:)

STATEMENT OF GEORGE 0. WILLIAMS, PRESIDENT, NATIONAL AsSOOATION OF SMALL
BuSrzess INVESTMENT COMPANIES

Gentlemen: My name is George C. Williams. I am President of the National
Association of Small Business Investment Companies ("NASBIC"). Our Asso-
ciation represents 225 of the 850 active companies licensed by the Small Business
Administration under the Small Business Investment Act of 1958 ("1958"). The
member companies of our Association account for over 80%o of the assets com-
mitted to the SBIC program.
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In the ten years since the passage of the 1958 Act, SBICs have made over $1.5
billion available to small business concerns in over 30,000 separate financings.
At the present time, the active SBICs have total assets of about $585 million and
have disbursed an average of $150 million a year over the past two years to small
business concerns.

We are particularly concerned with Sections 421 and 443 of H.R. 13270 as they
would affect the financing activities of SBICs.

We have no quarrel with the present law taxing distriuutioi of property
where the shareholders can elect between a stock dividend and the receipt
of cash or other property, but we are fearful that the proposed extension of this
principle to convertible securities could produce harmful results for share-
holders of our portfolio companies and add considerable complexity to SBIC
financing arrangements.

SBICs are venture capital companies. They are encouraged to provide long-
term loan funds and equity capital to eligible small business concerns. The
1907 Amendments to the Small Business Investment Act of 1958 encouraged
SBICs to increase their equity-type financing as distinguished from straight
lending.

While definitive statistics on the nature of SBIC financing that would be
adversely affected by the pending proposals are available, we estimate that a
substantial and significant number of them to Include convertible preferred
stock or other convertible securities, including warrants or options, in which
provisions are made for changes in conversion ratios and redemption prices
geared to the holding period on such securities and changes in the earnings or
net worth of portfolio companies.

We are particularly concerned that the bill would vest in the Secretary of the
Treasury or his delegate the authority to determine what type of transactions
might be treated as disproportionate distributions. We can see this suggestion
leading to considerable confusion and endless litigation.

We urge this Committee to amend Section 421 of the bill to exempt SBIC
financing instruments from the provisions of that section relating to dispro-
portionate distributions. In the alternative, and in lieu of delegating decisions
in this important area to the Treasury Department, we urge the Committee to
write Into the bill precise language on which we and our portfolio concerns
can rely in providing needed venture capital financing to snall business concerns
We further urge that any change of this nature be made effective only with
respect to future financing transactions, and that It not apply to outstanding
instruments.

Section 443 of the bill would treat gains on securities held by financial institu-
tions as ordinary Income. As the reports of the Committee on Ways and Means
point out, this particular provision is designed to accomplish parallel treatment
for similar types of financial institutions. But the bill would amend only sub-
section (c) of Section 582 of the Code and Section 1243 relating to SBIOs. If
parallel treatment Is indeed to be accomplished, we likewise recommend amend-
ment of. subsection (a) of Section 582.

Subsection 582(a) of the Code now permits a "bank" to take an ordinary loss
on a debt which is evidenced by a security as defined in Code Section 165(g)
(2) (C). Contrary to the assertion contained in the House Committee report
relating to this section, SBICs are not now given similar treatment. We believe
they should be given parallel treatment under this section as Well as under
subsection 582 (c).

We would suggest therefore that sub.ection 582(a) of the Code be further
amended by striking the word "bank" and by substituting the language now
proposed to be included in subsection 582(c), namely "financial institution to
which Section 85 or 593 applies . . ." Such an amendment would conformn to
the proposed amendment relating to the heading for Section 582 which would
substitute the words "financial Institutions" for the word "banks".

We were pleased to note the recommendations of Secretary Kennedy and
Assistant Secretary Cohen of the Treasury Department in their September 4
statements. bfote this Committee where they proposed a special tax deduction
of 5/o Of gross interest income from loans for residential construction and "loans
guaranteed by tho Small Business Administration". We were concerned, however,
that Secretary: Kennedy particularly seemed to suggest the deduction only for
commercial banks, mutual savings banks and savings and loan associations.

Due to recent budgetary restrictions, the Small Business Administration has
been unable to provide any direct financing to SBICs. As an alternative, the
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Agency and the SBIC Industry have been seeking money needed -to continue their
financing activities not only from banks but from Insurance companies, pension
funds and other institutional lenders, these loans to be backed by SBA guarantees.
We would hope therefore that the proposed interest deduction on SBA-guaranteed
loans, if adopted by the Committee, would be available to any lending institution
providing funds to SBICs on loans guaranteed by SBA.

By the .mie token. SBA has been actively exploring the possibility of guar-
anteeing SBIC loans in certain areas. We would hope therefore that should such
a guarantee program be inaugurated, SBICs likewise would qualify for the
special tax deduction proposed by the Treasury Department.

I am advised that the National Small Business Association has Informed your
Committee by letter of its support of our statement with respect to Section 421
of the bill. It Is respectfully requested that the letter from the National Small
Business Association be Incorporated in the record of this proceeding at this
point.

We thank you for this opportunity to appear.

STATEMENT OF ARTHUR T. ROTH, CHAIRMAN, BOARD OF DIREC-
TORS, THE FRANKLIN NATIONAL BANK, AND COCHAIRMAN,
B.&NKERS COMMITTEE FOR TAX EQUALITY

Mr. ROTH. Mr. Chairman, and gentlemen, my name is Arthur T.
Roth, I am chairman of the board of the Franklin National Bank,
New York City. I appear before your committee as cochairman of
the bankers committee for tax equality. Our committee represents
nearly 5,000 commercial banks engaged in commercial and savings
banking throughout the United States.

Mr. Chairman, at this time, may I interrupt and be given the oppor-
tunity to say a word with regard to small business investment com-
panies? It is not part of my testimony. I did not come here intending
to do so but I happen to be chairman of the board of the Franklin
Corp., which is a small business investment company, and I thoroughly
agree with the statements made by Mr. Ogilvie and Mr. Williams.

We have a serious problem with regard to how much of a loan loss
reserve we can set up. Our loans, as has been said to you, are granted to
companies and individuals who cannot receive bank credit. I would
like to suggest that, just as in the case of commercial lenders ntnd all
other types of business corporations, small business investment com-
panies be given the opportunity to use a loan loss reserve equivalent
to their average loses for the last 6 years. That has been discussed here
and that is what is being recommended for commercial banks also. But
in addition to that, as you may know, these same businesses, corporate
businesses, also can age their accounts receivable and, based upon an
aging of their accounts receivable, set up .a reserve which is totally
apart and different from the 6-year average.

Now, in the case of a small 'business investment, company we have a
loss only when it is a loss, but we have many doubtful loas, louns on
which borrowers are not paying current interest; and certainly we
should be allowed to set up a reserve against those of, let's say, 50
percent of the amount of the loan.

There are other loans that are substandard in nature. Business is
declining, profits are declining, they are starting to run into losses, and
so forth. They should be allowed a 25-percent reserve against such
loans. And then there are loans that hlve other weaknesses, definite
weaknesses, and they should perhaps be allowed a 10-percent reserve
against those loans.
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So I would like to say that we be treated the same as all other busi-
nesses and that we be allowed in addition to the 6-year average re-
serve based on actual losses a reserve based upon an evaluation of each
of the loans and a classification of the loans along the lines that I have
mentioned.

Shall I proceed now?
Senator ANDRON. Go right ahead.
Mr. Rom. First permit us to compliment the Senate Committee on

Finance, as well as the rest of the Congress, for their readiness to re-
spond to the public demand for tax reform and tax justice. The House
bill that is before you goes a long way toward closing many loopholes
that allow some individuals and businesses to avoid, partially or
wholly the payment of taxes. When they do so, of course, others who
are fully taxed have to bear more than their fair share of the tax bur-
den. What we term loopholes today were, in the past, in many instances,
originally intended to encourage and stimulate certain segments of the
economy and were enacted for the publicgood, but stimulation, like
pump priming, is required only until the flow starts and then should
be discontinued. Wo hove that in the future pump-priming subsidy
tax legislation wili have an expiration date suitable to its purpose.

The principal provision applying to commercial banks in the House
bill, if enacted, would result in the collection of additional taxes from
commercial banks of approximately $250 million annually. It provides
for the elimination of -he 2.4-percent bad-debt loss reserve and places
the banks on an actual experience basis, and it also gives us a 10-year
loss carryback which is extremely valuable. The 2.4-percent loss re-
serve is the equivalent of an addition of about 8 percent to the capital
funds of the bank, which is nowhere near a catastrophic reserve such
as we do need and such as we should have. But a loss carryback of 10
years is the equivalent of many times a 2.4 percent loan loss reserve.

Many bankers will feel that unless the savings and loan associations
and mutual savings banks are taxed in the same way on their earnings
as commercial banksare, tax equality will not have been achieved and
an unfair loophole will still exist.

The House bill would in the future base the bad-debt reserves of
commercial banks on actual loss experience. It would reduce, over a
10-year period, the special bad-debt allowances now allowed to savings
and loan associations and mutual savings banks; it would not eliminate
them. Thus, the House bill provides an imperfect solution as far as
the commercial banks are concerned.

According to the Ways and Means Committee, the House bill would
result in commercial banks paying an effective tax rate of about 31
percent. The reason this rate is computed to be less than the full
effective tax rate of about 44 percent paid by industrial corporations
is because of the way in which income received from tax-exempt
municipal obligations is handled in the computation. The Ways and
Means Committee adds the full amount of tax thereon. In real eco-
nomic terms, this approach is not correct.

Since the munic lity pays substantially lower interest than would
be paid om a taxable bond, the transac'on is the same from an economic
standpoint as though the municipality had sold the bond at the going
intres, rate for comparable taxable bonds, the holder of the bond
had paid a tax equal to the difference between the going interest rate



1821

and the lower rate actually paid by the municipality, and this tax
had been turned over to the municipality.

Consequently, to correctly compute the effective tax rate of banks
holding tax-exempt bonds, it is necessary to add to taxable income
the amount the bank would have received had it purchased taxable
bonds and to add to the tax paid by the banks the benefit realized by
the municipality from the tax subsidy.

On this basis, under the House bill, commercial banks would pay
an effective tax rate on their economic income that would be generally
comparable to the effective rate paid by industrial corporations.

We were disappointed that the House bill did not equalize the
bad-debt loss reserves for the banks on the one hand and the savings
and loan associations and the mutual savings banks on the other,
although its proposals, with some modifications, would represent im-
provement over present tax formulas.

The Treasury recommendations relating to financial institutions
differ from the House bill. First, they would base future additions
to bad-debt reserves of all financial institutions on actual loss experi-
ence. This would achieve the full equality of tax treatment that our
association has so long supported. Then, the Treasury recommends a
special incentive deduction of 5 percent of the interest on certain
types of loans which should be encouraged, such as residential mort-
gage loans, student loans, and SBA loans. This incentive would be
available to all financial institutions.

We heartily endorse the policy of the Treasury proposals, both
from a tax equality standpoint and from the standpoint of the en-
couragement it would provide for increased loans where they are
needed and where interest rates are now so high.*

I would like to go further and say that hearing about the 10 percent
that was proposed for low income housing I would go along with
that also.

The membership of the Bankers Committee for Tax Equality
comes almost entirely from small commercial banks. On December 31,
1968, 85 percent of all the commercial banks in the United States had
deposits of under $25 million and their aggregate deposits equaled
19 percent of total deposits, or $84 billion.

Residential mortgages held by all commercial banks in the United
States totaled $41 billion. It is estimated that about a third of the resi-
dential mortgages hold by commercial banks are held by small banks
with deposits under $25 million.

These small banks will benefit more than the larger banks from
the Treasury's proposal. Generally, the smaller the commercial bank
the greater will be the advantage of the Treasury proposal, because
of their higher ratio of residential mortgages.

The effect on earnings of savings anA loan associations and mutual
savings banks would be much greater, as they have a higher percen-
tage of their assets in residents mortgages.

But the real beneficiary of the Treasury proposal will be the home
buyer and residential tenant. The Treasury proposal will increase
competition for residential loans and thereby drive down the interest

*The Trury proposal provides that the new Incentive deduction cannot reduce taxable
Income below Go percent of taxable income before the incentive deduction, but Increased by
the amount of tax-exempt interest and the Intercorporate dividend deduction.
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rate. Indeed, it is possible that the tax subsidy received by the finan-
cial institutions will be largely.offset by the lower interest. rates they
will have to charge to compete in the mortgage market.

Now, this morning I was shocked to learn that the proposal of the
Treasury with regard to the 5 percent subsidy applies to all mort-
gages that are on the books of our financial institutions as of the present
time even though some of these mortgages may have been made 5
years ago, or even 10, 15, or 20 years ago. I thought that the purpose
of such a subsidy is to.provide n incentive to make new loans in the
f-uture. How can we give a subsidy based upon what has occurred in
the past?

We hope, therefore, that your committee will adopt the Treasury
proposals, after making this correction. In the event, however, that
the committee decides to follow the House approach, we urge the
following changes:

1. Under present law, savings and loan associations and mutual sav-
ings banks are allowed additions to their bad-debt reserves equal to
60 percent of taxable income. The House bill reduces this to 30 per-
cent over a. 10-year period. Since this still would give these institutions
a substantial tax advantage over commercial banks, we recommend
that this tax subsidy be reduced to 20 percent, or less, by the end of the
10-year period.

2. Present law provides that additions may be made to the bad-
debt reserves of mutual thrift institutions until the reserve reaches
6 percent of qualifying real property loans. This ceiling permits the
accumulation of excessive bad-debt reserves and should be reduced to
4 percent or less.

3. The House bill permits the full benefit of the special bad-debt re-
serve provisions to savings and loan associations only if they invest 8.2
percent of their funds in certain qualifying assets, including resi-
dential real property loans. Mutual savings banks must invest 72'
percent of their funds in qualifying assets to obtain similar treatment.
To assure that these, special tax subsidies are limited to cases where the
institutions channel their funds into the intended assets, we recom-
mend that both savings and loan associations and mutual savings banks
be required to invest 85 percent of their fluds in qualifying assets in
order to obtain the full tax advantage. Moreover, the defnition of
"qualifying assets" should be revised so that it does not include cash
and Government Bonds. But I want to repeat, we stand for the Treas-
ury recommendations, with the exception that I have noted.

The Bankers Committee for Tax Equality was founded by com-
mercial banks 20 years ago for the sole purpose of helping to create
equality of taxation for all types of competing banking institutions.
We hope that this year's tax reform will give us equality and that the
Bankers Committee for Tax Equality wilt have completed its task.

Thank you, gentlemen.
Senator ANDESON. Any questions,
Senator WmfLIvs Mr. Roth, did I understand you to. refer, to this

5 percent setaside as a retroaetiv6 subsidy for the banking industry?
Mr.u Rofr. That ig' what the Treasury told 'me this morning. I

couldn't believe it and I said "You must be wrong. You had better re-
check it," and they, cams bnackand said "no, that is what we intend, that
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it be based upon all the loans as proposed by the Treasury, that are on
the books of the institutions at the presei)t time.

Senator WIU,L..ts. Do you think that can be justified?
M[r. ROTI. I don't. see how an incentive or a subsidy can be based upon

what. occurred in the past years.
Senator WILLIAMS. Would you have an estimate as to how much

money would be involved if that were adopted?
fr. RoTh. Weell, of course, over a period of about 15 years it would

be equalized. In other words, the loans that areon the books at the pres-
ent time will have been amortized and paid off in 15 to 20 years or so
and the new loans that have replaced those that have been paid off will
all I)e subject to the 5 percent.

How much would be involved annually? Well. I would say in the
case of commercial banks, $90 million-before tax $90 million, after
tax close to $40 million. In the case of savings banks and savings and
loan associations, four times that amount, maybe $200 million overall
involved.

Senator WILLIAmS. Then, in your opinion, this is a subsidy over and
beyond the existing law allowances?

Mr. RoT'ru. That is right.
Senator WnLArIrs. Yes.
No further questions.
Senator ANDERSON. Senator Bennett.
Senator B-NiNr r. You represent the Bankers Committee for Tax

Equality? You heard Mr. Ogilvie this morning say that development
companies should be allowed to accumulate a reserve of 10 percent. Do
you have any comment on that?

Mr. ROTH. I don't like any across-the-board, industrywide reserve.
There are small business investment companies, like some banks, that
make very risky loans. Their losses are heavy. There are others that
never have a loss. So an industrywide reserve is not good. Banking is
the only group that had it and I think it is wrong that we have it. It
should be based on experience.

Senator B.NNErr. You remember, Mr. Ogilvie said they haven't
been there long enough safely to base their reserves on experience.
Do you think they might be given a phasin period

Mr. Romi. Well, they were originally given a phase-in period. That
phase-in period expired about a year ago. Frankly, I don't think the
phase-in period was long enough. I think they should have. an extension
of it, but I also feel, as I mentioned before, that in addition to a loss
reserve based on experience they should also have an alternative based
upon an, aging of their loans, whether they are doubtful, substandard
and so forth.
,. Senator Bg-N,,vTT. Well, of course, they say all their loans are sub-
standard by definition before they start..

Mr. RoTi. Yes, that is true. They have to be, because the loans would
have to have been turned down by a bank; and for that reason, you
have to be more lenient in the loss reserve that you allow them.

Senator BENNEFIr. How long an additional extension of their aging
period do you believe they should have?

Mr. ROT11. Well, I say a minimum of 3 years. It would be more
reasonable to let them have 5 years.
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Senator BENNEwr. Thank you very much.
Senator ANDERSON. Senator Byrd.
Senator BYRD. Thank you, Mr. Chairman.
Mr. Roth, I am not clear as to your position on the 2.4-percent

reserve for bad debts.
Mr. Runm. I feel the banks should not have an industrywide reserve

for bad debts. It should be just as I said with regard to small business
investment companies. Some banks never have losses on loans. Other
banks are more liberal and have heavy losses. Why should there be an
industrywide reserve? It should be based on experience. The 6-year
loss average is what I would advocate, which is in the House bill.

In addition to that, the House bill allows a 10-year carryback for
losses, which is truly a catastrophic reserve. This is what banks do
need. They do need it in the pub ic interest and in the interest of the
economy of our Nation-a catastrophic reserve. The closing of a bank
causes grave consequences.

Senator ByR. You favor the House position on that?
Mr. RoTH. I favor the House position.
Senator BYRD. Thank you, Mr. Chairman.
Senator ANDERSO-N. Senator Miller; Senator Jordan.
Senator JORDAN. No questions.
Senator MmuFm. I just wanted to comment, Mr. Roth. I can appre-

ciate the refinement that goes into your recommendation for taking
a look at different kinds of loans and the different status for various
kinds of loans, but I suggest to you that this could be almost an im-
possible administrative chore to throw on the Revenue Service be-
cause this bank or this lending institution here might have a group
of officers who decide that this particular loan is in such a category as
to want a 25-percent bad-debt reserve and another bank in another
part of the country might have a very similar situation where they
could perhaps feel that 10 percent is all right, and then you throw
it upon the Internal Revenue Agency to make an evaluation. And
while I think that within a group of financial experts we might say
this is a good approach, I suggest to you that from the standpoint of
administration it would be virtually impossible to administer.

Mr. Row. I would agree with you, sir, except that when we are ex.
amined, whether we are examined by the Comptroller of the Our-
renc;y the Federal Reserve, or the Federal Deposit Insurance Cor-
poration all three agencies classify our loans as lost, doubtful, sub-
standard, special mention. So we can use their classifications for that
purpose.

Senator Mmum Well, if you could break out a, classification like
that perhaps you have a point. I don't know how current the classi-
fication would be and how recent the classification would have to be.

Mr. Ram. W.ell, we are examined--"
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Senator MIUER. That would certainly help. If that is a feasible
thing to do, that would certainly help with the problem I have. How
nftn are you examined as to classification?

Mr. RoTH. At least once a year. Three times in 2 years.
Senator MILLER. In other words, the most recent one would be the

basis.
Mr. ROrH. The most recent one would prevail.
Senator MMLE. And you have four different categories?
Mr. RoTH. We have those categories.
Senator MMLLER. And you are suggesting separate bad-debt reserve

as to each of those four separate categories?
Mr. ROTH. I suggest that the 6-year average be used but that the

bank have the option of using these classifications. We have the same
thing with regard to any business company. The law doesn't specify-
the law specifies the 6-year average but, on the other hand, they are
allowed to do an aging of their accounts receivable and set up a reason-
able reserve regardless of the 6-year average.

Senator MILLER. Would you furnish to the committee an example
of how a particular lending institution would handle such a classifi-
cation?

Mr. RoTH. Yes, I could.
Senator MILLR. Thank you.
(The committee subsequently received the following letter from

Mr. Roth.)
FRANKLIN NATIONAL BANK,

Fran 4fn Square, N.Y., September 18, 1969.
SENATE COMMITTEE ON ]FINANCE,
U.S. Senate,
Washington, D.C.

GENTLEMEN: When I testified before your Committee on September 15th I was
asked to submit some additional information with regard to the recommendation
that I made that commercial banks, in addition to being allowed a loan loss re-
serve equal to the average of its losses for the past six years, be given the option
of setting up a loan loss reserve based upon their loans subject to criticism by
the Examining authorities.

The six year average loss reserve recommended by the House is based upon
past experience in losses. However, it is often much more important that a bank
set up reserves based upon what they can expect in the way of losses In the fu-
ture. This can be determined from the Report of Examination of their supervisory
authorities. A bank may have a low loss reserve over the past six years, but its
criticized loans may indicate catastrophic losses for the future and they should
be in a position to adequately reserve against these coming catastrophic losses.

The recommendation that I made was to the effect that this optional reserve
be based upon classifications of criticized loans. Please note that the lower
percentage figure Is the amount that I stated In my testimony. However, I feel
that this is a minimum and, therefore, have Included in addition to the minimum
percentage of reserve, a second figure which I feel is more realistic especially
because of the position of banks In the economy of our nation.

There is enclosed definitions of Sub-Standard and Special Mention loans, to-
gether with sample sheets covering these loans, taken from a Report of
Examination.

The reserves I recommend to be set up against classified loans are as follows:

33-865--9-pt. 3- 5
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[in percent

Minimum Recommended
reserve reserve

Doubtful.. ................................................... 50 75
Substandard ................................................... 25 50
Special mention ............................................................. 10 25

I would recommend that the banks be permitted to apply the recommended p(-r-
centage based upon the last Report of Examination of the bank, (Examinations
are made at least once a year) and that this amount may be used for the Income
tax report at year-end whether or not the criticized loans have been paid or
reduced. New criticized loans will have crept in substantially offsetting the
reduced criticized loans.

If you would like to have me come to Washington to discuss this in more detail I
would be happy to do so.

Cordially,
ARTHUR T. RYrH,

Chairman of the Board.
CHARTER NO. 12997

Amount, maker, endorser, Sub-
security and comments Date Class Overdue standard Doubtful Loss

jDeleted] ......... July 30, 1968
D64etod................... may 25, 1964 B

Estate s main asset is parcel of land in
Floida which Is encumbered and which
sale has not been possible to date. Re-
mote collection prospects of our loan.
Chargeoff agreed. A[Dalotedl ... j ........... ......... Apt. 8, 1967 AThis DJ a. participation in a $150,000A

loan which was purchased from Metro-
politan National Bank of Maryland, col-
lateraled by first lien on a parcel of land
In Washington, D.C.; appraised at $200,.
000 by the originating bank. A recent ap-
pralwl by a developer valmud the prop-
erty at no more than $75,000. His state-
mentof Feb. 15,1968 shows a substantial
net worth. This Is considered unrealistic
as he has very little real equity In his
realty hofdinsand heis having difficulty
In meeting mortgage payments. He also
operates two restaurants which are re-

ted to be successful. Bank plans tO
soclose and seek a buyer for the prop-,

erty, and any deficiency judgment wouid
be obtained-against Laganas.
Idaleted ........................... Dec. 15,1967 A

elted....... ..... 4ec. 15 s7 A(OeJet..edl .. . :. ;.. . . . .. : , :........... "• Bottco paneoperatini under chap-,

ter X1 df Bankruptcy Act. A proposed
settlement of 35 percent to creditors over
a period of years Das been rmade and wa s,
Informally approved. It Is doubtful that
operations would partnit the corpora-
tions to meet the, proposed annual credi-
tor payments based on poor experience
to date. For the deflency'of 65 percent
under the settlement, bank has taken
from guatapor; a secon lien on apat-.
met house y;lued at $45 000, subject
(t420,000 first 1l60, ahd"llso isigt.i -
participations In 2 third mortgages. I ofwnbp, is- p, d1ult. Thili only~pd of . ..
the 416n1s Wheh appears& = de~fis ....
that collateraled by the second lien with
$25,000 net equity. Chargeofl of balance
of loans agreed.
IDeleted.1 ............................ Aug. 14, 1968 8

Unsecured; continuous from Septem-
ber 1966; another bank shares a like
amount of credit Interim statement May
31.1968 showed working capital of $568.-
oob, current debts of $3,759 00 total1
debts $4,541,000, and net worth $f,480,-
000. COMPan lost $354,000 from opera-
tions In the I-month interim peri')d.

... .... .. .. ... ...... . .. . ... .. .. .. .. ... .. ... . ... .

7o0o ........................ 70, 000

99,000 50,000 49,000 ............

44700....................................
35000 .................................

............ 25,000 ......... 5,

879,345 879,345 ........................
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OTHER LOANS ESPECIALLY MENTIONED-CHARTER NO. 12997

(This schedule includes loans or portions thereof which are superior in quality to those classified substandard, but which,for the reasons Indicated, are believed to warrant more than usual management attention.J
IDele t ed ........................................ .... . -500,000

........................ ....... 500,000
Total ...................................................................................... 1,000,000

This bank given $2,000,000 unsecured line; aggregate lines at 15 banks total $52,500,000. Interim statement
Aug. 31, 1968, showed euity(net worth plus suoordinated debt) $21,100,000, senior debt $47,600,000. Forfiscal year nding May 31,1968, the company showed a loss of $6,638,000 (before related tax credit), after
providing $7,900,000 for reserves against receivable, Actual chargeoffs to the reserves for the fiscal year were$.5,.600,000.(rcoveries were nominal); thisIncluded a large third lien on the Ideletedl. The $7,900,000 pro-
vson made to the reserve amount durn the year included $6,000,000 primarily for two special situations;
he (deletedi g group of loans which totaled .. 10,52,000 and the [deleted] group of loans which totaled $7,703,000.

The company s collateral was principally realty equity positons. The C.P.A. has made the special comment
that there are uncertainties involved In the realization of the collateral underlying these two large concentra-
tions, and increases in the reserves for losses could possibly be required. The unsoundness of the heavy con-centrations in high-risk loan categories Involved past management. In early 1968, [deleted] acquired 90 percent
ownership, resulting in management and operational changes with a review committee formed to pass on all
major transactions and with a policy limit of $2,000,000 in any one situation.
'1 Demand unsecured loan on which $50,000 monthly reductions are being made ........................ 350,000

Time unsecured continuous since September 1967 with a high of $1,030,000 In 1968 .............. 650,000
Unsecured term lan payable monthly through June 1969 ...................................... 17,464

4 Unsecured advance to affiliated (deleted] unchanged at present amount since Inception Aug. 31, 1967.. 40,000

Total ...................................................................................... 1,057,464
Interim statement July 31, 1968, showed W/C $1,50,000; current debts $5,981,000; total debts $6,492,000;N/W $5,995,000. 0 operating results have been unsatisfactory over the past 3-year period. In fiscal year ending

Oct. 31, 1966, profit was only slightly above break even; there was an operating loss of $ 10,000 (before
relatedtaxcreit) In fiscal 1967; and for the 9-month period In the current year losses continued with $333,OOC
operating deficit. Management anticipates that the full current year may shw a break-even result Problems
have been reported due to low bidding and the lack of proper job supervision. Management brought In a new
comptroller early this year in order to effect a tighter rein on costs.
Neletedoi
(1) Unsecured advance originated May 14, 1968, at $100,000 and increased to present amount Oct. 1, 1968- 200,000(2) Un d at resent amount since Incepti on November 1967 and supported by various liquid collateral

valued at $4,000 amountt not extended). Further supported by second liens on three parcels of real estatelocated In less than desirable sections of New York City. Bank, however, places no value on this collateral
at the present. Fiscal statement Dec 31, 1967 shows a highly leveraged position with total debts
$4,459,000 and N/W $683,000. Operations for the period ending statement date Indicated profits of
$206,000 before withdrawals of $84,000. Bank's advances were used to finance various acquisitions andIn several construction projects. Repayment Is anticipated from various projects now in progress if
sufficient profit is realized. One venture reportedly has encountered extraordinary expenses early In the
construction stage which may curtail the profit margin .......................................... 175,000

Totai ................................................................................. 335, 000

Senator A-DR~sow. Senator Jordan.
Senator JORDAN. No questions.
Senator BEN-;ET. Mr. Chairman, did we for the record establish

Mr. Roth's connection with a bank, his personal connection rather than
his relationship with the committee I

Mr. Rom. Yes.
I am chairman of the board of the Franklin National Bank, New

York City, 18th largest bank in the United States.
Senator BEwmv. Thank you.
Senator A"wEmsOm. Thank you very much.
Mr. OOuvI. Mr. Chairman, may I be tcognized to clarify one point.

My name is Ogilvie, I testified just a moment ao and I think there
may be--

Senator A .Dimsoz. Let's not have a debate but make a" statement.
Mr. OoILvIE. Yes, sir.
Business Development Corp. have not been, phased-in. We hame iad

no allocation as to the ani~aunt f.erye tiat can besestablish4ei aud I
believe Mr. Roth at least gave thatimpression.,.

Mr. Romr. For small businesses.
Mr. OGIVIE. Small business Investment Corps. have but Business

Development Corps. have not.
Senator BENunrI. Thank you.
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(Arthur T. Roth and L. Shirley Tark's prepared statement follows:)

STATE MZ.NT OF AUTuRU T. ROTH AND L. SHIRLEY TASK ON BEHALF OF THE BANKERS
ComnrrrE roR TAX UQuALITY

My name is Arthur T. Roth. I am chairman of the board of directors of the
Franklin National Bank, New York City. I appear before your committee as co-
chairman of the Bankers Committee for Tax Equality. With me is my fellow co-
chairman, L. Shirley Tark, chairman of the board of directors of the Main State
Bank, Chicago, Illinois. Our committee represents nearly 5,000 commercial banks
engaged in commercial and savings banking throughout the United States.

First permit us to compliment the Senate Committee on Finance, as well as
the rest of the Congress, for their readiness to respond to the public demand for tax
reform tnd tax Justice. The House bill that is before you goes a long way toward
closing many loopholes that allow some individuals to avoid, partially or wholly,
the Payment of taxes. When they do so,.of course, others who are fully taxed have
to bear more than their fair share of the *?z burden. What we term loopholes
today were, in the past, In many Instances, originally Intended to encourage and
stimulate certain segments of the economy for the public good. But this stimula-
tion, like pump priming, is required only until the flow starts and then should
be discontinued. He hope that in the future pump-priming subsidy tax legisla-
tion will have an expiration date suitable to its purpose.

TER, PRIK AL PROVISION APPLYING TO COMMERCIAL BANKS

The principal provision applying to commercial banks in the House bill (H.R.
13270), It enacted, would result ith the collection of additional taxes from com-
mercial banks of approximately $250 million annually. It provides for the elim-
inatlon of the 2.4-percent bad-debt loss reserve and places the banks on an actual
experience basis.

Many bankers will feel that unless the savings and loan associations and
mutual savings banks are taxed in the same way on their earnings as commercial
banks are, tax equality will not have been achieved and an unfair loophole will
stili exist.

The House bill would in the future base the bad-debt reserves of commercial
banks on actual ios experlemce. It would reduce, over a 10-year period, the special
bad-debt allowances now allowed to savings and loan associations and mutual
savings banks; It would not eliminate them. Thus, the House bill provides an im-
perfect solution as far as the commercial banks are concerned.

According to the Ways and Means Committee, 0he ]Rouse bill would result
in commercial banks paying an effective tai rate of about 41 percent. The reason
this rate Is computed to be less than the full effective tax rate of about 44 percent
pai4 by industrial corporations Is because of' the way in which Income received
from tax-exempt municipal obligations Is handled IA the computation. The Ways
and Means Cotnmittee adds the full amount of tax thereon. In real economic
terms, this approach is not correct.

TAXBXIPT INTfa", ANQ TUE UF&OTIVS TAX RATE

Since the municipality pays substantially lower interest than would be paid on
a taxable bond, the transaction is the same fromh an economic standpoint as
though the municipality had sold the bop at the going Interest rate for compa-
rbje taxable,boudS, the holder of tbe bo nd had pa~d a tax equal to the difference

. thehItert the 1%q r4e actqany paid Oy the miqnicipal-
VI",an this I~ Ila been turne o'e to he municipality.

Consequently, to correctly compute the effective tax rate of banks holding tax-
exeupt bo04, It is ,tecSay to add to taxahe izione0 the amount the bank would
have received had it purchased taxable bonds and to a4 to tle. tax pd by the
banksth t; e4e4 by. tkbj Icppiuty f roti thp tax aubxidy.

'onthlK Und6r the Hus Idc, 1ier9ial bank§ woujd ay an effective
ttRGe 6 j, t J&,u~e' wou= t-*tld')#idalyomdbetth

enfetive rate paid by Industral eo peeaub,• ora " th
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THE HOUSE BILL DOES NOT EQUAL BAD-DZBT LOSS RESERVE

We were disappointed that the House bill did not equalize the bad-debt loss
reserves for the banks on the one hand and the savings and loan associations and
the mutual savings banks on the other, although its proposals, with some modifi-
cations. would represent improvement over present tax formulae.

TBASUIIY BCOMMENDATION8

The Treasury recommendations relating to financial Institutions differ from the
House bill. First, they would base future additions to bad.debt reserves of all
financial institutions on actual loss experience. This would achieve the full
equality of tax treatment that our association has so long supported. Then, the
Treasury recommends q special incentive deduction of 5% of the interest on
certain types of loans which should be encouraged, such as residential mortgage
loan, student loans, and SBA loans. This incentive would be available to all
financial institutions.

We heartily endorse the policy of the Treasury proposals, both from a tax
equality standpoint and from the standpoint of the encouragement it would
provide for increased loans where they are needed and where interest rates are
now so high.*

EFECT ON SMLA.LEN BANKS

The membership of the bankers committee for tax equality comes almost
entirely from small commercial banks. On December 81, 1963, 85% of all the
commercial banks in the United States had deposit of., under V5 mtliton and
their aggregate deposits equaled 19% of total deposits, or $f4 bil/on

Residential mortgages held by all commercial banks In the United States
totaled $41 billion. It is estimated that about a third of he resid~rtial mortgages
held by commercial banks are held by small banks with deposits under $25
million.

These small banks will benefit more than the larger banks from the Treasury's
proposal. Generally, the smaller the commercial bank the greater will be the
advantage of the Treasury proposal.

The effect on earnings of savings and loan associations and mutual savings
banks would be much greater, as they have a higher percentage of their assets in
residential mortgages.

But the real beneficiary of the Treasury proposal will be the home buyer and
residential tenant. The Treasury proposal will Increase competition for residen-
tial loans and thereby drive down the Interest rate. Indeed, It is possible that
the tax subsidy received by the financial institutions will be largely oNset by the
lower interest rates they will have to charge to compete in the mortgage market.

The Treasury estimates that the benefits of this Incentive would approximate
the revenue loss resulting from the removal of the bad debt reserve provisions.

IF THE HOUSE BILL'S APPROACH J. VOLLOWJ)

We hope that your committee will adopt the Treasur? prbip~sals. In the event,
however, that the committee decides to follow the House appioacb, we urge the
following changes:

1. Under present law, savings and loan associations and mutual savings banks
are allowed additions to their bad-debt reserves equal to 60 percept of taxable
income. The House bill reduces this to 80 percent over a 10-year period. Since
this still would give these institutions A substantial tax advantage over conmer-
cial banks, we recommend that this tax subsidy be reduced to 20 percent, or less,
by the end of the 10-year period.

I. Present law provide that addition may be *de to the bad-debt reserve
of mutual thrift Institutions until the reserve reaches 6 percent of qualifyIng
real property lan& This ceiling pehmitu the accumulation of excesive bad-debt
reserves and should be reduced to 4 percent or less.

I__ that, # In Ita deduction cannot reduce txatle
1nom b o ta nn~e ertbe tientve deduction, but increased
by the amount of tax-exemlt Interest and t e Inteteorporate dividend deduction.
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3. The House bill permits the full benefit of the special bad-debt reserve provi-
aions to savings and loan associations only if they invest 82 percent of their
funds in certain qualifying assets, including residential real property loans.
Mutual savings banks must invest 72 percent of their funds in qualifying assets
to obtain similar benefits. To assure that these special tax subsidies are limited
to cases where the institutions channel their funds into the intended assets, we
recommend that both savings and loan associations and mutual savings banks
be required to invest 85 percent of their funds in qualifying assets in order
to obtain the full tax advantage. Moreover, the definition of "qualifying assets"
should be revised so that it does not include cash and Government bonds.

CONCLUSION

The Bankers Committee for Tax Equality was founded by commercial banks
20 years ago for the sole purpose of helping to create equality of taxation for all
types of competing banking institutions. We hope that this year's tax reform
will give us equity and that the Bankers Committee for Tax Equality will have
completed its task.

Senator ANDRSON. Mr. Clark.

STATEMENT OF EDWARD P. CLARK, PRESIDENT, ARLINGTON FIVE
CENTS SAVINGS BANK OF ARLINGTON, MASS., AND CHAIRMAN,
SCOMMITT 0$ TAxaTION oF TH NATIONAL ASSOCIATION OF
MUTUAL SAVINGS BANKS; ACCOMPANIED BY DR. GROVER W.
ENSLEY, IXECUTIVE VICE PRESIDENT, NATIONAL ASSOCIATION
OF MUTUAL SAVINGS BANKS

Mr. CLARK. Mr. Chairman, my name is Edward P. Clark and I am
president of the Arlington Five Cents Savings Bank of Arlington,Mass., and chairman of the Committee on Taxation of the National
Association of Mutual Savings Banks.

With me are Dr. Grover jnsley, executive vice president of the
association, Dr. Georgr .11za'd, director of research; and Mr. Jack S.
Older, assistant genera counsel.

There are now before you two proposals to revisn the tax treatment
of financial instititions-the one included in H.R. 13270, the other
includ6e'in the administration , statementto this committee on Sep-
tember 4. Although different in basic approach, the proposals have
in common an especially harsh impact on mutual thrift institutions
and, hence, on mortgage and housing markets. Thus, while their stated
intent is to stimulate, thiir, effect.is to reduce, the flow of credit into
,housing and other socially desirable uses.

In addition to this intent, the administration proposal attempts
to achieve equity of 'taxation between mutual thrift institutions andbom i banks. It afa o both counts.,

The proposal -gives with on 'hand a "special tax deduction"rolated
to thej 'Is r incot-e fi;Mn-d~igiiated, socially desirable inveistmehts,while wh e other, l.4nd wk ay, the bad deb'reserves allofance
re t~ysper dt tt istitution The. taking away far more than
o ie the giving, and.'hence materially discourages residential lend-

ing. We agree with the Americali Bankers Asoci-ation on the need of
financial insitutions for a statutory bad debt reserve allowafV_ -..

" The, p i sa- iver .we-4ended backfires baii 'e thiifW in-
stitutions nid no speial.. incentives" to channel funds into areas such
as housing where they are already heavily invested. Savings banks
have 75 percent of their assets in mortgage loans, and of the mortgage
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loans, about 30 percent is on properties located in the 32 States which
do not have savings banks. It backfires because, without a realistic
bad debt reserve allowance to protect against potential losses, prudent
thrift institutions must seek less risky investments, and ultimately
many would convert into commercial banks to gain broader powers.

The proposal backfires, moreover, because the special deduction is
so circumscribed as to limit its usefulness to many savings banks, and
so designed as to fall with widely varying impact on individual in-
stitutions, not necessarily in relation to their residential lending activ-
ity. The savings bank industry, as a whole, would qualify (after the
transition period) for a special deduction of less than 10 percent of
economicc income," while roughly half of all savings banks would
have no special, deduction at all.'This, in spite of the fact that the
bulk of savings bank assets would be in socially desirable loans, as
defined by the administration.

The administration proposal could be modified to achieve its stated
objective with respect to mutual savings banks, but not without alter-
ing its basic structure. This is so because (1) a realistic bad debt reserve
provision would need to be included, along the lines of the present law
or of the proposed House bill with appropriate changes, and (2) the
60-percent limitation would need to be eliminated or substantially
reduced.

No one can quarrel with the concept of equity as a basic objective
of tax legislation. But equitable tax treatment does not necessarily
mean identical treatment. In fact, when applied to unequal institu-
tions, identical treatment is inequitable. This is the effect of the ad-
ministration proposal to tax thrift institutions and commercial banks
under the identical formula. The intent of the proposal may be to
achieve tax equity; the result, in fact, would be to aggravate already
existing competitive inequalities stemming from the substantially
broader range of powers, greater flexibility and profitable Use of in-
terest-free demand deposits enjoyed by commercial banks.

Equality of tax treatment without equality of competitive oppor-
tunities does in fact place a disproportionately heavy tax burden on
thrift institutions. The burden is even heavier than it appears from
the administration statement, because the effective e tax rate for mutual
thrift institutions would be higher if "economic income" reflected real-
istic deductions for potential-long-term mortgage portfolio losses.

Such realistic bad debt reserve allowances recognize the greater
reserve needs of institutions whose assets are dominated by long-term
loans, than of commercial banks with predominantly short-term loan
portfolios. To be sure, mortgage loan losses have been unusually low
during the postwar inflationary economic boom. But history indicates
that losses tend to be concentrated and substantial during short periods
of time. Such losses generally occur during economic recessions and
declining values,', but could also occur when real estate values and
'prices are relatively stable, rather than rising as in recent years.
Surely, prudent lenders must be prepared for such an eventuality..

Heavier tax burdens imposed on mutual thrift institutions would
clearly Weaken their ability to compete with commercial banks and
hence" reduce the supply of funds for housing and inner city rebuild-
nig. In Sumr, administration fears that, the IIouse-passed tax revisions
.Yould limit "free and open competition between -thrift institutions
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and commercial banks" more aptly apply to its own proposals. If the
Congress, however, decides to impose excessively burdensome tax pro-
visions on thrift institutions, then the Congress should also permit
mutual Savings banks the powers to compete effectively with commer-
cial banks.

Of the two proposals before this committee, the House bill with
modifications, would be less harmful.

One objection to the House bill is that it imposes a relatively nar-
row investment standard on mutual savings banks. The need for in-
vestme nt flexibility for mortgage-oriented institutions is widely
recognized as essential to strengthening their ability to attract savings
and generate an expanded supply of mortgage credit over the economic
cycle. By liquidating nonmortgage investments, savings banks were
able to channel an amount equivalent to 108 percent of deposit growth
into mortgage loans during the 1966 credit crunch, and over 100 per-
cent in the first 7 months of 1969. The importance of such flexibility
was reemphasized in a major congressionally authorized study just
completedfor the Federal Home Loan Bank Board under the direction
of Prof. Irwin Friend. It s~ems clear that the objective of encouraging
expanded mortgage flows can be better accomplished by not establish-
ing natrow iniestment standards. Furthermore, flexible powers for
financial institutions are better geared to meeting the Nation's chang-
ing socal and eoonomic priorities over the years, and this was con-
fified by Chairman Martin of the Federal Home Loan Bank Board
this morning.

We do, of course, understand that the objective of the House meas-
ure is to relate bad debt reserve allowances to investments in specific
types Of assets. The House does, however, recognize the need of mort-
&ggoriented thrift institutions for bad debt reserve allowances differ-
eat from those of nonxntrtgage-oriented commercial banks. If the
Congress feels that an investment standard should be imposed on
savings banks for the first time1 we urge that it be broadened to in-
.dude all types of mortgage lending, which ate essential to the rebuild-
ing of our urban areas.

'Weurge additional revisions in the Rouse bill. Our recommenda-
tions in this respect are detailed in the comprehensive statement sub-
mitted to this committee which we request be included in the printed
record of these hearings. In particular, we strongly believe that the
present 60 percent maximum percentage of income bad debt reserve
allowance b5e retained, rather than reduced to 90 percent, in order to
avoid a further major reduction in housing credit.

All things considered, the savings bank industry fairly believes that
the Preseftt tax provisions for mutUal savings binks ac omplish for
1x ii1ing exactly what the Co1g4e88 intended-a strng stimulus to
r~gdential mortgkge flows. The proposed changes, if eneted would
b6 pa culifly unfo-tunate at the present tine6 when housing and
rdbrtg credit are already depressed nd likely to'deteriorate further.
It is i .ortip to n6te that current tax obligation of savings banks
i g and will ri Sikhiflcantly further without changing the
PiisA tiat la*s. dI t t w t

If the Conres, nevertheless, decides to change the 16w it must
consider: who will ultimately bear the increased burden? The answer
whms clear- -it will be the American family, whether homeowner or
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tenant. Residential borrowing costs will rise, because the suply of
mortgage credit will be reduced, and because prudent lenders will have
to provide for bad debt risks out of aftertax dollars. With mortgage
credit becoming ever scarcer and more expensive, adoption of either the
administration proposal or the House bill in its present Iorm, will add
another dimension to the present mortgage andhousing crisis, as well
as permanently increase the costs of housing America. Whether, or
by how much, these costs are increased, is for the Congress to decide.

Thank you, Mr. Chairman.
Senator A"ERSoN. Any questions.
Thank you very much.
(Edward P. Clark's prepared statement follows:)

STATEMENT OF EDWARD P. CLARK, CHAIRMAN, NATIONAL ASSOCIATION OF
MUTUAL SAVINGS BANKS

SUMMARY

Mr. Chairman and members of the Committee, my name is Edward P. Clark. I
am President of the Arlington Five Cents Savings Bank of Arlington,, Mas-
sachusetts, and Chairman of the Committee on Taxation of the National Assoela-
tion of Mutual Savings Banks. With me are Dr. Grover W. Ensley, Executive Vice
President of the Association; Dr. George Hanc, Director of Research; and Mr.
Jack S. Older, Assistant General Counsel.

There are now before you two proposals to revise the tax treatment of financial
institutions- the one included in H.R. 13270, passed by the House on August 7,
the other included in the Administration's statement on this bill, presented to this
Committee on September 4. Although different in basic approach, the proposals
have in common an especially harsh impact on mutual thrift institutions and,
henee, on mortgage and housing markets. Thus. while their stated intent is to
stimulate, their effect Is to reduce, the flow of credit into housing and other
socially desirable uses.

THE ADMINISTRATION PROPOSAL

In addition to this intent, the Administration proposal attempts to achieve
equity of taxation between mutual thrift institutions and commercial banks.
It fails on both cor'nts. The proposal gives with one hand a "speical tax deduc-
tion" related to the gross Income from designated, socially desirable investments,
while with the other hand takes away the bad debt reserve allowance currently
permitted thrift institutions. The taking away far more than offsets the giving,
and hence materially discourages residential lending.

The proposal-however wellintended-backfires because thrift institutions
need no special "Incentives" to channel funds into areas such as housing where
tl'.ey are already heavily Invested. It backfires because, without a realistic bad
debt reserve allowance to protect against potential losses, prudent thrift in-
stitutions must seek less risky investments, and ultimately many would convert
Into commercial banks to gain broader powers.

The proposal backfires, moreover, because the special deduction is so circum-
scribed as to limit its usefulness to many savings banks, and so designed as to
fall with widely varying Impact on individual institutions, not necessarily in rela.
tion to their residental lending actiity. The savings bank industry, as a whole,
would qualify (after the transition period) for a special deduction of less than
10 per cent of "economic income," while roughly half of all savings banks would
have no special deduction at all. This, in spite of the fact that the bulk of savings
bank assets wOpud be in socially desirable loans, as defined by the Administration,

The Administration proposal could be modified to achieve its stated objective
with respect to mutual savings banks, but not without altering its basic struc-
ture. This is so because: (1) a realistic bad debt reserve provision would need
to be Included, along the lines of the present law or of the proposed House bill
with appropriate changes, and (2) the 60 per cent limitation would need to be
eliminated or substantially reduced.

No one can quarrel with the concept of equity as a basic objective of tax
legislation. But equitable tax treatment does not necessarily mean identical
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treatment. In fact, when applied to unequal institutions, Identical: treatnlnt is
lnequftable. This Is the effect ol the Adminisfration proposal to tax thrift insti-
tutons fand commercial banks under -te identical formula The intent of the
proposal 'nay :to achieve tax equity:; the result, in fact; would be to nggra -ate
a.ly, existing: 'copapetitive inequalities stemming from the substantially
biQider. range of powers, greater; flexibility aid profitable use of Interest-free
dekiiand dep60itS enjoyed by commercial ba ks.

.Equality of tax treatment without equality of competitive opportunities does in
fact place a disproportionatelyheavy tax burden on th rift institutions. The burden
Is even heavier than it -appears from the Administration statement because the
effective tax rate for mutual thrift institutions woid be higher if "economic in-
come" reflected realistic deductions for potential long-term mortgage portfolio
losses.

Such realistic bad debt reserve allowances recognize the greater reserve needs
of institutions whose assets are dominated by lcng-term loans, than of commer-
cial banks with predominantly short-term loan portfolios. To be sure, mortgage
loan losses have been unusually low during the postwar inflationary economic
boom. But history Indicates that losses tend to be concentrated and substantial
during short periods of time. Such losses generally occur during economic re-
cessions and declining values, but could also occur when real estate values and
prices are relatively stable, rather than rising as in recent years. Surely, prudent
lenders must be prepared for such an eventuality.

Heavier tax burdens 'Imposed on mutual thrift institutions would clearly
weaken,- their ability to compete with commercial banks and hence 'reduce the
supply of funds for housing and inner city rebuilding. In sum, Administration
fears that the House-passed tax revisions would limit "free and open competi-
tion between thrift institutions and commercial banks" more aptly apply to its
own proposals. If the Congress, however, decides to impose excessively burden-
some tax provisions on thrift Institutions, then the Congress should also permit
mutual savings banks the powers to compete effectively with commercial banks.

'THE HOUSMJ-PASSEI) PROPOSAL

One objection ot the House-passed tax provision is that it imposes a relatively
narrow investment standard on mutual savings banks. The need for investment
flexibility for mortgage-oriented Institutions 'Is widely recognized as essential to
strengthening their ability to attract savings and generate an expanded supply
of mortgage credit over the economic cycle. By liquidating nonmortgage invest-
ments, savings banks were able to channel an amount equivalent 'to 108 per cent
of deposit growth into mortgage loans during the 1966 credit crunch, and over
100 per cent In the first seven months of 1969. The importance of such flexibility
was reemphasized in a major Congressionally authorized study just completed
for the Federal Home Loan Bank Board under the direction of Professor Irwin
Friend. It seems clear that the objective of encouraging expanded mortga.;e flows
can be better accomplished by not establishing narrow investment standards.
Furthermore, flexible powers for financial institutions are better agreed '.o meet-
ing the nation's changing social and'economic priorities over the years.
: We do, of course, understand that the objective of the House measure is to

relate bad debt reserve allowances to investments in specific types of assets. The
House does, however, recognize the need of mortgage-oriented thrift institutions
for bad debt reserve allowances different from those of non-mortgage-oriented
commercial banks. If the Congress feels that an Investment standard should be
imposed on savings banks for the, first time, we urge that it be broadened to In-
clude all types of mortgage lending, which are essential to the rebuilding of
outr urban -area

-We urge additional revisions In the House bill. Our recommendations In this
re~peet are detailed in the comprehensive statement submitted to this Committee,
which we request be Included ii the printed record of these hearings. In partic-
ular; we stroftly, believe that the present 60 per cent maximum perCentage of
Income bad debt reserve alloince be retained rather than reduced to 80 per
cent, In order to avdid A further major reduction in housing credit.

-. . -y ,. , .... . . .. • .; , .. . . .
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CONCLUSION

All things considered, the savings bank industry firmly believes that the
present tax provisions for mutual savings banks accomplish for housing exactly
what the Congress intended-a strong stimulus to residential mortgage flows.
The proposed changes, if enacted, would be particularly unfortunate at the pres-
ent time when housing and mortgage credit are already depressed and likely
to deteriorate further. It is Important to note that current tox obligations of
savings banks are rising and will rise significantly further without changing
the present tax laws.

The National Association of Mutual Savings Banks has given careful con-
sideration to the two proposals before this Commitee to revise the tax treat-
ment of financial Institutions. We believe that, contrary to their own stated
objectives, they would have a seriously adverse effect on the flow of credit into
housing and other socially desirable uses. Of the two, however, we believe the
House-approved measure as modified in our statement, would be less harmful
to housing.

STATEMENT

Mr. Chairman and members of the Committee, my name is Edward P. Clark.
I am President of the Arlington Five Cents Savings Bank of Arlington, Massa-
ehusetts, and Chairman of the Committee on Taxation of the National Associa-
tion of Mutual Savings Banks.

I am accompanied by Dr. Grover W. Ensley, Executive Vice President of the
National Association of Mutual Savings Banks; Dr. George Hanc, Director of
Research ; and Mr. Jack S. Older, Assistant General Counsel.

The National Association of Mutual Savings Banks represents substantially
all of the nation's 500 mutual savings banks. These banks are located In 18 states.
Since 1816, when the first savings banks were founded, they have pursued two
main functions: (1) to encourage and protect the savings of individuals, and
(2) to channel these savings into productive investments, mainly mortgage loans.

Today, mutual savings banks have over $73 billion in total assets (Table 1).
Seventy-five per cent of their total assets, or over $54 billion, Is in mortgage
loans, and. of this $54 billion, over one-half is in F'HA and VA mortgage loans.
Besides serving local mortgage credit needs in their communities, savings banks
hold about $15.1 billion in loans on properties in the 32 nonsavings bank states
where demands for housing credit have been especially strong (Table 2). More-
over, mutual savings banks are the leading private institutional lenders under
the basic FHA urban home renewal and redevelopment programs.

TABLE I.-COMPOSITION OF ASSETS AND LIABILITIES OF MUTUAL SAVINGS BANKS, JUNE 30, 1969

[Dollar amounts in millions]

Percent Percent
Assets and liabilities Amounts of assets Assets and liabilities Amounts of assets

Cash ........................ $865 1.2 Other loans .............. 1,633 2.2
U.S. Government securities..-- 3, 618 4.9 Other assets ............... 1,306 1.8
Federal agency securities ...... 1,939 2.6
State and local government Total assets ............ 73, 316 100. 0

securities .................. 192 .3
Corporate and other bonds..... 6,983 9. 5 Deposits ..................... 66,243 90.4
Corporate stock ............... 2,107 2.9 Other liabilities ............... 1,664 2.3
Mortgage loans ............... 54,672 74.6 Gene~al reserves .............. 5409 7.4

F. ................. 15,910 21.7
VA ..................... 12, 356 16.9 Total liabilities and
Conventional ............. 26,407 36.0 reserves ............. 73,316 100.0

Note: Breakdown of mortgage holdings is partially estimated on the basis of data for the end of 1968.

ource: National Association of Mutual Savings Banks.
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TABLE 2.--MORTGAGE LOANS HELD BY MUTUAL SAVINGS BANKS IN SELECTED NONSAVINGS BANK STATES.

OCT. 31, 1962, AND SEPT. 30, 1968

(Amounts In millions of dollars)

Oct.31 Se4.30 OcL 31 Sept. 30,
State 096 196i State 1961 1968

California .................... 2,196 4,725 New Mexco .................. 126 171
Texas ....................... 987 1,483 Utah ........................ 98 151
Florida---------......... 1,070 1462 Kentucky .................... 84 135
Vrgnia- -...................... 604 1,176 Arkanss a------------------- 24 82
Goia - ------------------- 3.. 722 Kansas-------------------- 68 81
Loulsla -a------------------ 21 465 Nebtaska ------------------- 34 73
Michlan .................. 340 456 Idaho ---------------------- 4 27
Tnne-- ................... 221 412 Iowa ........................ 13 25
Arizona ...................... 351 364 Montana -------.............. 2 8
Illinois --------------------- 163 342 Qtqr nonsavings bank states.. 958 2,211
Oklahma .................. 114 280 Total nonsavinis batk states... 8,290 15,078
Missouri ..................... 141 228 Total mortgage holdings ------- 31,583 52,410

Source: National Association of Mutual Savings Banks.

Aooo&npn 8ammts oj' the 1968 Tao Law
As we testified before the House Ways and Means Committee, we believe that

the present provisions of the Internal Revenue Code affecting mutual savings
banks, which were en&Ated in 1962, accomplished for housing exactly whstt the
Congress intended--a strong stimttu$ to residential mortgage flow&" They have
permitted mutual savings banks to establish realistic bad debt reserve allow-
ances in light of the risks incurred by mortgage-oriented thrift intsitutions
which "borrow short and lend long," primarily on residential real estate. In
this regard, Treasury Department data indicate that mutual savings banks
since 1962 have actually had smaller bad debt reserve deductions, re~latlve to
loan growth, than either savings and loan associations or commercial banks
(Table 3).

The strong stimulus provided by the present law to the flow of mortgage
credit, particularly for FHA and VA mortgage loans and for urban revitalization
programs, is indicated by the record of the savings bank industry since 1962.
From the end of 1962 to the end of 1968, mutual savings banks increased: (1)
their total mortgage holdings by $21 billion; (2) their overall ratio of mortgage
loans to total assets from 69.5 to 74.9 per cent (Table 4) ; and (3) their FHIA
and VA mortgage portfolios by $&6 billion, far more than the combined expan-
sion in FHA and VA mortgage holdings for all other private Institutional
lenders (Table 5). By liquidating nonmortgage Investments, mutual savings
banks were able to channel into mortgage loans an amount equivalent to 108
percent of their deposit growth during the credit crunch of 1966. More recently,
In the first seven months of 1969, another period of mortgage credit stringency,
mortgage holdings of mutual savings banks rose by $1.0 billion, an amount
equivalent to over 100 per cent of their deposit growth.

TABLE 3.-DEDUCTIONS FOR BAD DEBTS RELATIVE TO GROWTH IN "ELIGIBLE" OR "QUALIFYING" LOANS-MUTUAL
SAVINGS BANKS, SAVINGS AND LOAN ASSOCIATIONS, AND COMMERCIAL BANKS 1963-66

IDollar amounts In millions]

Mutual
savings Savings and Commercial

banks loans banks

1. Deductions for bad debts for tax purposes, 196346 ................. $431 $1.991 $2,862
2. Increase in "eligible" or "qualifying' loans, !963-66 ............... 15,137 35 671 81 251
3. Ratio of number I to number 2 In percent ......................... 2.85 !.58 .52

Note: Data for number I are from "Tax reform studies and proposals, U.S. Treasury Department' ' Committee on Ways
and Means of the U.S. House of Representatives and Committee on Finance of the U.S. Senate. 91st Cong., first sas., Feb.
5, 1969, pt 3, table 3, p 473. Data for mimer 2 refer to the Increase in eligible loans ot commercial bank from the same
source. table 4 p. 47, alind to Increases in mortgage loans htld by mutual savings banks and savings and loan associations,
as reported In the "Federal Reserve Bullatn.-

I See Ta" Reform, 1989, Hearings Before the Committee on Ways and Meens House of
Representatives, 91st Congress, 1st Session, Parf 10, Match 24, pp. 8469-350T, hereinafter
rtrerred to as "Taz Reform Heartings."
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|Dollar amounts in millions

Mortgage- Net increase Gross
Mortgage Totai asset ratio in morag. mortgage
holdings assets (percent) holdings acquisitions

1962 ................................. $32,056 $46,121 69.5 $3,155 $6,245
1963 ................................. 36,007 49,702 72.4 3,951 7,706
1964 ................................. 40,328 54,238 74.4 4,322 8,500
1965 .......................... 44,433 58,232 76.3 4,105 8,654
1966 ..... 47,J93 6082 77.4 2,759 7,066
1967 ................... .... "0 "1 66,365 75.8 3,118 7,417
1968 ................................. 53,286 71,152 74.9 2,798 7,015

Note: Data on mortgage holdings, total assets sad mnortgage-asset ratio are as of year end.
Source: National Association of Mutual Savings Banks.

TABLE r.-HOLDINGS OF FHA AND VA MORTGAGE LOANS BY MAIN TYPES OF INSTITUTIONAL LENDERS, 1962-68
[Amounts in millions of dollars]

Total Mutual Savings Life
insttutional savings Commercial and loan insurance

lenders banks banks associations companies

Holdings, end of year:29
1962 ............................. 56,256 19,025 9,174 11,486 ,$7
1963 ............................. 59,954 21, 74 9,017 !1,656 17,1571964....... .... ....... °........... 6 9? 23,40 10,057 1 I, 577 17, 887
1965 ............................. 65,486 25,199 10,390 11.543 1 354
1966 ............................. 66,094 25, 871 10,143 11,428 1 ,5521967 ............................. 67,707 26,869 10,405 12,150 18, 283i968 ............................. 69,903 27,602 10,634 13,670 17,997

Charge in holdings, 1963-8:
Amount .......................... 13,647 8,577 1 460 2 184 1 426Percentage distribution ............. 100.0 2. 8 10.7 16. 0 10.4

Note: Data on changes in holdings are for the period from the end of 1962 to the end of 1968.
Source: Board of Governors of the Federal Reserve System.

Furthermore, tax payments of mutual savings banks are rising and will con-
tinue to rise without any change In the present law because of the declining Im-
portance of the largely temporary factors that reduced tax payments in past
years. These factors were: (1) the widespread use of the present 3 per cent bad
debt reserve provision which allows mutual savings banks, in general, to deduct
3 pe. cent of moicgage loan growth; (2) huge losses on the sale of bonds undet
taken to meet liquidity needs and provide fun ds for mortgage lending; and
(3) sharp increases In interest payments to deposIto-i.

Many mutual savings banks, however, are shifting from the 3 per cent method
to the 60 per cent of inc6'ne method because their mortgage-asseto ratios are now
stabilizing at high levels. Losses on bond sales should assume smaller proportions
as mortgage-asset ratios stabilize. As mortgage r.plyraents are reinvested at
higher interest rates, net earnings fre Increasing. And savling- banks are seeking
to strengthen their total general reserves through increased eesn!ngs retention.
All of these factors are contributing to Increased taxable ir,-o, es and tax pay-
ments under the present law.
Impact of Proposed Tax Changes

Before this Committee now are two proposals for revising the tax treatment
of financial institutions-sections 441-443 of the Houge-passed 5L'ax Reform bill
(H.R. 13270) and the Administration proposal presented to this Comnittep on
september 4. These proposed changes differ In certain basic respects. is bet cccen
the two proposals, we believe that the House bifl, despite its serious adverse
effects on housing credit, would provide a better basis for the taxation of mort-
gage-oriented Shrift inetitutiots, assuming that the Congress decides that the
present tea law mut be changed. This Is because it would appear to be more
feasible to modify the House bill, as indicated later in this statement, in order
to reduce Its harmful impact on housing and urban revitellsation programs,
while, at the same time, significantly increasing tax payments of all financial
institutions. As also noted later, the modifications needed to reduce the Admin-
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istration proposal's adverse impact on housing credit would require basic changes
in its structure.

it should be reemphasized, however, that, in our judgment, both proposed
changes---eslcially the Administration proposal, but also the House bill if our
suggested modifications are not adopted-would have similar, harmful effects on
mortgage oriented thrift institutions, savings depositors and housing and urban
revitalization programs.

First, in view of the much broader powers enjoyed by competing commercial
banks, enactment of either proposal would place a dispr6portionatc burden of
increased tax payments on mutual thrift institutions, the main source of housing
credit. Commercial banks presently have powerful competitive advantages, in-
cluding a wider range of financial services, authority to make high-yield busi-
ness and consumer loans, the greater flexibility inherent in short-term lending,
the ability to acquire capital through the sale of stock, ability to tap wide sources
of loanable funds, and the profitable use of Interest-free demand deposit and
money creation powers. If mutual thrift institutions pay taxes at the effective
rates contemplated by these proposals,' they would be placed at a serious com-
petitive disadvantage relative to commercial banks. In this regard, the House bill
is apparently designed to raise the effective rate of taxation more sharply for
thrift Institutions than for commercial banks. With respect to the Administra-
tion proposal, Assistant Secretary Cohen Indicated In response to questioning by
Committee members, that thrift Institutions and commercial banks wouid all pay
taxes at an effective rate of about 29 per cent of "economic income" (assining
that they have sufficient gross income from residential mortgages and other
qualifyIng loans under the 5 per cent provision discussed later).

In actuality, such comparisons of effective rates of taxation, based on so-called
"economic Income," greatly underestimate the increased tax burden on mutual
thrift institutions, and, therefore, the harmful consequences for housing. "Eco-
nomic Income," greatly underestimate the increased tax burden on muaual thrift
institutions, and, therefore, the harmful consequences for housing. "Economic
income," as used by Treasury officlas, is not defined Jn the tax law. It does not
reflect any deduction for bad debt reserves (except as determined by recent loss
experience). If a realistic allowance for potential mortgage losses were deducted,
projected tax payments could then be related to a more meaningful and consider-
ably lower amount of "economic Income." The resulting effective tax rates of
thrift institutions would then be even higher than Treasury officials suggest.

Such a realistic bad debt reserve allowance would reflect the greatly different
reserve needs of mutual thrift institutions whose assets are dominated by long-
term mortgage loans. It would also reflect accurately the potential losses on
mortgage loans. To be sure, losses have been unusuaUy low during the inflation-
ary postwar economic boom, reflecting in large part the sharp and prolonged rise
in real estate values end burgeoning housing demands since the end of World
War I. In a period of serious economic decline, or even a period of extended
stability in real estate values and overall prices, however, greater losses can be
anticipated. Mortgage losses during the depression of the 1930's were extremely
high. Massachusetts savings banks during the 1931-45 period sustained mortgage
losses equivalent to 17.4 per cent of average mortgage holdings for the period,
and 14.3 per cent of holdings as of the end of 1930.' While a depression of the
magnitude experienced in the 1930's is not expected, a future severe recession,
accompanied by significantly Increased losses on mortgage loans, cannot be ruled
out. Furthermore, It must be recognized that in a period of relativo'v stable
prices and real estate values, which we hope can be achieved, greater mortgage
losses must be expected.

Thus, the proposed tax changes would impose levels of taxation on thrift in-
stitutions that: (1) ignore the broader powers and competitive advantages of
commercial banks; and (2) are in actuality considerably higher than is suggested
by "economic income" comparisons. The increased tax burden imposed by these
proposals, would weaken the ability of mutual thrift institutions to compete
with nonmortgage-oriented commercial banks. It would also reduce their ability
to maintain adequate reserve needed for protection against potential losses on
long-term residential loans and to meet requirements of supervisory authorities.
Unlike commercial banks which have the option of selling new stock to acquire
additional capital, mutual savings banks caft accumulate protective reserves only
trough the retention of earning . -

J reformm Hestise p. -3488.
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Second, enactment of either the provisions in the House bill in it8 present form
or the Adininittration proposal would reduce, rather than stimulate, the supply
of mortgage cedit for housing and urban revitalization programs. This reduction
would result from a combination of forces stimulated in varying degrees by the
two proposals. The weakened competitive position of mutual thrift institutions
would lead to a diversion of the flow of saving to nonmortgage-orlented commer-
cial banks. As discussed more fully later, the Administration proposal would
eliminate' any bad debt reserve allowance (other than that provided by recent loss
experience) and deny to many savings banks the "special deduction" proposed
as a substitute. The resulting reduced ability of mutual thrift institutions to set
aside realistic bad debt reserve allowance for-term mortgage loans would stim-
ulate shifts of funds to less risky nonmortgage investments. Ultimately, many
thrift institutions would be compelled by competitive pressures to convert into
commercial banks, and adopt their nonmortgage lending pattern. Even If there
should be -any Increase in mortgage lending by commercial banks--which is
doubtful because of their basic, short-term nonmortgage orientation-this would
be far outweighed by reduced mortgage flows from thrift institutions. Reflecting
fundamental differences in investment orientation, mortgage loans represent
about 75 per cent of mutual savings bank assets, compared with only 14 per cent
of commercial bank assets.

The resulting reduction in funds for housing and urban revitalization would
represent a cost to the nation which, in our judgment, would far outweigh any
immediate increase in the tax payments of mutual thrift institutions. Moreover,
due I their weakened competitive position and reduced ability to set aside
needed reserves for future miortgige losses, we doubt that mutual thrift institu-
tions in the long-run would be able to attract the volume of saving apparently
expected. With reduced rates of growth in resources, their taxable incomes and
tax payments could fall short of projected amounts. Estimates of increased
revenue resulting from enactment of these proposals apparently assume con-
tinuation of strong rates of growth at these institutions. It is hazardous to make
any such assumption in view of the fierce competition for savings. We are not
attempting here to make any revenue esthuates, but we feel it is reasonable to
believe that if the present law were retained, and mutual thrift Institutions
were allowed to compete more effectively for savings, there would be more money
for housing, higher incomes for thrift institutions, and an increasing volume
of tax payments by thrift institutions in the years ahead.

We recognize, however, that there are strong pressures for changes in the
tax treatment of financial institutions, including mutual savings banks. If this
Committee, after considering the harmful effects on housing, concludes that
mutual thrift Institutions should be taxed more heavily, we urge that certain
modifications in the House bill be adopted to reduce its adverse consequences
for housing and urban revitalization programs:

Needed Modifications in the Provisions of the House Bill
As passed by the House, section 442 of H.R. 13270 would make the follow-

ing changes in the bad debt reserve provisions of mutual savings banks:
1. Repeal the present 3 per cent provision which permits these institutions,

In general, to deduct 3 percent of the growth in their mortgage holdings as an
addition to bad debt reserves; and

2. Reduce the alternative percentage of income bad debt reserve allowance by:
a. Lowering the maximum allowance from 60 per cent of taxable income

to 30 per cent over a ten year transition period;
b. Permitting mutual savings banks to qualify for the maximum allowance

only If they have 72 per cent of their total assets in certain specified types of
qualifying assets;

c. Lowering the maximum allowance for mutual savings blnks that do
not meet the 72 per cent standard according to a sliding scale provision;
and

d. Denying any percentage -,f income deduction to mutual savings banks
that have less than 60 percent of their total assets in qualifying assets.

Similar changes were mode in the bad debt reserve provisions of savings iiid
loan associations. Under section 441 of the House bill, commercial banks w,,ild
no longer be permitted to accumulate bad debt reserves up to 2.4 per cent of
eligible loans and would be required to deduct additions to bad debt reserves
on the basis of actual lo.s experience only.
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The modifications we urge in the House bill are as follows:
1. Eliminate the 72 per cent investment standard;
2. If elimination of the Investment standards is contrary to Congressional

poicy, then chang, the standard In these three ways:
a. Broaden the list of qualifying assets to include all mortgage loans

which are essential to residential living and the rebuilding of our decayingurban centers;
b. Revise the sliding scale provision Which requires a reduction of the

percentie of income bad debt deduction for each percentage point a savings
bank iW below the 72 per cent standard in order to reduce the penalty Im-
posed in the earlier years for which the new provisions will be effective; and

c. Eliminate the provision which denies any percentage of income deduc-
tion to savings banks with less than 60 per cetit of thlir total assets in quail-
fying a ts; and

3. Retain the 60 per cent maximum percentage of income deduction rather than
reduce it over a ten-year period.

Elimination of the 72 per cent Investment standard for savings banks would
be consistent with widespread, bipartisan, public and private, recognition that
increased, investment flexibility for mortgage-oriented thrift institutions is
the best iiean of strengthening their ability to attract savings apd generate
an expanded long-run supply of mortgage credit.$ The importance of investment
flexibility for mortgage-oriented thrift institutions was demonstrated drama-
tically during the 1966 mortgage credit crisis. Because of their broader invest-
ment powers, mutual savings banks were better able than savings and loan
associations to compete for savings, meet liquidity pressures and satisfy local
mortgage credit demands. Flexible investment powers, moreover, have per-
mitted mutual savings banks to adjust their lending policies to meet the na-
tion's continually changing social and economic priorities. The importance
of investment flexibility was reemphasized in a major, Congressionally-author-
ized study just completed for the Federal Home Loan Bank Board under the
direction of Professor Irwin Friend.'

As Secretary Kennedy testified before this Committee on September 4:
Investment restrictions limit the ability of the thrift institutions to

compete for savings during periods of tight money. They also fail to rec-
ognize other important national goals.

While we strongly believe that elimination of the 72 per cent investment
standard is desirable, we recognize that the House sought to to relate the per-
centage of income bad debt reserve allowance to investments in certain types
of assets. If this requirement is retained, the list of assets qualifying under
the 72 per cent standard should be broadened to include all mortgage loans,
which are essential In rebuilding our urban centers. At the very least the
standard should Include the types of loans indicated below.

The House bill now Includes loans made to improve commercial property in
urban renewal and Model Cities areas and loans secured by educational, health,
and welfare facilities. It does not go far enough, however, since numerous, other
supplementary and supportive facilities are essential adjuncts to family living
In all areas. Individuals and families must have ready access to shopping and
service facilities for food and clothing, as well as facilities for the repair and
servicing of household appliances and automobiles. Moreover, in urban renewal
and Model Cities areas, there is a critical need for job-creating facilities, such
as factories, office buildings, warehouses, industrial parks and transportation
facilities.

Furthermore, the House bill Includes mobile homes not used on a transient
basis, but does not Include the mobile home parks in which qualifying mobile
homes will be located. In many sections of the country the development of mo-
bile home parks is vital In helping to provide low-cost housing sites.

Individuals and families transferring to new areas because of better job op-
portunities often need to use transient living facilities when permament facili-
ties are not immediately available. Thus, hotels and motel facilities are also
essential parts of the total living environment in our society which is marked
by a high degree of mobility and wide ranging opportunity.

sTax Reform Hearings, pp. 8491 sui 8492. 1
,'Irwin Friend. Study of the Svfpgs and Loan Industryo Summary aged Reoomme.da-

Vons, Prepared for the Federal Home Loan Bank Board, Washington, D.C., September,
1969.
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Therefore, we suggest that the list of assets qualifying for purposes of meet-
ing the 72 percent investment standard be broadened to tuclude all mortgages,
particularly the following:

1. Loans secured by shopping and service facilities;
2. Loans secured by property in any urban renewal area (as defined in

section 110(a) of the Housing Act of 1949, as amended) or In any area
covered by a program eligible for assistance under section 103 of the Dem-
onstration Cities and Metropolitan Development Act of 1966, as amended.
This would be in addition to loans for the improvement of such properties
already included In the bill;

3. Loans secured by mobile home parks; and
4. Loans secured by hotels and motels.

In addition, several technical problems must be solved in drafting a final
version of the Investment standard. These problems are discussed in the Ap-
pendix following the statement.

As to the revision of the sliding scale provision, the House bill provides that
a mutual savings bank with less than 72 percent of its total assets in qualifying
assets would be required to reduce the maximum percentage of income bad
debt deduction by a certain number of percentage points for each percentage
point that its ratio of qualifying asets falls below the standard. In tile first
two years for which the new law would be effective, the reduction in reserve al-
lowances is two percentage points for each one percentage point below the 72
per cent standard. For the next five years the reduction would be 1% pots for
each point below the standard, and thereafter the reductioh would be on a one-
for-one basis. A sliding scale Is essential if the 72 per cent standard is retained
since about one-fifth of the savings banks have qualifying asset ratios below
72 per cent of total assets. It is clear, however, that the specific sliding scale
provision in the House bill works a greater hardship on mutual savings banks
in the initial years for which the new provision would be effective.

This Is neither reasonable nor equitable. Many mutual savings banks would
seek to alter the composition of their assets to meet the investment standard.
As long-term lenders, they would need many years to make the necessary
changes, and should not be penalized while attempting to shift their assets in
line with the objectives of the bill. Thus, It would be more equitable to revise
the sliding scale provision so that the reduction would be permanently one
percentage point In the reserve allowance for each one percentage point that
an Institution's qualifying asset ratio Is below the 72 per cent standard.

Deletion of the provision denying the percentage of Income bad debt reserve
deduction to savings banks with less than 00 per cent of total assets in qualifying
assets is desirable since, otherwise, these Institutions would be allowed bad debt
deductions only on the same basis as commercial banks, without having the brolid
powers and competitive advantages enjoyed by commercial banks. They might
be forced to convert Into commercial banks in order to preserve their competitive
viability. While the number of mutual savings banks involved is small, a sig-
nificant reduction in housing credit could result in certain local market areas.
Our recommended deletion would provide some small percentage of income
deduction for these mutual savings banks below 60 per cent, while they sevk
to Increase their mortgage holdings and qualify for higher reserve allowances.

Finally, we believe that the present reserve allowance of 60 per cent of Income
Is justified for all mortgage-oriented thrift Institutions, and should not be re-
duced to 30 per cent as provided in the House bill. As long-term lenders, both
mutual savings banks and savings and loan associations are especially vulnerable
to large-scale losses in a severe economic recession, depite the favorable ex-
perience of recent time. They must accumulate adequate reserves during periods
of prosperity to meet the losses that can occur If real estate markets undergo a'
severe decline.

The need for adequate reserves would not be obviated by the provision in the
House bill permitting financial institutions to carry back net operating losses
for ten years, rather than three years as In the present law. While this provision
Is desirable for the long run and should be retained, it would have little practical
application in the immediate future. Taxable incomes of mutual savings binks
have been small In relation to loan holdings, and tax refunds would not cornpeu-
sate for potential loan losses.

Retention of the present 00 per cent bad debt reserve allowance would permit
savings banks to compete more effectively for savings and provide more mortgage
credit, while generating an increasing volume of tax revenue. Recently available

33-865--89-pt. 3- 6
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ndustrywide figures suggest that savings banks, operating increasingly under
the 60 per cent provision in the present law, expect to pay four or five times
as much tax in 1969 as in 1967, without any change in the present law.

The Adminitration Proposal
The Administration proposal provides a basically different approach to the

taxation of financial institutions than the House bill. As Treasury officials
testified before this Committee, the Administration proposal would:

1. Eliminate any bad debt reserve allowance for thrift Institutions (other
than that provided by recent loss experience) and substitute a "special
deduction" for thrift institutions and commercial banks of 5 percent of
gross interest income on residential and certain other loans;

2. Limit this special deduction so that it could not reduce taxable income
below 00 percent of taxable income adjusted to include the full amount of
dividend income and tax-exempt Interest; and

3. Phase in the increased tax burden on mutual savings banks and savings
and loan associations over a five-y6ar period, instead of the ten-year transi-
tion period provided in the House bill.

Commercial banks would tend to be more lightly taxed under the Administra-
tion proposal than under the House bill. Among thrift institutions, the burden
of increased taxation would tend to be shifted under the Administration bill
toward institutions that have utilized flexible investment powers, contrary to
the stated objective of the Administration as indicated by Secretary Kennedy
before this Oommittee,

The slecial deduction is designed to encourage the flow of funds into residential
construction and other socially preferred uses. In view of their basic, long-
standing mortgage orientation, mutual savings banks need no special induce-
ment to invest in residential mortgage loans. Nor do they seek any such Induce-
ment. Rather, as indicated earlier, mutual savings banks seek a bad debt
reserve allowance that will realistically reflect the risks involved in long-term
mortgage lending. A realistic reserve allowance-that would enable thrift insti-
tutions to set aside needed reserves in the light of potential mortgage losses.
and enable them to compete effectively for savings-is a far better means of
encouraging an adequate flow of mortgage credit.

Even apart from these considerations, the special deduction would provide
a highly Imperfect incentive for channeling funds into these uses because of the
60 percent limitation. It would vary widely In a manner unrelated to the insti-
tution's residential mortgage lending activity. Two institutions having identical
proportions of assets in mortgages and experiencing identical rates of growth
In mortgage holdings might qualify for greatly different special deductions. The
highly variable incentive for residential mortgage lending provided by the special
deduction proposed by the Administration contrasts with the present law, since
bad debt reserve deductions under the 3 percent provision are geared precisely
to mortgage growth and under the percentage of income allowance are limited
by the celm!ug of 6 percent of real property loans.

Based on published balance sheet data and reasonable assumptions regarding
yields on various types of assets, the savings bank industry as a whole would
qualify (after transition periods are completed) for a special deduction of less
than ten percent of "economic income." Indeed, many savings banks-as a rough
estimate, about one-half of our institution--would have no special deduction
under the Administration proposal. Despite the fact that 'he overwhelming
proportion of their assets are in residential mortgage loans, these Institutions
would be taxed in the same manner as nonfinancial corporations and wold be
denied the special deduction designed by the Administration specifically for
financial institutions and to encourage real estate lending. In contrast, under the
House bill, only about 2 percent of the savings banks would be denied the per-
centage of Income bad debt reserve deduction.

Enactment of the Administration proposal in the form presented to this Com-
mittep would lead to major changes in assets and structure by many mutual
savings banks. Denied both a realistic bad debt reserve deduction, and in many
cases, the proposed special deduction, many institutions would shift funds from
mortgages into less risky investments. Ultimately, many mutual thrift institu-
tions would convert into commercial banks In order to acquire the broader power-I
commercial banks enjoy. State laws of many savings bank states already permit
such changes. Indeed, the second largest mutual savings bank in New Hampshire,
inotivRed, iu pact. bY apprehension regarding rumored savings banktax changes,

-
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has already taken steps to convert into a conimerical bank. Where present legal
authority is lacking, permissive legislation would undoubtedly be sought

The result of such changes, both immediately and in the long run, would be a
prediction In the flow of mortgage credit into housing and urban revitalization
programs. as soie mutual thrift iiLstitutions shift funds to nonmortgage invest-
nwiits and others convert into conunerical banks and adopt their nonmortgage
len,ling ilmttern. As noted earlier, the increased overall tax burden on mutual
thrift ii--:itutons, In the face of the competitive advantages of commercial
baziQ. would further reduce the supply of housing credit, Taking all these
eff(,r-ts into account, we believe that the Administration proposal would fail to
aeheve its stated objective of encouraging the flow of funds into residential
mortgages and other loans made pursuant to national objectives. It would
certainly result in major changes in our industry's financial structure.

We do not believe that the Administration proposal ca t lie modified in a manner
that would result in realistic tax provisions for mutual thrift Institutions, while
retaining its present structure, because it has two principal defects:

1. The fact that the Administration proposal does not provide a realistic
bad debt reserve provision for mortgage-oriented thrift institutions; and

2. The fact that the special deduction proposed as a substitute for a bad
debt reserve allowance would not be available, in practice, to many savings
banks.

To correct the first defect, it would be necessary to adopt an approach similar
either to the present law or to the House bill with the modifications we have sug-
gested. To correct the second defect, it would be necessary to remove the 60
per cent limitation, or reduce it to a considerably lower figure, and to make addi-
tional changes in the 5 per cent provision. A major restructuring of the Adminis-
tration proposal would be necessary, therefore, to provide a reasonable basis for
taxing mutual thrift Institutions. Such a major restructuring seems Impractical.
Therefore, we believe that the House bill, despite its seriously adverse effects on
housing credit, could provide a better basis for the taxation of mortgage-oriented
thrift institutions, assuming that the Congress decides that the present tax law
must be changed.

Conclusion
The savings bank industry reiterates that the present law enacted in 1962

accomplished for housing exactly what the Congress intended-a strong stimulus
to residential mortgage flows-and will provide an increasing flow of tax revenue
from thrift Institutions In future years. We recognize that the Congress may,
nevertheless, decide to impose heavier taxation on thrift institutions. There-
fore, we have suggested what we believe to be constructive recommendations for
modification of the House bill which would reduce the harmful impact on hous-
ing and other vital national programs.

If the Congress, however, decides to impose excessively burdensome tax pro-
visions on thrift institutions-especially the Administration proposal, but also
the House provisions without the modifications suggested in this statement-
then the Congress should also permit mutual savings banks the powers needed
to compete effectively with commercial banks.

APPENDIX

TECHNICAL CONSIDERATIONS RELATING TO SECTION 442 (MUTUAL SAVINGS BANKS,
ETC.) OF H.R. 13270

Section 442(a) of H.R. 13270 (Tax Reform Act of 1969) would change section
593(b) of the Internal Revenue Code of 1954 which provides rules for the allow-
aInce of tax deductible bad debt reserve additions by mutual savings banks and
savings and loan associations. There are basically two changes: (1) repeal of
the 3 percent method which allows thrift Institutions to deduct 3 percent of their
mortgage loan growth, and (2) modification of the percentage of taxable income
method which allows them to deduct 60 percent of taxable income. The modifica-
tion of the percentage of taxable Income method, as set forth In section 442, pre-
sents certain technical problems.

Section 593(b) (2) and (3) of the Code would be amended io permit a mutual
savings bank to take the maximum percentage of taxable Income deduction only
If 72 percent of its total assets are assets described In section 7701(a) (19) (C)
of the Code. Section 442(b) of H.R. 13270 would amend section 7701 (i) (19) (C)
of the Code to describe the assets which must comprise 72 percent of total assets.
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It should be noted that the purpose of section 7701 (a) (19) is to define a "Domes-
tic Building and Loan Association," and that mutual savings banks are for the
first time affected by subparagraph (41) of section 7701(a) (19) for purposes of
an investment standard rather than a definition. This necessitates some clarifica-
tion to make sure that mutual savings banks are given equitable treatment with
respect to determining the qualifying assets they hold for purposes of the
investment standard.

For example, section 7701(a) (19) (0) (iv) as amended, refers to "loans se-
cured by a deposit or share of a member." It should be made clear that loans
secured by a deposit in a mutual savings bank, 9s well as a savings and loan
association, are in this category. Mutual savings banks do not have members,
and recently, savings and loan associations were permitted to amend their char-
ters to have their account holders denominated as depositors rather than
members.

Section 7701(a) (19) (C) (x) refers to "property used by the association In the
conduct of the business described in subparagraph (B)." It should also be made
clear that property used by a savings bank in the conduct of its business
qualifies.

Furthermore, section 7701(a) (19) (C) (v) refers to "loans secured by an Inter-
est in rWal property which is . . . residential real property . . ." Savings banks
make loans secured by large apartment houses. These apartment houses often
contain space for stores or offices which are essential adjuncts to residential
living in urban areas and often occupy space unsuitable for residential dwelling
purposes. As a result, there may be some uncertainty in determining the portion
of this kind of loan which qualifies under the 72 percent standard.

The Treasury regulations under present section 7701(a) (19) recognize this
problem and provide a rather complicated rule for determining the portion of a
mixed loan which qualifies for definitional purposes. Reg. § 801.7701-13(k) deals
with amount and character of loans, and it requires a comparison based on the
loan valhe of qualifying property to the amount of the loan involved. In the
interest of easier administration of the law and better taxpayer understanding
it would be appropriate to provide a statutory rule which is less complicated
than the current regulations. For example, it would be simpler and more
equitable to allow a loan secured in part by residential property to qualify in
total if more than 50 percent of the property securing the loan is used on a
space basis for residential purposes.

Another problem relating to "loans secured by an Interest in real property
which is . . . residential real property . . ." is whether redeemable ground rents
are to be included In this category. In the state of Maryland, private homes are
often sold subject to so-called ground rents under which the home buyer assumes
an obligation to pay a fixed amount per year on the property and 5 years after
the creation of the ground rent, he may redeem the ground rent by paying an
amount computed by capitalizing the rental payment at a 6 percent rate. Mutual
savings banks in Maryland purchase redeemable ground rents thereby making
it possible for more individuals to afford to buy homes. These ground rents
make up about 7 per cent of savings bank assets in Maryland.

The Congress recognized that redeemable ground rents are In the nature of
mortgage loans when it enacted P.!1 . 88-9 in 1963, adding section 10,55 to the
Internal Revenue Code of 1954 and amending Code section 163 to provide for the
deduction of annual or periodic rental payments under a redeemable ground
rent as interest on an indebtedness secured by a mortgage. Moreover, the present
Internal Revenue Regulations relting to both mutual savings banks and savings
and loan associations define the term "loan" to include a redeemable ground rent.
Reg. j 1.693-11(a); Reg. 1301.7701-13(j) (i). It is submitted, therefore, that
section 7701(a) (19) (0) (v) of the Code, as amended by section 442(b) of H.R.
13270, should be changed to specifically refer to redeemable ground rents on
residential property as "loant, secured by an interest in residential real property."

Senator ANDEmSo0. Mr. Bliss.
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STATEMENT OF GEORGE L BLISS, PRESIDENT AND MANAGING
DIRECTOR, COUNCIL OF MUTUAL SAVINGS INSTITUTIONS

Mr. BLISS. My name is George L. Bliss. I reside in Mount Vernon
N.Y., and I am president and managing director of the Council of
Mutual Savings Institutions.

It is our position that section 442(a) of the House bill should be
withdrawn and set aside for further study and hearings, or the alter-
native hereinafter proposed should be substituted.

The practical effect of section 442 (a) is to nearly double the tax
payments required of these mutual institutions, which they can meet
only by either reducing the rate of interest-dividends paid on the
accounts of their savings members, or by increasing the rate of in-
terest charged to their borrowing members. _

At the end of 1968, the average size of the approximately 5,250
mutual institutions was $23 million.

Based on Treasury Department figures in the Ways and Means
Committee report, they paid taxes in 1966 of about $735 per million
dollars.

From a random sample of 20 such institutions, we estimate that
section 442 (a) when fully effective, will cost them an additional $595
per million dollars. The fact that such an increase is spread over 10
years makes it no less painful than to cut off a dog's tail by inches.

Because these mutual institutions have no capital stock, but dis-
burse all of their earnings after establishing required loss reserves,
there is no source for such an increase except (a) by reducing the in-
terest-dividends paid on accounts of savings members, or (b) by
increasing the interest charged to borrowing members.

The 6 percent ceiling g in the "Reserve for Losses on Qualifyig Real
Property Loans" is completely unrealistic. The mutual savings banks
entered the 1929-32 depression with loss reserves in the range of 12
percent to 14 percent. They came through that experience practically
unscathed. The mutual savings and loan associations confronted that
crisis with loss reserves that averaged no more than 5 to 6 percent.
Their survival rate was approximately one-half, that is, some 6,000
survived out of 12,000, or so. In 1951, when the Revenue Act of 1951
was pending, the State supervisors testified that these institutions
should be permitted to accumulate aggregate loss reserves of 15 per-
cent. The Congress set the figure at 12 percent. The ceiling decrease
to 6 percent was effected by the 1962 amendments. In consequence, the
ratio of loss reserves has been steadily decreasing, as is shown in the
following table-available data includes both mutuals and nonmu-
tuals. At the end of 1941, the loss reserve ratio was 7.9 percent of
resources.

At the end of 1951, it was 7.6 percent; at the end of 1962, it was 7 per-
cent; and at the end of 1968, it was 6.7 percent.

There is a chart attached to our statement which shows the ratio of
loss reserves from 1941 through 1968 and, on the copy I hold in my
hand, I have drawn a red line which indicates the year that each of these
tax amendments took effect. As you will observe, if you draw a line at
that point, the loss reserves decreased thereafter in each instance.
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Whereas theInfiernal Revenue Code provides that Any taxpayer may
deduct authorized, losses either on a direct charge-off bais or by the
reserve method, all mutual institutions must use the reserve method,
for these reasons:

(a) By statute or regulation, every mutual institution, without ex-
ception, must allocate a portion of earnings, before credit of interest-
dividends to its savings members, to reserves for possible future losses.
Following is an excerpt from a typical State law. [Condensed and
numbering added for clarity.]

When the net profits have been determined, if its loss reserves do not equal
10 percent of savings and 50 percent of book value of real estate held-(1) one-
twentieth of such net profit shall be credited to such loss reserve. (2) The balance.
together with any amounts remaining from previous periods, shall constitute
the undivided profits. The directors may transfer additional amounts to loss re-
serves or continue to carry as undivided profits such sum as they deem wise. (3)
The undivided profits shall be available for dividends, which shall be apportioned
upon the dues and dividends credited to members. Section 387 of the New York
Banking Law.

A similar law is to be found in the laws of practically every State.
The regulations of the Federal Home Loan Bank Board with respect
to Federal savings and loan associations are substantially the same.

In addition, such institution, if its accounts are insured by the Fed-
eral Savings and Loan Insurance Corporation, must meet the require-
ments of FSLIC regulations for allocations to loss reserves which,
under certain circumstances, may amount to 10 percent of net earnings,
before interest-dividends.

(b) Required to use the reserve method, by statute, regulation or
the need for survival, these institutions are further confronted by a
formula inconsistent with the basic principle of mutual operation,
in that the code--since the 1962 amendments-requires that both op-
erating expenses and the distribution of interest-dividends be first
deducted, and a tax imposed on a portion of the remainder.

(c) A further inequity exists in that the bill leaves unchanged the
requirement, first imposed in the 1962 amendments, and increases the
amount of tax on amounts so set aside and available only to meet
losses which are deductible under the direct charge-off basis, thereby
burdening these institutions with a tax on their losses-a condition
wh'idh we do not find paralleled in the case of other taxpayers.

It is not in the public interest that supervised financial institutions
should be subject to inconsistent or conflicting requirements arising
out of differing statutes under the jurisdiction of separate branches
of Government. This fact was recognized by the Congress when it
passed the 1951 act. The Congress concluded, and this was agreed to
bythose representing the affected institutions, that taxes should be
paid on amounts carried to surplus or undivided profit, and on any
allocations to loss reserves which exceed the bounds of reason. As
earlier noted, the supervisory authorities recommended deductible
allocations to loss reserves until they equal 15 percent of savings, and
the Congress agreed to the principle, but established the ceiling at 12
percent.

(a) Much has been said about the fact that but a modest amount
of taxes were collected, in consequence. The fact is, and the Congress
has recog nized it in its application to other mutual and cooperative
organizations, that these mutual institutions do not have any "taxable
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income" in the ordinary sense of the Word. This is demonstrated by the
following table, citing typical figures of a mutual institution with, say,
resources of $23 million.
Gro-ss earn ------ ----------------------------- --------- $138, 000
Less-operating expense --------------------------------------- 26, 000

Net income ------------------------------------------- 112, 000

Less-10 percent to logs reserves --------------------------------- 11,200
Less-interest-dividends --------------------------------------- 100,000

Total ------------------------------------------------ 111,200

Balance to undivided profits (taxable) ----------------------------- 800
"Tax equality," which has been the loudly proclaimed objective of

the commercial bankers for so many years, is a meaningless shibboleth,
unless accompanied by "investment equality." For 138 years, these
mllutual institutions have operated to provide a specialized community
service. Organized not for private profit but owned by those they serve,
they originated the monthly payment installment mortgage which has
madte this country a nation of homeowners. They originated install-
ment savings plans. Today, there are 5,250 of these mutually owned
thrift and home-financing institutions, located in every State, 2,000
of which are federally chartered and supervised, and another 3,250 are
State-chartered and supervised.

(a) The distinguished Secretary of the Treasury has recommended
certain revisions in subtitle E (comprising secs. 441, 442, and 443) of
the rending bill, emphasizing the Treasury Department's objective to
"create tax equity among these competing institutions." Whether the
Treasury's contemplation of "tax equity" is the same as "tax equality"
is not clear to us. It is our view that tax Pluitv prevailed under the
1951 act, but that it was materially upset by tlie 1962 amendments-
because they failed to recognize the specialized character of mutual
thrift instit-,'ons, as distinguished from privately owned financial in-
stitutions and, in the absence of capital stock on the part of the mu-
tuals, their need for a reasonable allowable deduction for withholding
a portion of earnings for possible future losses.

(b) On the other hand, if "tax equality" (in the fashion sought by
the commercial bankers) is acceptedby the Congress as a commendable
and equitable objective, very obviously these mutual institutions should
have equality of investment opportunities, in order to make available
to them the more lucrative fields available to the privately owned finan-
cial institutions.

(c) The Treasury Secretary has, further, outlined a "special tax de-
duction" to be granted to the several types of financial institutions to
encourage "the flow of credit * * * into uses determined by the Con-
gress to be socially preferable." It has for many years been the position
of the Federal Government that the development of member-own~d
mutual or cooperative organizations warrants particular encourage-
ment by statutory enactment. Most certainly, a change in emphasis,
such as the Treasury proposes, would constitute a major change in
course and warrants widespread study and consideration before legis-
lative action.

Unfortunately, the 1951 act, which made "domestic building and
loan associations"' and "cooperative banks" subject to the corporate
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rate of income tax, after appropriate credits to loss reserves, contained
a major defect--in that it failed to differentiate between the mutual
institutions and the nonmutuals. This deficiency was perpetuated in
the 1962 amendments. Accordingly, we urge these steps:

a) That section 442 (a) be deleted from the pending bill, and
(b) As an alternative, that sections 593 and 7 01(a) be revised in a

manner which (i) recognizes the distinctive character of all mutual
savings institutions, (ii) accords them comparable tax status to that
of other mutul or cooperative organizations, and (iii) conforms to
their basic operational requirements by establishing reasonable allow-
able deductions for allocations to loss reserves, with ceilings of not
less than 10 percent in the case of a "Reserve for Losses on Qualifying
Real Property Loans" and of not less than 5 percent in the case of a
"Reserve for Other Losses."

(c) A draft of amendments to the code to implement the recom-
mendations of the preceding paragraph if appended.

Senator ANDEON. Any questions I
Thank you very much. You have a very nice paper, too.
(George L. Bliss' prepared statement and attached chart and tablefollow:) I

Barwr or THE CouNcIL or MUTUAL SAVINGS INSTITUTIONS, SUBMITTED BY GEORGE
L. BLISS, PRSIDENT

Section 442(a) of H.R. 132 70 is unrealistic and inequitable insofar as it relates
to mutual savings, building or homestead associations and co-operative banks-
an alternative proposal is submitted.

1. Becton 442(a) of the bill should be withdrawn and set aside for further
study and heaings-or the alternative hereinafter proposed should be substituted.

2. The practical effect of Section 422(a) is to nearly double the tax payments
required of these mutual institutions, which they can meet only by either reduo-
ing the rate of interest-dividends paid on the accounts of their savings members,
or by ii'oreasing the rate of interest charged to their borrowing members.

At the end of 1968, the average size of the approximately 5,250 mutual institu-
tions was $23,000,000.

Based on Treasury Department figures in the Ways & Means Committee report,
they paid taxes in 196d of about $736 per miiiion dollars.

From a random sample of 20 such Institutions, we estimate that Section 442 (a),
when fully effective, will cost them an additional $595 per million dollars. The fact
that such an increase is spread over ten years makes It no less painful than to cut
off a dog's tail by inches.

Because these mutual institutions have no capital stock, but disburse all of
their earnings after establishing required loss reserves, there is no source for
such an Increase except (a) by reducing the Interest-dividends paid on accounts
of savings members, or (b) by Increasing the interest charged to borrowing
members.

3. The 6% ceUing in the 'Reserve for Losses on Qualifying Real Property
Loans" is completely unreallstic.-The mutual savings banks entered the 1929-32
depression with loss reserves in the range of 12% to 14%. They came through
thet experience pactically unscathed. The mutual savings and loan associations
confronted that crisis with loss reserves that averaged no more than 5% to 6%.
Their survival rate was approximately one-half, I.e., some 6,000 survived out of
12,000 or so. In 1951, when the Revenue Act of 1951 was pending, the State super-
visors testified that these institutions should be permitted to accumulate aggre-
gate loss reserves of 15%. The Congress set the figure at 12%. The ceiling decrease
to 6% was effected by the 1962 amendments. In consequence, the ratio of loss
reserves has been steadily decreasing, as to shown in tho following Otbl (avail-
able data Includes both mutuals and non-mutuals) :
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RATIO OF RESERVES, SURPLUS AND UNDIVIDED PROFITS TO RESOURCES

Percent of
Percent decrease

End of 1941 (earliest date readily available) ........................................ 7.9 ..............
End of 1951 (precedIng effective date of 1951 act) .............................. 7.6 3.8
End of 1962 (preceding effective date of 1962 act) ...... ............... 7.0 7.9
End of 1968 .................................................................... 6.7 4.3

Note: See appended chart.

4. Whereas the Internal Revenue Code provides that any taxpayer may deduct
authored losses on a direct oharge-off basis or by the reserve method, all mutual
institutions must use the reserve method, for these reasons:

(a) By statute or regulation, every mutual institution, without exception, mu8t
allocate a portion of earnings, before credit of interest-dividends to t8 savings
members, to reserve for possible future losses. Following is an excerpt from a
typical State law (condensed and numbering added for clarity) :

"When the net profits have been determined, if its loss reserves do not equal
10% of savings and 59% of book value of real estate held-(1) one-twentieth
of such net profit shall be credited to such loss reserve. (2) The balance, together
with any amounts remaining from previous periods, shall constitute the undivided
profits. The directors may transfer additional amounts to loss reserves or continue
to carry as undivided profits such sum as they deem wise. (3) The undivided
profits shall be available for dividends, which shall be apportioned upon the
dues and dividends credited to members." (New York Banking Law, Section 387)

In addition, if its accounts are insured by the Federal Savings & Loan Insurance
Corporation, it must meet the requirements of its regulations for allocations to
loss reserves which, under certain circumstances, may amount to 10% of net
earnings, before interest-dividends.

(b) Required to use the reserve method, by statute, regulation or the need for
survival, these institutions are further confronted by a formula inconsistent with
the basic principle of mutual operation, in that the Code-since the 1962 amend-
ments-requires that both operating expenses and the distribution of interest-
dividends be first deducted, and a tax imposed on a portion of the remainder.

(c) A further inequity exists in that the bill leaves unchanged the requirement,
first imposed in the 1962 amendments, and increases the amount, of tax on
amounts so set aside and available only to meet losses which are deductible
under the direct charge-off basis, thereby burdening these institutions with a
tax on their losses--a condition which we do not find paralleled in the case of
other taxpayers.

5. It is not in the publio interest that supervied financial institutions should
be subject to incotsistent or conflicting requirements arising out of differing
statutes under the juri8diction of separate branches of government.-This fact
was recognized by the Congress when it passed the 1951 Act. The Congress con-
cluded, and this was agreed to by those representing the affected institutions, that
taxes should be paid on amounts carried to surplus or undivided profits, and on
any allocations to loss reserves which exceed the bounds of reason. As earlier
noted, the supervisory authorities recommended deductible allocations to los
reserves until they equal 15% of savings and the Congress agreed to the
principle, but established the ceiling at 12F%.

(a) Much has been said about the fact that a modest amount of taxes were
collected, in consequence. The fact is, and the Congress has recognized it in
its application to other mutual and cooperative organizations, that these mutual
institutions do not have any "taxable come" in the ordinary sense of the word.
This is demonstrated by the following table, citing typical figures of a mutual
institution with, say, resources of $23,000,000:
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Gross earnings ------------------------------------------ 138, 000
Less operating expense ----------------------------------------- 26, 000

Net income --------------------------------------- 112, 000

Less:10 percent to loss reserves ------------------------------- 11, 200
Interest-dividends ----------------------------------------- 100, 000

111, 200

Balance to undivided profits (taxable) ----------------------- 800

6. "Tax equality," which has been the loudly-proclaimcd objective of the com,
mercial bankers for so many years, is a meaningless shibboleth, unless accoln-
panied by investmentt equality."-For 138 years these mutual Institutions have
operated to provide a specialized community service, organized not for private
profit but owned by those they serve. They originated the monthly-payment, in-
stallment mortgage which has made this country a nation of home-owners. They
originated Installment savings plans. Today, there are 5,250 of these mutually-
owned thrift and home-owning institutions, located in every State, of which
some 2,000 Are federally-chartered and ,upervised, and another 3,250 are state-
chartered and supervised.

(a) The distinguished Secretary of the Treasury has recommended certain
revisions In Subtitle E (comprising Sections 441, 442 and 443) of the pending
bill, emphasizing the Treasury Department's objective "to create tax equity
among these competing institutions." Whether the Treasury's contemplation of
"tax equity" is the same as "tax equity" is not clear to us. It Is our view
that tax equity prevailed under the 1951 Act, but that it was materially upset
by the 1962 amendments-because they failed to recognize the specialized charac-
ter of mutual thrift institutions, as distinguished from privately-owned financial
institutions and, in the absence of capital stock on the part of the mutuals, their
need for a reasonable allowable deduction for withholding a portion of earnings
for possible future losses.

(b) On the other hand, If "tax equality" (in the fashion sought by the com-
mercial bankers) Is accepted by the Congress as a commendable and equitable
objective, very obviously these mutual institutions should have equality of in-
vestment opportunities, In order to make available to them the more lucrative
field available to the privately-owned financial institutions.

'(c) The Treasury Secretary has, further, outlined a "special tax deduction" to
be granted to the several types of financial institutions to encourage "the flow
of credit... into uses determined by the Congress to be socially preferable."

It has for many years been the position of the Federal Government that the
development of member-owned, mutual or co-operative organizations warrant
particular encouragement by statutory enactment. Most certainly, a change In
emphasis, such as the Treasury proposes, would constitute a major change In
course and warrants wide-spread study and consideration before legislative
action.

7. Unfortunately, the 1951 Act, which made "domestic building and loan asso-
clations" and "cooperative banks" subject to the corporate rate of income tax,
after appropriate credits to loss reserves, contained a major defect-in that it
failed to d4fferentiate between the mutual institutons and the non-mutuals.-
This deflceney was perpetuated In the 1962 amendments. Accordingly, we urge
these steps:

(a) That Section 442 (a) be deleted from the pending bill, and
(b) As an alternative, that Sections 593 and 7701(a) be revised In a manner

which (I) recognizes the distinctive character of all mutual savings Institutions,
(ii) accords them comparable tax status to that of other mutual or co-operative
organizations, and (I1) conforms to their basic operational requirements by
establishing reasonable allowable deductions for allocations to loss reserves,
with ceilings of not le.s than 10% in the case of a "Reserve for Loses on Quali-
fying Real Property Loans" and of not less than 5% in the case of a "Reserve for
Other Losses."

(c) A draft of amendments to the Code to Implement the recommendations of
the preceding paragraph Is appended.
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Proposed Revision of Scetion 7701 and Section .593 to recognize the distinctive
character of mutual savings, building or homestead associations and cooperative
banks, particularly with respect to their need for reasonable and adequate allow-
able deductions for additions to loss reserves-and to accord them treatment
comparable to that accorded to other mutual and cooperative organizations.

(a) That an additional category, to be known as "domestic mutual savings
institutions" be added to the Code by an appropriate amendment to subsection
(a) of Section 7701, reading substantially in this manner:

"(35) Domestic Mutual Savings Institution.-The term 'domestic mutual in-
stitution' means a savings bank, cooperative bank, savings association, savings
and loan association, homestead association, building association or building and
loan association which is domestic, without capital stock and organized and
operated for mutual purposes and without profit."

(b) That the title and subsection (a) of Section 593 be amended to read as
follows (new language italicized) :

"SEC. 593. RESERVE FOR LOSSES

"(a) Organizations to Which Section Applies.-This section shall apply to
any mutual savings bank not having capital stock represented by shares, domes-
tic building and loan association, or cooperative bank without capital stock
organized and operated for mutual purposes and without profit, except that
subsection (g) and paragraph (4) of subsection (b) hereof shall apply only to
a domestic mutual savings instittition."

(c) That subparagraph (A) of paragraph (1) of subsection (b) of Section
593 be amended to read as follows (new language italicized):

"(A) the amount determined under section 166(c) to be a reasonable addition
to the reserve for losses on nonqualifying loans, or the amount determined
under subsection (g) hereof to be a reasonable addition to the reserve for other
losgcS, plus"

(d) That subsection (b) of Section 593 be amended by designating paragraph
(4) as paragraph (5), by designating paragraph (5) as paragraph (6), and by
inserting new paragraph (4) to read as follows:

"(4) Calculation method.-The amount determined under this paragraph for
the taxable year shall be an amount equal to the amount necessary te increase
the balance (as of the close of the taxable year) of the reserve for lossees on
qualifying real property loans to 10 percent of the unpaid balance of such
loans."

(e) That paragraph (1) of subsection (c) of Section 593 be amended to read
as follows (new language underlined) :

"(1) Establishment of reserves.- -Each taxpayer described in subsection (a)
which uses the reserve method of accounting for bad debts shall establish and
maintain a reserve for losses on qualifying real property loans, a reserve for
losses on nonqualifying loans (or a reserve for other losses as provided by
subsection (g) of this section), and a supplemental reserve for losses on loans.
For purposes of this title, such reserves shall be treated as reserves for bad debts
and for other losses, but no deduction shall be allowed for any addition to the
supplemental reserve for losses on loans."

(f) That Section 593 be amended by Inserting the following new subsection
(g) after subsection (f), to read as follows:

"(g) Reserves for other losses.
(1) In lieu of any authorized deduction for losses other than for bad debts

on qualifying real property loans, a taxpayer to whom this subsection applies
shall be allowed a deduction for a reasonable addition to a reserve for other
losses, which shall in no case be less than the amount determined by the tax-
payer as the reasonable addition for such year; except that the amount deter-
mined by the taxpayer under this subsection shall not be greater than the
lesser of-

(A) the amount of its taxable income for the taxable year, computed without
regard to this subsection, or

(B) the amount by which 5 percent of the total of its resources, exclusive
of its qualifying real property loans, at the close of such year exceeds the
balance in such reserve at the beginning of the taxable year.

(2) Any reserve established pursuant to this subsection shall include the
entire balance of any reserve previously established pursuant to subparagraph
(A) of paragraph (1) of subsection (b) of this section."
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DISTRIBUTION OF MUTUAL SAVINGS, BUILDING OR HOMESTEAD ASSOCIATIONS, AND COOPERATIVE BANKS, BY
STATES, BASED ON SUPERVISORS' 1967 REPORTS

State
Total Non-

Federal State mutual mutual

Alabama ............. 48
Alaska .............. 3
Connecticut .......... 18
Delaware. 3
District of Coluia::: 8
Florida .............. 129
Georgia ............ 100
Iowa ................ 45
Kentucky ............ 88
Lulslana ............ 36
Maine ............... 9
Massachusetts........ 35
Michigan ............ 38
Minnesota ........... 52
Missouri ............. 45
Montana............ 9
Nebrska ........... 21
New Hampshire ..... 7
Newi ese .......... 25
Now Yok. .......... 84
North Carolina ....... 37
North Dakota ......... 7
Oklahoma........... 30
Pennsylvania........ 134
Puerto RICO ..........
Rhode Island ........
South Caroli ....... 47
Tennessee ........... 68

8 56
0 3

20 38
27 30
14 22

6 135
6 106

47 92
46 134
69 105
20 29

163 198
32 70
24 76
95 140
7 16

27 48
18 25

345 370
124 208
147 184

7 14
28 58

561 695
0 9
6 8

28 75
0 68

State
Total Non *

Federal State mutual mutual

Source: CouncI ol Mutual Savings Institutions.

Vermont ............. 2 6 8 0
Virgin Islands ........ 0 0 a 0
West Virginia ......... 23 15 38 0
Wisconsin ............ 44 101 145 0
Arizona .............. 2 0 2 It
Arkansas ............ 40 5 45 18
California ............ 71 12 83 180
Colorado ........... 20 13 33 23
Guam .............. 0 0 0 1
Hawaii .............. 2 5 7 6
Idaho ............... 8 1 9 10
Illinois .............. 139 361 500 74
Indiana .............. 102 105 207 2
Kansas ........ 29 25 54 46
Marland... .. 66 222 288 12
Mississippi........... 31 10 41 39
Nevada .............. 1 0 1 5
New Mexico ......... 10 11 21 16
Ohio ............. 138 286 424 111
Oregon .............. 18 2 20 12
South Dakota ......... 9 6 15 6
Texas ............... 85 23 108 167
Utah ................ 6 6 12 7
Virina. ........... 32 23 55 23
Washington .......... 35 13 48 17
Wyoming ............ 9 0 9 3

Total .......... 2,059 3,126 5,185 789
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All Operating Savings and Loan
Associations and Co-Operative Banks

Rtio of Loss Reserves, Surplus and Undivided Profits
to Total Resources at Year-nd

19h4 -- 1968

9%

8%

7%

6%

I %

3%
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Senator ANDERSON. Mr. Mitchell.

STATEMENT OF C. R. MITCHELL, LEGISLATIVE CHAIRMAN, U.S.
SAVINGS & LOAN LEAGUE; ACCOMPANIED BY NORMAN STRUNK,
EXECUTIVE VICE PRESIDENT; AND STEPHEN SLIPHER, LEGIS-
LATIVE DIRECTOR

Mr. MITC]ELL. Mr. Chairman, I have with me this morning Mr.
Norman Strunk, executive vice president of the U.S. Savings & Loan
League, and Mr. Stephen Slipher, legislative director, U.S. Savings
& Loan Leage.

I am C. R. Mitchell of Kansas City, Mo., chairman of the Legisla-
tive Committee of the U.S. Savings & Loan League.

The league's membership includes 5,000 savings and loan associa-
tions, both State and federally chartered, cooperative banks, and
homestead associations holding over 95 percent of the Nation's total
savings and loan assets.

Senator BENNETr. May I ask you a question at this point?
Mr. MITCHELL. Yes.
Senator BENNETT. Does your association include both stock and

mutual companies or only mutual associations?
Mr. MIrrcHLL. Both stock and mutual.
Senator BENNETT. Bothstock and mutual.
Mr. MITCHELL. Our principal concern with the pending Tax Re-

form Act, as well as the Treasury Department proposal for revising
savings and loan taxation as presented by Treasury spokesmen to
this committee at the outset of these hearings, is that they go far be-
yond tax reform and the closing of tax loopholes. Both the House
bill provisions and the Treasury recommendations for savings and
loan taxation relate to a much more fundamental question, namely,
that question is the nature of the financial institutions in this country
and how homes should be built and financed.

Stated succinctly, we believe that these provisions will ultimately
mean the stagnation of the savings and loan business as we know it
today. The effect would be to eliminate this assured source of home
mortgage credit and eventually require a much larger role for the
FederalV Government in the financing of homes for the American
families.

Here at the outset, let me say that the league approves the two
sections of the bill providing for the elimination of the 3-percent
mortgage growth alternative provision and the revision in treatment
of bond sales by financial institutions. This will increase taxes, sig-
nificantly for some associations, but they are "loopholes" of the type
dealt with "tax reform."

The 3-percent mortgage growth formula is the primary reason why
most mutual savings banks and some savings and loan associations
have paid only a fraction of the antcibted t"x, Thus, this eliniination
woid bring the takation f - hrift'instititions back in line with the
expectations of the 1969 law.

Going beyond this, as both the House-passed bill and the Treasury
proposals do, results in a drastic tax increase for savings and loan
associations.
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This would impair the mortgage lending ability of the Nation's
largest home lenders (savings and loan associatiojis) in two ways.

First, it would reduce our ability to pay a competitive rate for sav-
ings in competition with rates paid for savings deposits by the multi-
service commercial banks and in competition with the securities
markets, including the obligations of the Treasury and the Federal
agencies. We need to pay higher rates for savings, but we cannot raise
our rates on existing loans. We do not like constantly to raise the rates
we charge new home buyers. We recognize there are real limits to how
much families can pay for money and afford homeownership. We do
not know how we can be competitive in attracting savings if our in-
come tax is virtually doubled.

Secondly, the proposed increase in the income tax would seriously
limit our ability to build reserves. The laws of the Federal super-
visory authorities require--and wisely so-the accumulation of loss
reserves. To set up the needed reserves requires an adequate spread
between income and outgo. The growth of our institutions and the
amount of our mortgage lending is directly related to the reserve
accumulation capacity of these institutions.

A. reduction in the mortgage lending ability of our institutions
would occur when housing starts are declining at an alarming rate
and mortgage interest rates are soaring.

Multipurpose financial institutions-such as life insurance com-
panies and commercial banks-have largely withdrawn from residen-
tial lending, particularly single-family home financing. A striking ex-
ample of tils is a recent bulletin from a large life insurance company
to its mortgage correspondents advising them that no more funds are
available for 1969 residential lending, and that for future lending the
minimum prime rate would be 91/2 percent "supplemented with some
acceptable form of kicker."

Savings and loan associations and savings banks are today virtually
the only lenders remaining in the market for traditional type loans on
single-family homes and small apartments. For this reason, the Con-
gress today is deeply concerned about the housing problem. The Con-
gress, in fact, has always been concerned about housing and an adequate
supply of fundIs for mortgage lending.

Ihis is the reason the CongoTess originally established the Federal
Home Loan Bank System. This is why the Congress has repeatedly
provided special tax l)rovisions for savings and loan associations. This
is why Congress has approved and expanded Federal program re lt-
ing to urban renewal, public housing, subsidized loans, and the pur-
chase of loans by Fannie May. Leaders in the Federal agencies and in
the Congress almost daily express grave concern over present housing
market conditions. Yesterday's headline story on the financial page
of the Washington Post is indeed timely-"Criedit Squeeze Hits Resi-
dential Housing Hardest."

Frankly, we cannot reconcile the massive effort. to stimulate housingon the one hand and the proposal to substantially increase taxes on
the Nation's largest home lenders on the other hand.

I would now like to turn to my second basic point; namely, that these
tax proposals would tend to eliminate savings and loan associations as
a locked-in source of mortgage money for the average American bim-
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ily, where a family seeking credit for the purchase of a home would not
get shoved aside in favor of someone bigger or more able to pay a
higher rate of interest. The effect of both the House bill and Treasury
proposal is to apply equal effective tax rates on banks and savings and
loa associations. This may not have been intended by the House, but
last minute changes had this effect. The Treasury has made this equal-
ity a prominent feature of its tax testimony.However, the undisputable face is that the two systems have never
operated under equal tax provisions. There is no reasonable possibility
that they can unless sweeping changes are made to provide savings
and loan associations with comparable profit opportunity in terms of
operating and investment privileges. Equal operating authority would
be demand deposit authority to provide free money and permIssion to
engage in commercial lending.

I am sure that the members of this committee recognize there are
very fundamental differences between our institutions and commerical
banks. We have no opportunities to change our business or the nature
of our lending in order to adjust to differing conditions in the money
market. When interest rates rise rapidly, commercial banks are able to
adjust very quickly because their loans are short-term loans and an
increase in the prime rate almost immediately increases the overall
return on most of the bank's assets. Savings and loan associations, on
the other hand are stuck with the long-term low-interest rate mort-
gages already in our portfolio. Thus, at the present time, our loan
portfolio earns on the average just a little more than 6 percent. We
currently pay our savers an average of almost 5 percent.

This is the central problem of the savings and loan business today.
This is the basis for our ielief that it is not appropriate to tax alike
two such different types of financial businesses.

The history of the Congress shows it wants to keep savings and
loan associations as home-lending institutions. The Treasury De-
partment has recommended equal taxation for our institutions and
the banks, but we do not believe the Treasury would recommend op-
erating authorities. And further, we think that it is highly unlikely
that the Banking and Currency Committees would recommend a
change in the longstanding congressional policy that savings and
loan associations should remain predominantly a residential lending
system.

Mr. Chairman, we believe that the policy of Congress with respect
to taxation of thrift institutions should be to continue to encourage
homeownership and to avoid the creation of substantial barriers to
American families who need to borrow money at reasonable rates in
order to buy a home.

Thank you, sir.
Senator ANDERSON. Any qeustions I
Senator Mnu.R. Mr. Mitchell, you were here earlier this morning,

when the Chairman of the Federal Home Loan Bank Board testified?
Mr.Mrrrmnu=. Yes, sir.
Senator MILLER. I take it from your testimony then that the or-

ganization you represent is generally pretty much opposed to what he
had to sy

Mr. M Yes, to the Treasury formula approach to the taxa-
tion of savings and loans.
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Senator MILLER. Well, as I understood the Chairman of the Home
Loan Bank Board supported the Treasury proposals and, as I under-
stand you, you are opposed to that and you, therefore, are opposed to
the statement by the Chairman of the Home Loan Bank Board?

Mr. MITCHELL. Yes, sir.
Senator MILLER. Thank you.
Senator ANDERSON. Thank you very much. We appreciate your

statement very much.
(C. R. Mitchell's prepared statement follows:)

STATEMENT OF THE UNITED STATES SAViNGS ANO LO.A.N LEAGUE' PRESENTED
BY C. R. MITCIIELL, LEGISLATIVE CHAIRMAN; ACCOMPANIED BY NORMAN
STRUNG, EXECUTIVE VICE PRESIDENr; AND STEPIEN SLIPER, LEGISLATIVE
DIRECTOR

Our principal concern with respect to the provisions of the Tax Reform Act,
as approved by the House of Representatives last month, as well as the Treasury
Department proposal for revising savings and loan taxation as presente(l by
Treasury spokesmen to this Committee at the outset of these hearings, is that
they go far beyond tax reform and the closing of tax loopholes. Both the House
bill provisions and the Treasury recommendations for savings and loan taxation
relate to a much more fundamental question, and that is the nature of the fi-
nancial Institutions In this country and how homes should be built and financed.
Stated succinctly, we believe that the provisions of the louse bill and the Treas-
ury proposals for savings and loan taxation will ultimately mean the stagnationof the savings and loan business as we know it today. The effect would be to
eliminate this asured source of home mortgage credit and eventually require a
much larger role for the Federal Government In the financing of homes for the
American families.

This is a bold and sweeping statement. I propose to document It for you in
iny time before the Committee this morning.

A very brief history should be helpful. Savings and loan assw iations were
developed in this ev)untry in the :1800's by the state legislatures in order that
families might have a place to go for credit to buy a home where they did not

have to compete for credit with all types of other borrowers. Lawmakers rec-
ognized from the beginning that a typical family cannot compete on even terms
for credit-especially long-term credit of the type needed for home purchases-
with commercial enterprises, large corporations, well-to-do families and with
Governments, and that a special type of institution had to be created in order
that the home ownership ambitions of the American families could be realized.

With the collapse of the financial system in the 1930's, the United States of
Federally chartered savings and loan nssociations, the Federal Home Loan Bank
System and the Federal Savings and Loan Insurance Corporation. The Congress
took these steps to assure Itself that the family seeking credit for the purchase
of a home would come before other types of borrowers and where the typical
family would not get shoved aside in favor of someone bigger or more able to pay
a higher rate of interest.

Since the first Federal income tax law, Congress has provided some tax in-
centives to savings and loan associations. Originally, these institutions were
completely exempt from Federal income tax so long as they coliflned their busi-
ness to accepting savings and Investing these savings in home loans. This tax
exemption was repealed in 1951, but the bad debt allowance provided resulted
In only nominal tax payments, until the Revenue Act of 1962. In that Act, Con.
gress carefully provided for a different bad debt allowance than that give com-
mercial banks and rather deliberately structured the law so savings and loans
associations would pay Federal taxes at about half the rate of that paid by

I The United States Savings and Loan League has a membership of 5.000 savljgq and
loan associations representing over 95% of the assets of the savings and loan business.
League membership includes all types of assoclattons-Federal and state chartered, Fed-
erally insured, uninsured, stock and mutual. The principal officers are: Ton D. Scott, Jr.,
President, Jackson, Mississippi: John H. Randolph, Jr. Vice President, Richmond, Vir-
ginia; C. R. Mitchell, Legislative Chairman, Kansas City, Missouri ; Norman Strunk,
Executive Vice President, Chicago, Illinois; and Stephen Slipher, Lgit,'lati\e Director,
Washington, D.C. League headquarters Is at 221 North LaSalle Street. Chicago. Illinois;
and the Washington Office is maintained at 425--18th Street, N.W., Washington, D.C.-
Telephone: 088-6334.

33-86I-9-pt. 3- 7
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commercial banks. In the early 1960's, commercial banks were paying an averge
rate of tax of about 35 percent of so-called economic Income. Beginning In 1963,
savings and loan associations paid taxes at an effective rate of about 16 percent.
The exact figures follow:

TAX AS PERCENT OF "ECONOMIC INCOME"'1

Savings
Commercial and loan

Year banks associations

1960 ........................................................................... 37.8 1.0
1961 ........................................................................... 35.6 .8
1962 ........................................................................... 33.3 .9
1963 ........................................................................... 30.6 16. 0
1964 ........................................................................... 28.2 14.8
1965 ........................................................................... 23.3 15.2
1966 ........................................................................... 23.2 16,9

ISource: Tax Reform Studies, U.S. Treasury, Feb. 5, 1969.

Most associations pay taxes under the so-called 60-40 formula provided In
the 1962 Act. This provides simply that associations may set aside 60 percent of
their income after expenses and interest payments to the depositors into reserves
and pay taxes on 40 percent of their net income. The 1962 Act also provided a
so-called 3 percent of loan growth alternative method of computing allowable
additions to the reserve for bad debts.

This 3 percent of loan growth formula has been used by some savings and loan
associations and most mutual savings banks. It had the unpredicted results
of making it possible for institutions with rapid increases in their mortgage loan
portfolio to escape Federal income taxes almost completely. This turned out
to be a real loophole In the savings and loan and savings bank section of the 1962
Revenue Act. W'e have no objection to this loophole being closed. We consider
closing it a legitimate part of tax reform.

Neither do we have any objection to the changes proposed in the House bill
relating to the tax treatment of capital gains and losses in connection with
transactions In Government securities. This change has been discussed in con-
nection with changes in the taxation of commercial banks. It also applies to our
institutions, and we have no objection to this method of tax reduction being
eliminated, nor do we have objections to other detailed changes proposed in
the House bill relating to types of income to be included in computing taxable
income. These changes constitute tax reform, and we think they are appropriate
in the context of this bill.

However, the heart of our position is our vigorous objection to the radical
proposed revision in the 60-40 formula. This provision in the House bill would
mean a virtual doubling of savings and loan taxation over a ten year phase-in
period. It seems to us this is much more drastic than loophole closing or tax
reform.

The alternative Treasury proposal presented September 4 would not lessen
the effect of the changes provided In H.R. 13270. Both seem to have about the
same practical effect except that the Treasury proposal will get us to the point of
double taxation faster. The Treasury proposes a five-year phase-in-the House
bill provides for a ten-year phase-in. Both proposals would equalize the effective
tax rate for savings and loan associations and for commercial banks. Treasury
spokesmen told this Committee that the Treasury's objective is to tax both
institutions at an effective rate of approximately 30 percent.

The Congress fortunately has always seen fit to preserve a tax rate differential
between those financial institutions whose primary purpose Is to assure the
American family of a source of home mortgage credit and the multi-purpose, full-
service type of financial institutions. This policy of differential was adhered to
in the House debate cvcn though last minute changes with respect to commercial
banks did, in fact, eliminate the differential according to our statistics.

History has demonstrated that those institutions with a broad range of lend-
ing alternatives cannot be expected to be a dependable source of credit for home
ownership. Home ownership credit is a specialized credit and there are many
periods when lending for home building and home buying is not as profitable as
other types of lending or investing. That is why the Congress created a new sys-
tem of savings and loan associations in the 1930's and that is why they created
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a special Federal Savings and Loan Insurance Corporation-independent and
separate from the Federal Deposit Insurance Corporation which was created to
insure deposits in commercial banks, and that is why Congress created a central
banking system-the Federal Home Loan Bank System-separate from and in-
dependent from the Federal Reserve System. That is why the Congress put
the agencies relating to the savings and loan business under an independent
Board responsible separately to the President and the Congress-the Federal
Home Loan Bank Board. That is why the Congress has always given savings
and loan associations a tax incentive.

The continuous Congressional concern with housing is evidenced in many ways.
The Congress has provided ard has repeatedly expanded Federal programs
relating to Urban Renewal, public housing, subsidized home loans, subsidized
rental loans and the purchase of hundreds of millions of dollars by the Federal
National Mortgage Association. Without exception, those in the Federal Govern-
ment and in the Congress with special housing responsibilities have expressed
grave concern over the present housing market conditions. Just last week a Senate
Subcommittee held hearings on proposals to provide direct Treasury support to
the housing market. Legislation has been introduced to provide for $10 billion
of direct Federal loans to middle-income families. An almost endless list of ac-
tions and statements by public and private officials could be presented with re.
spect to the importance of our national housing programs.

Dr. Irwin Friend of the Wharton School of Finance at the University of
Pennsylvania has just comlleted a three-year study of the savings and loan
business, a study that was commissioned by the Congress. Dr. Friend's report,
released last week, points out that "savings and loan associations have the most
specialized asset structure and the greatest imbalance between the maturity
structure of assets (mainly long-term residential mortgages) and liabilities
(largely short-term deposits) of any major group of financial intermediaries."

The industry's role in the economy, he noted, has been to accumulate funds
from individual savers and make these funds available for financing housing,
thus lowering the cost of investment in housing and providing savers with a
higher return or lower risk.

"To help the associations carry out these functions-especially the stimula-
tion of investment in housing," Professor Friend said, "they have received several
forms of Government assistance, most notably a favorable tax treatment which
was intended, at least in part, to compensate them for the lack cf investment
flexibility resulting from their commitment to the residential mortgage market."

The basic question that Professor Friend raised is whether these present forms
of assistance are adequate to insure the viability of the industry in the future,
especially during periods of tight money.

Dr. Friend's report pointed up the fact, that the savings and loan business is
today having great problems in adjusting to the effects of inflation and much
higher interest rates. Certainly, this is no time to eliminate or even to phase-
out such special protections as the present bad debt allowance which serves
in part to alleviate the severe operating problems that tight money has brought
to our institutions and to the housing market.

Housing starts currently are in a precipitous decline. Between January and
July of this year housing starts have fallen from a seasonal adjusted rate of
1.9 million to 1.3 million-or 28.9%, and projections indicate the decline could
continue to a million or less units. It is well recognized that home financing
institutions are feeling the burden of tight money more heavily than commercial
banks which, by the nature of their operation, are more readily able to adjust
to rapid increases in interest rates. It is well recognized that housing and home
building are this year-as in 1966--bearing a great and disproportionate share
of the cost of the economic effects of tight money. In fact, the home building
industry thus far is about the only major Industry in the American economy
that has been curtailed by the fiscal and monetary restraints that are currently
imposed on the economy. This is due in great part to the fact that the growth
rate of the savings and loan business has been declining for several years-
particularly in 1966 and again this year.

It should be noted that even relatively small differences n the rate of growth
in the savings and loan business, whether caused by adverse taxation or economic
or competitive conditions, has a tremendous impact on housing. The Federal
Home Loan Bank Board has estimated that a billion dollar change in savings
affects 21,500 housing starts in the initial year, and 80,000 housing starts over
the lQng run. In a business the size of the savings and loan business-over
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$150 billion-it is quite possible to have variations in growth patterns of $5
billion or more in a year. Obviously, the difference in good and bad growth for
the savings and loan business translates into hundreds of thousands of housing
starts initially, and increases to millions of houses over a period of years.

In its tentative decisions, the Ways and Means Committee indicated that a
differential in the effective rate of tax between the savings and loan associations
and commercial banks was to be preserved. Committee sources indicated that
commercial banks were to be taxed at an effective rate of 36 percent and savings
and loan institutions at an effective rate of 30 percent. Our business did not feel
that this was enough of a differential in the effective tax rate, but at least there
was recognition b.y the Ways and Means Committee that there should be a
differential in the tax rate of the commercial banks and the savings and loan
associations, and that there had to be some incentive for our institutions to
continue to function as a special service institution for home financing.

Because of a last-minute change in its treatment of tax exempt interest by
financial institutions, however, the final tax bill passed by the House would
equalize the tax rate between commercldl banks and savings and loan associa-
tions, which, as the Treasury spokesmen say, is the objective of the Treasury
Department. Our data based on the 1968 operations show we would pay, on the
average, an effective tax rate of approximately 34 percent compared to 19 percent
under the present law. This would be true under both the House bill and the
Treasury proposal. Unless the commercial banks change their asset mix consid-
erably, we doubt that their effective tax rate would be that high. Both the Treas-
ury and the FDIC estimate the effective rate for the commercial banks to be 30
percent.

Several fundamental questions present themselves. First, is it proper and sound
public policy to tax such different types of financial institutions as banks and
savings and loan associations alike? (Remembering that a tax differential has
been public policy from the very beginning.) Second, what will be the eventual
result of equality of taxation of these institutions?

We are not dealing here with ordinary business enterprises that can do vir-
tually anything their management chooses, that can diversify their operations,
drop unprofitable lines, merge, expand to new markets and new cities, etc. We
are dealing here with financial institutions chartered either by Federal or state
governments able to do only those limited things which the lawmakers, primarily
the members of the United States Congress, rigidly prescribe. Savings and loan
associations cannot go out and broaden their scope of operation, add profitable
new lines, move into new markets in distant cities and compete on equal terms
with multi-purpose, full-service commercial banks. The laws prevent this type
of competitive equality.

While the advocates of equal taxation give lip service to companion equality
among thrift institutions with respect to investment and operating powers, this
is totally unrealistic. The modest changes suggested by the savings and loan ad-
vocates have never encroached on the fundamental commercial bank preroga.
tives such as demand deposits, creation of money and general business banking.
More importantly, we doubt the Congress would want to see any fundamental
change in the nature and structure of savings and loan associations The history
of Congressional action over the last twelve to fifteen years makes it quite clear
that the Congress wants to keep the savings and loan business narrowly confined
to the business of financing shelter for the American people, primarily single-
family home ownership. Congress should recognize that as a quid pro quo for
our institutions remaining home financing specialists, there should be a consid-
erable difference in the tax treatment of our institutions and the commercial
banks.

Of course, the application of equal taxation will have the effect of driving
thrift institutions away from housing in an effort to obtain the profitability
which enables commercial banks to prosper irrespective of taxation. Either this
will happen or these institutions will lose their competitive capability and cease
to be the effective force in home financing that they need to be if our home
ownership and home financing system in this country is to be preserved.

The following table shows the importance of savings and loan associations and
mutual savings banks in home financing.
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TOTAL RESIDENTIAL MORTGAGE LOANS OUTSTANDING

[Dollars in billions]

December 31

1964 1965 1966 1967 168

Savings and loan associations ..................... $94.2 $102.3 $106.0 $112.9 $20.7
Mutual savings banks ............................ 36.5 40. 1 42.2 44.6 46.7
Life insurance companies ........................ 35.8 38.4 40.6 41.6 42.4
Commercial banks .............................. 28.9 32.4 34.9 37.6 41.4
All other holders ................................ 35.7 36.9 40.1 43.1 47. 3

Total .................................... 231.1 250. 1 263.8 279.8 298.5

Percent held by savings institutions:
Savings and loan associations ................. 40.8 40.9 40.2 40.4 40.4
Mutual savings banks ........................ 15.8 16.0 16. 0 15.9 15.6

Total .................................... 56.6 56.9 56.2 56.3 56.0

Sources: Federal Home Loan Bank Board; Federal Reserve Board.

These data relate to total mortgage loans including loans on multi-family
properties. So far as the market for credit for one-to-four family homes is con-
cerned, the market is especially dependent on savings and loan associations and
savings banks. In recent years, life Insurance companies have moved out of
financing one-to-four family dwellings to multi-family and commercial real
estate. Commercial banks are much less significant in financing residential real
estate. Traditionally, and especially so in periods of tight money, the commercial
bank's role in mortgage lending is essentially that of a construction lender or
one providing the so-called Interim financing with the take-out or permanent
loan made by life insurance companies, savings banks or savings and loan
associations. In times like these, commercial banks are not significant as perm-
anent investors in mortgages or large portfolio lenders and, incidentally, the
Treasury proposal will not change this. Commercial banks do not carry the
interest rate risk. They don't get stuck with a portfolio of long-term mortgage
loans written at interest rates much lower than rates are today. It is the savings
and loan associations and the mutual savings banks that carry the risk of rising
interest rates and thus have their earnings squeezed and their competitive
abilities severely limited in periods like 1966 and 1969.

The following table shows the share of savings and time deposits allocated
by various financial institutions to residential mortgage loans.
THE SHARE OF SAVINGS AND TIME DEPOSITS ALLOCATED BY FINANCIAL INSTITUTIONS TO RESIDENTIAL

MORTGAGE LOANS

lIn percent

Savings Mutual Commercial Life insurance
associations savingsbanks banks , companies I

Dec. 31:
1964 ........................................... 92.4 74.7 24.8 23.9
1965 ........................................... 92.7 76.5 24.1 24.2
1966 ........................................... 93.0 76.8 23.9 24.3
1967 ........................................... 90.6 74.3 22.4 23.5
1963 ........................................... 91.7 72.5 22.4 22.6

1 Residential mortgage loans as a percent of total savInqs and time deposits of individuals, partnerships and corporations.
I Residential mortgage loans is a percent of total assets.
Source: '?deral Reserve Board.

In recent years, the savings and loan business has secured a decreasing
share of total family or household savings. It Is well know that the savings
and loan business currently is In trouble competitively and the mortgage market
has suffered as a result.

--- .", j" . . .. I -.
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The savings and loan business must earn enough to be able to pay enough
to be able to attract savings. Associations compete for savings with the coin-
mercial banks, with mutual funds and with the securities market, primarily the
short-term securities issued by the United States Treasury and the various Federal
Agencies. Its competitive edge over the commercial banks is protected by Regula
tion Q, but this is a very slight edge. The policy people in the Administration
constantly suggest that the protection of Regulation Q as to the flows of funds
into savings and loan associations and mortgages is not to be expected as a long
time proposition. Savings and loan associations need to pay higher rates for
savings, but, we cannot raise our rates on existing loans, and there are ceilings
on mortgage loan interest rates in many states. We do not like to constantly raise
the rates we charge home buyers and t 'ere are real limits on how much families
can pay for money and afford home ownership.

We have the problem of earning enough to be competitive and we do not
know how we can be competitive in attracting savings if our income tax
is, over a phase-in period, virtually to double. At the present time, our mortgage
portfolio (heavily weighted with previously made low-rate mortgages) earns
an average of about 6 percent. We currently pay our savers an average of about
5 percent. This leaves just a one percent spread which must cover all operating
expenses, allocations to reserves, and local, state and Federal taxes. This is ob-
viously a far cry from the status of commercial banks. Their prime lending
rate is currently 8% percent, and they pay interest on only about one-half of
their tokal deposits. We cannot offer the broad range of services in competing
fo': savings deposits within full-service commercial banks. We have no new ways
of earning more money to pay higher taxes. We cannot go into new making-
money ventures as can .ommercial banks or other lines of business.

Ours is a very specialized business because Congress wants us to do essentially
one thing, and we do .iot think we will be able to continue to do that one thing
if the tax picture is radically changed as poposed by the House bill or by the
Treasury.

Thus, we have at stake In this legislation not just tax reform and loophole
closing, but the fundamental question of whether Congress is to preseve a system
of home financing institutions and to protect a source of mortgage money for the
average American family-the same family that this tax bill is designed to
help.

It should be noted that there are presently two types of organizations engaging
'to some extent in residential financing who are granted full tax exemption. The
first consists of pension and retirement funds which are granted full tax exemp-
tion; the second are the mortgage investment trusts which pass through sub-
stantially all of their income and by reason thereof are exempt from taxation.
Neither of these two establishes or maintains reserves to enable them to survive
the Impact of a substantial downturn of business. If the time ever comes when
a substantial downturn occurs, those two types of businesses will be out of the
mortgage market. They will also be out of the mortgage market if other types
of Investments are more attractive, including mortgage lending on commercial
and industrial properties. They are not limited to residential financing.

Savings and loan associations are required by regulatory authority to maintain
substantial reserves and to continue to add to those reserves annually. These
reserves will permit them to carry on through recessions of all kinds, and to
continue in the limited field of residential mortgage lending. Ways must be found
for this industry to continue to grow. The job of getting this industry to again
grow and expand will be made much more difficult, if not impossible, by adding a
greater tax burden at this time.

Public policy In this country from its early years has encouraged the ownership
of homes and farms by ordinary families. The veterans of the Civil War were
offered 40 acres and a mule. After World War II, a grateful Congress provided
the GI loan program. The United States has developed in great part as it has
because of the deliberate policy of encouraging the purchase of land and homes
by the ordinary family which distinguishes this country from most others of the
world. The savings and loan business has been a key part of that program. We
believe that the policy of Congress with respect to taxation of thrift Institutions
should be to continue to encourage home owilership and to avoid the creation of
substantial barriers to American families who need to borrow money at reasonable
rates in order to buy a home.
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STATEMENT OF WIILIAM 3. YcKEEVER, PRESIDENT, PUBLIC FED-
ERAL SAVINGS & LOAN ASSOCIATIONS, PHILADELPHIA, PA.;
AND PAST PRESIDENT, NATIONAL LEAGUE OF INSURED SAVINGS
ASSOCIATIONS; ACCOMPANIED BY WILLIAM McKENNA, GEN-
ERAL COUNSEL, AND WILLIAM HALLAHAN, FINANCIAL CON-
SULTANT

Mr. McKiEVER. Thank you, Mr. Chairman.
My name is William J. McKeever and I am president and executive

officer of Public Federal Savings & Loan Association located in
Philadelphia, Pa., and I am a former past president of the National
League of Insured Savings & Loan Associations and also a former
member of the Federal home loan bank board advisory council.

With me at the witness table today are two gentlemen. Our general
counsel, William McKenna, and William Hallahan, who is our finan-
cial consultant.

Mr. Chairman, I have submitted a full statement along with a sum-
mary of the principal points of our testimony, and I would just like to
take a few minutes o your time to present orally to this committee
what we believe to be some overriding factors of the savings and loan
and housing industry, important to your deliberations.

The savings and loan business throughout the Nation has been
shocked by the proposed amendments in H.R. 13270 that relate to the
taxation of the thrift institutions. These provisions would substan-
tially reduce the bad debt reserve allocation now permitted savings and
loan associations under the Revenue Act of 1962, and would have 1.he
effect of very nearly doubling our rate of taxation over a 10-year
period.

We are shocked in two ways, Mr. Chairman. First of all, the savings
and loan business has been paying its fair share of taxes-and we
would hope to continue to do so. Even the Treasury Department, in
testimony before the House Ways and Means Committee earlier this
year, conceded the fact that savings and loan associations' taxes were
at an appropriate level. The Treasury, until after mid-year, had no
intention of recommending any change in savings and loan taxation.

It was only after the House of Representatives acted on tax reform
that the Treasury Department worked up its own proposal for sub-
stantially higher taxes for thrift institutions.

The point here is that the tax reform legislation was supposed to
have eliminated loopholes and provided greater revenues from those
not paying their fair share of taxes, and lower revenues from those
paying more than their fair share. The savings and loan business does
not falI into either of those two categories, but instead has been paying
the amount sought by the Treasury ever since the 1962 revenue act
was passed into law.

A second reason for our dismay over the proposed amendments in
the House bill is that it will result in even higher costs for housing,
while substantially reducing the amount of funds available for that
housing. We have a national goal of 26 million new and rehabilitated
housing units in the next 10 years. We are now far behind in meeting
this goal. By year end we would expect that housing starts would fall



1864

below the million level per year. Interest rates are at the top they have
been in 110 years, and money is being diverted to other outlets, other
than housing.

Yet when it is suggested that the Congress double the tax rate of
savings and loan associations, the one institution that has remained
in the home mortgage market throughout this funding drought-the
result can only be to deny the housing goal that Congress established
just last year.

It seems to us to be inconsistent on the one hand to set up a 10-year
housing goal which requires greatly increased funding requirements,
anct with the other hand, take away funds from the one source that
Congress can count on to produce the financing needed to meet thatlO-year goal.Uentlemen, we believe that this is exactly what will result if the

proposed amendments relating to the taxation of savings and loan
associations remain in this bill.

Let's for the moment examine the rationale contained in the House
committee report on this bill, tendered in justification of its proposed
amendments.

First, the report states that it recommends cutting in half the bad
debt reserve allowance now applicable to our institutions because we* "pay a much lower effective rate of tax than the average effective rate
for the ordinary business corporation." This bad debt reserve was
recommended by the Treasury -Department and accepted by Congress
in the 1962 revenue legislation.

This statement by the Treasury assumes that savings and loan asso-
ciations are something like the ordinary business corporation. Such
a premise we believe, is lacking a foundation as a castle built of sand.
I am confdent that had we had the opportunity to present our views
to the House committee on this matter, the amendment would have
never been offered.

As an example of the comparison to the average corporation, we
would like to ask the question, does the average corporation or any
corporation, other than a mutual savings and loan association., pay out
90 percent of its net income as interest to its depositors?

Does the average corporation invest almost up to 100 percent of its
savings accounts in mortgages, sometimes considerably more than a
hundred percent I I

Does the average corporation invest most of its assets in 25-yer to'85-year home loans I .~i

Does, the average corporation meet account. holder wtihdrawable
demands as they desire I

Poq. the s6vorage corporationrborrow short and lend .,n; I
$i Do" ce-a ,. te averagaoorpomtion assume the unknowair kf~ a quarter

to a third of k century its total loan program?.
P ,, oea. ver a e orMpien finance home loa~iOjtirely under
ya4 it geo 0cik,4Wio'thrusS recesson, 4eprwA1'On, .or severe

~~~~ ~~Policy? Ioal youl~~~~ t
nand loan,~ ititiei1 Na-

) I ~LCovaIrtfl neever hovo been,
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We are a specialized type of institution. We have not changed the
investment character of our business in over a century. Wc have been
and are the bedrock provider for many decades of mortgage credit
to house our people. We are providing most of the funds for home
financing in today's chaotic housing market IJuat as we always have.

But we will not be e'lo continue to do so "thour ability to ac-
cumulate adequate r ves is threatened as the House.,ill proposes.

Mr. Chairman, iVis this premise oi which our testim~nv is based.
We are not the ddinaiy business crportio, and so we 'eed ade-
quate-and I sPte s the word-"'teu~te"--badi debt reserveto con-
tinue as souno and operp~ng i4stitu ons. W'is for this reason we
must oppose ft the stronfgest of t rmns the house pE5iosal that Would
seriously re 4ice our bad debt r ee aiilloation.By he same i ken
we must rej ct the Treasury pro -iat w quldompltely elimi! ate
any bad dept research except actal exl rience.

This denv es the histrical co c tb has a ready proved its werth
in the Uni d Stat. T'ftactg tle ex w ave ep6rted the Eiv-
ings and 1 n syste to Lti A meric j 1Vi one of the few things
that I think hat we a proud inthis gar_

Insured savings an loan ss 1iatio w called by the n-
gress to maI r Anic t best- tio in the lIstory o the
world. To d4 this we ed-and continue to n an adeuate
bad debt rese e allowance, or calrIit someth f e , an allg ance.
The Treasury proposal wou ddo away\with i and to phr way
of thinking wouW1,serioilsly jeopardize ojir ability to contiue to do
the job you have con 1issioned us to do. 10

The problem the Tr ury cites of wanting to bring sfi'ngs and loan
associations to the same levwe of taxation as comnpeial banks is like.
mixing apples and oranges. ltisdi[ult tacntmplate l ow this can
be justified in light of the special, long-term risks inherent in savings
and loan operations, and studiously avoided by commercial banks, in
the main,

We have a pledge, and the Congress has a pledge, to the American
people to rebuild our cities. We are already behind in that work. To
increase the taxation of the one type of institution that can be counted
on to perform the task of rebuilding is perhaps tantamount to saying
that this task will never be accomplished.

Mr. Chairman, I thank you and the committee for your courtesy.
Senator ANDEuSOir. Any questions?
Senator BENw,,:j-. I have just one question.
Mr. MoKWiERR. Yes, sir.
Senator BzIENNr. If you hadto choose between the House approach

and th6 Treasury app roach which would you choose?Mr. MoKF Fxv. If I had to choose, Senator, you are giving me a
dillioult choice because I like neither of them.

..L_-8enator Rlsim-r. Well, you have said that in your testimony.
'',3Mr. MoKvw. Yes .Laughter.]

'o 0use, the reon for the Treasury approach, it is contained in
1V, bo.ttwo paragraphs. a n d this is very diffcult to accept as something
,, 4,that Is so-very unexplained at this time.
S$'&nator BHNNm' '. Are you saying that you could not understand
lh Treasury. poah
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Mr. MCKEEVER. No, sir, I say that it is not spelled out in enough
detail.

Senator WILLIAMS. You prefer the House approach, then?
Mr. McKEvER. I would say no, Senator. We wouldn't prefer to

have it,.because there are too many unanswered questions in my mind
concerning the Treasury approach.

Senator BENNm-r. Then you prefer the Treasury approach.
Mr. McKEEVEIR. No-
Senator BENNETT. I know that you don't like either of them.
Mr. McKEEVER. Right.
Senator BENNETr. But which one would you take as the lesser of

two evils?
Mr. McKEE VF. Well, Senator, in order to live under the bill we

probably would have to convert to a commercial bank, if we could
do that.

Senator BENNErr. Why don't you say to me that you are unable
to answer the question?

Mr. MoKEVER. Well, I am unable to answer it at the present time,
Senator.

Senator BENxETr. OK. Thank you.
Senator MmLR. What is the difference between your membership

and the membership in the U.S. Savings & Loan League?
Mr. MCKiEVER. I will give that, Senator to our general counsel.
Mr. McKENNA. Well, their numbers are greater. The U.S. League

has many more members than we do. We are limited to federally
insured institutions; that is, those insured by FSLIC. We have a much
smaller membership, and for that reason we think sometimes we can
come to positions a little quicker than our friends in the other league.

Senator MILLF. In other words, the members of your organization
could also be members of the U.S. Savings and Loan League but not
necessarily the other way around?

Mr. MO ENNA. Well, not necessarily, although I think for the most
part most institutions are today insured by the Federal Savings and
Loan Insurance Corporation and therefore, there is a great deal of
dual membership between the two leagues, Senator.

Senator MLLkR. Mr. McKeever, you heard Mr. Mitchell testify that
his organIzittion accepts the elimination of the 3-percent rule.

Mr. . 0 _ 'VER. Yes, we would agree.
Senator M ILm. Would you agree?
Mr. Mc:iKEvFv. Yes, Sentor.
Senator MU AU2. You also, I presume, heard the testimony of the

Chairman of the Federal Home Loan Bank Board earlier this
morning.

Mr. MoKzz . Yes, I did.
Senator MixLLF. As I understood him he substantially supported

th6 Treasury approach. Do I understand then you would be very much
opposed to the position taken by the Federal Home Loan Bank
Board ?

Mr. McKivEm. No, I would not. I would not be substantiallyopposed.
PSenator Mmtm. You would notbe substantially opposed?
Mr. McKni . That is correct. I would want to see the particular

details. I was interested in the novel approach of Dr. Martin to a spe-
I 2
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cial deduction for inner-city lending. This is one of the big problems
that we have in the large cities, because mention is made of insured and
guaranteed loans, and the implication is always that they are risk free.
This is not so in a big city, particularly where you have to repos-
sess VA real estate. Our biggest losses that we have on our books come
from repossessed VA loans that we had to take back in ghetto areas.
The VA pays off the 60 percent, gives you back the property, and you
can't dispose of it. The city comes in with a list of building violations.
To complete curing the violations and have the new equipment stripped
out the next day would be foolhardy. So we dispose of these repossessed
homes as quickly as we can to somebody who would deal in junky
real estate.

Senator MILIXR. But it is my understanding that Mr. Martin sup-
ported the Treasury's position to do away with your traditional meth-
od of computing your reserves. He would sweeten that up with the 5
percent and the 10-percent allowance.

Mr. McKm . Yes; that was my understanding.
Senator MILLER. You are very much opposed to that?
Mr. McKEENVR. I am not opposed to it in toto until I see the whole

picture, as to what it is 10 percent of. I have been used to reading the
small print and rules and regulations, and I don't like to support one
thing with the right hand that the left hand taketh away.

Senator MILLER. Well, it was my understanding the thrust of your
testimony was that you were opposed to doing away with the tradi-
tional method of computing your reserves, which would increase your
tax load, and that the Treasury approach of a 5 percent sweetener will
not be an appropriate offset at all.

Mr. McKEEVER. Well, I would say that, yes, sir.
Senator fILLER. So to that extent you are opposed to the Chairman

of the Home Loan Bank Board?
Mr. McKEE vER. No, 1 wanted to examine the Chairman's proposal

when he opened up on the special deduction of the 10 percent for mod-
erate- and low-income housing. So to that extent I don't want to fore-
close it, Senator.

Senator MILLER. Well, I appreciate that, but I think you ought to
recognize that my reaction to your testimony is that you are opposed
to this 5 percent approach of the Treasury Department in lieu of the
traditional method of computing your bad debt reserve?

Mr. MoKEvER. That is true, Senator.
Senator MILLER. Now, to the extent that there is a 10 percent sweet-

ener that is recommended by the Federal Home Loan Bank Board. you
want to think about that?

Mr. MoKrPVER. Yes, sir, particularly, Senator, for us lending in the
inner cities.

Senator MILLER. And to see to what extent that might compensate
for the loss or th% tax, additional tax load, that the abandonment of
the original method of computing your bad debt reserves would re-
sult in

Mr. McKEVER. I would even, Senator-yes, overall. But I would
even buy the special 10 percent as an inducement to lend in the inner
cities at the same time retaining what we have now as our bad debt
reserve.
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Senator MILLER. But that was not Mr. Martin's recommendation,
was it?

Mr. MCKEEVER. You are right.
Senator MILLF. To that extent you are opposed to him?
Mr. MOKEEVER. I am opposed to the 5 percent recommendation, yes,

Senator.
Senator MILLER. And opposed to the 10 percent recommendation in

lieu of what you now have?
Mr. MOKEEvER. Well, now you are trading.
Senator MILLER. Now we are down to the bedrock of your testimony.
Mr. MOKEEVER. That is right, and now you separate the men from

the boys when you have to make what you consider is the best possible
solution to a real hard problem. I would like to think about that some
more, Senator.

Senator MILLER. Well, I invite your attention to Mr. Mitchell's testi-
mony that they are opposed to Mr. Martin's position.

Mr. McKEEvFR. Well, I can appreciate Mr. Mitchell's testimony. I
have known him for a long time. He is extremely knowledgeable.

Senator MILLER. And you are opposed in part and questioning in
other part is that correct?

Mr. MoKEEavR. That is correct.
Senator MhLF Thank you.
Mr. McKxvpE That is right.
Senator WILLIAMS. Based on your own experience what has been

your loss ratio over the last 10 years?
Mr. MCKFEVER. It has been very small, Senator.
Senator WILLIAMS. What is very small, what percentage?
Mr. MCKEEvE. I don't have the figures for the industry. I could

cite my own institution. We probably had about 10 percent of what we
put away in our bad debt reserve over those past years as losses.

Senator WILLIAMS. It is about a quarter of a percent?
Mr. McKEzvER. Well, it is very difficult to figure.
Senator WILLm~ts. What is your ratio then, percentagewise, what

would it be?
Mr. McKmvEm Our ratio-
Senator WILIAMs. Your losses.
Mr. MoKlEm. Our losses I would say are about 15 percent of

income without the bad debt deduction which amounts to about-
which amounts to 60 percent of income.

Senator WILLIAM3. You mean your loss?
Mr. MoKEEv.ER. I would say that ours is higher because we are lend-ing in a big -city--ienator-B xK . He is shifting from a base of investment to in-

come, which is a completely unrelated method of stating it.
, Mr. MoKFzvFn Yes. But you see I don't have the figures, Senator,

as a percentage-
Senator BENNE=r. What have you been putting into bad debt re-

servesI What did you put n last year?
Mr. MoKxz& In dolarsI
Seuator WIIAMis. In percentages.
Mr. MoKluvm We put 60 percent of net income, most of us put

that in.
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Senat.or WimLTxs. 60 percent of net income you set aside for bad
debts reserves?

Mr. McJKJvER. That is right.
Senator BENNm. And his loss is 6 percent, one-tenth.
Mr. McKEE VER. The bad debt reserve is limited to 6 percent of

the qualifying reserves for mortgage loans. Once you get up to the
6 percent reserve you no longer can put it in regardless, the 60-40
can no longer go in it.

Senator B ETT. And those were your actual losses ?
Mr. McKEEVER. No, sir. Our actual losses, Senator, I would say

were about one-third of what we put in there.
Senator BENNETr. You said a minute ago 10 percent.
Mr. McKEEVER. No, well, let us say, we put 60 percent of net income

in there, I say our losses were about one-third of that input.
Senator WILLIAMS. We will leave net income out for a moment.

Of your loans, what percentage of your loans would it be?
Mr. McKEEN-E. Yes. Yes, Senator, it would be less than 1 percent

of the loans.
Senator WILLIAMS. How much are your loans?
Mr. McKEEVER. Our loans are $110 million. Our losses were last

year approximately $70,000.
Senator WILLIAMS. Well, that is less than-
Mr. McKEEVER. Seven-tentho of 1 percent. I said less than 1 percent.
Senator WIELLTAS. Yes.
Senator ANDERSON. Thank y )u very much Mr. McKeever.
(Mr. McKeever's prepared statement follows:)

STATEMENT OF THE NATIONAL LEAGUE OF INSURED SAVINGS ASSOOIATIONS,
PRESENTED BY WrLLIAM J. McKLvEa

Mr. Chairman and members of the Committee, my name is William J.
McKeever. I am President of Public Federal Savings and Loan Association
of Philadelphia, Pennsylvania and Immediate Past President of the National
League of Insured Savings Associations. The Natitonal League appreciates the
opportunity to present to you its views on H.R. 13270, the Tax Reform Act of
1969.

It wns in 1962 that the Congress enacted three alternative bad debt reserve
formulas under which the savings and loan Industry has operated since that
time. In its report on H.R. 13270, the House Committee on Ways and Means ac-
knowledge that "about 90 percent of the savings and loan associations use the
60-percent method and are currently paying taxes in the manner generally an-
ticipated under the tax formula adopted In 1962." (House Report No. 91-413
(Part I), August 2,1969)

Savings and loan associations are in material part subject to the same provi-
sions and Federal Income tax rates as other corporations. The only substantial
difference being that in computing taxable Income to which the regular tax rates
apply, a more favorable bad debt reserve allowance Is permitted in recognition
of the risks Involved in long-term mortgages that constitute most of the Invest-
ment po, tfolio of savings and loan associations.

Because as a matter of law and practice, savings and loan associations Invest
most of their funds in long-term real estate mortgages, they absolutely require
a higher bad debt reserve than other corporations. The numerous failures that
occurred in the industry in the Great Depression of the early 1930's bear stark
witness to the fact that although the homes that served as security for mortgages

;,were sound, the financial inability of mortgagors to make payments on the mort-
-- age when due burdened the savings and loan industry with losses beyond the
capability of their then bad debt reserves to meet.

The importance of maintaining adequate bad debt reserves is still para-
mpount despite the introduction of the monthly payment type of mortgage gen-
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erally prevalent today. It Is not necessary to go outside the District of Columbia
to find a recent example of a savings and loan association that found it necessary
to merge with another because the merging association's bad debt reserves were
inadequate.

Unfortunately, the report of the House Committee on Ways and Means on
H.R. 13270 does not give sufficient recognition to this Imperative need for bad
debt reserves due to the nature of the savings and loan association. That Com-
mittee Report cites as the Committee's reason for concluding that present bad
debt reserve provisions applicable to mutual thrift institutions are "unduly
generous", the fact that they have allowed these institutions "to pay a much
lower average effective rate of tax that the average effective rate for all corpora-
tions." (House Report No. 91-413 (Part I), page 125) Accordingly, the report
continues, H.R. 13270 amends the special bad debt reserve provisions of existing
law applicable to those instlutions to provide assurance that significant taz
will be paid in most cases on their retained earnings.

We fear that this line of argument-in the report fails to recognize the enormous
difference that exists between savings and loan associations and other types
of corporations, despite the Committee's sincere conclusion that the changes
wrought by the bill in such bad debt reserve provisions would still result in
reserves consistent with the proper protection of the thrift institution.

The savings and loan association:
1. Pays out about 90 per cent of its net income as interest on deposits

to its savers (a pattern that would exempt a real estate investment trust
from Federal income tax).

2. Invests almost 100 per cent of its savings account funds in real estate
mortgages.

3. Invests most of its assets in mortgages having maturities in the range
of 25 to 35 years.

4. From a practical standpoint must be ready to meet widrawal demands
as they are made.

5. Borrows short and lends long.
6. Assumes the unknown risks that can arise over a quarter century on

nearly all its loan portfolio.
7. Is expected to and does finance residential construction and transfer

consistently in good tim es and in bad.
Savings and loan associations are unique in being corporations that possess

all of the foregoing seven attributes. Consequently they need and deserve tax
treatment substantially different from that accorded other corporations.

Particularly during the current period of inflationary pressures, savings and
loan associations need adequate bad debt reserve funds available. In the field
of housing that provides security for nearly all mortgages held by such associa.
tions, the inflationary pressures are even more severe than in the rest of the
national economy.

Material assembled by E. H. Boeckh and associates demonstrates that com-
pared with a 1967-9 base equaling 100, the construction cost index for residences
was 111.6 in 1964 and 143.2 in January 1969, constituting a 28 per cent increase.

Secretary of Housing and Urban Development Romney recently testified to
the Subcommittee on Housing of the Senate Committee on Banking and Currency
that the cost of housing is rising at the rate of 1 per cent a month or 12 per
cent a year.

Practically every cost element entering Into the construction of residences
from the cost of land through the cost of labor and materials is rising sharply.

The comparative size of loss on a loan in default or a foreclosed property is
likewise rising. For not only are the amounts of periodic payments due on the
mortgage loan higher but so are the costs of maintaining property taken over
by the asrodation due to default under the mortgage during the period when
the property is an expense rather than an income producer for the association.
Meanwhile the association must continue to pay dividends or interest to the
saver on the accounts that produced the funds to make the mortgage loans.
Associations must have bad debt reserves on hand and available to take care
of these losses in order to continue normal operations. We wish to stress that
the reserve funds must be available for se when needed. They must be accumu-
lated in good times for use in bad times. They cannot be built to sufficient levels
I Dm~this period when the degree of inflation in housing surpasses general

inflation, it is vitally Important that more' funds be available in bad debt
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reserves. Surely it is not a period in which the ability of associations to build
substantial reserves as quickly as feasible should be diminished In the manner
proposed in H.R. 13270. Each dollar taken for additional taxes diminishes the
amount available for addition to reserves or for investment in home finance.

Nor is the bill's proposal for a 10-year carryback and 5-year carryforward
for losses an adequate alternative. First, we question whether this provision
would achieve its intended goal since bad debts would be chargeable against
Lhe association's reserves and, second, we would doubt whether the provision
would produce funds in time to meet current expenses of an association that
is suffering losses due to defaulted or foreclosed mortgages.

Under the existing bad debt reserve formulas the savings and loan industry
has consistently supplied a major portion of the residential finance in this
country. Almost half the homeowners in the nation have reached that status
with the aid of mortgage loans from savings and loan associations. The 90th
Congress in the Housing and Urban Development Act of 1968 set a housing goal
of 26 million units over a 10-year period. Savings and loan associations have
combined a dwindling supply of savings funds with proceeds of repayments
on outstanding mortgage loans and borrowings from the Federal Home Loan
Bank System and other sources to furnish a substantial percentage of the mort-
gage financing for the housing now being built at the rate of only 1.3 million
units per year, which is far below the rate needed to meet Congressional housing
goals.

Savings and loan associations by their nature borrow and acquire savings
funds on a short-term basis and lend in the real estate mortgage market on a
long-term basis. This results I a need for meeting current market costs of
money to attract short-term savings while being frozen into fixed-rate yields
on long-term mortgage investments. From 1963 through 1967 attracting savings
funds has required the payment of dividends thereon in an increasing range of
more than 6 percentage points from 62.6 percent to 69.2 percent of gross
operating income. The long-term nature of mortgages held In portfolio reduces
the average yield far below current mortgage yield for new loans In a high
interest rate period. Real estate mortgage Interest income ranged from 84.7
percent to 87.6 percent of gross operating income from 1963 through 1966,
decreasing to 86.2 percent In 1967, representing a maximum range of less than
3 percentage points. Net operating income after payment of dividends In the
savings and loan industry decreased from 13.7 per cent to 8.9 per cent of gross
operating Income over the period from 1963 to 1967. Contrary to some apparent
opinion, the industry does not lay golden eggs in the form of profits.

In the face of efforts of savings and loan associations to continue to supply
mortgage credit to a needy housing market, section 442 of H.R. 13270 would
almost double the Federal income tax bill for the savings and loan industry at
the end of 10 years. This would result from the provision in section 593(b) (2)
of the Internal Revenue Code of 1954 as it would be amended by H.R. 13270 that
reduces the 60 per cent maximum for the taxable income formula for computing
a bad debt reserve to a 30 per cent maximum over a period of 10 years at the
rate of 3 percentage points a year.

We believe the industry can live with the several other changes made by
H.R. 13270 in bad debt reserve formulas for savings and loan associations.

In their recent testimony to your Committee Secretary Kennedy and Assistant
Secretary Cohen set forth the general outline of some proposal that would
provide a special tax deduction for financial Institutions, including savings and
loan associations. Their statement Indicated that details would be provided
in a later memorandum to your Committee. Lacking knowledge of those details,
particularly those dealing with a phase-in period, It is difficult to appraise
the effect of the proposal. However, the testimony disclosed sufficient Information
to Indicate that, if the 60 percent minimum taxable income requirement therein
mentioned would become immediately effective, the proposal would result in
Immediate and substantial Increases in Federal income taxes from savings
and loan associations as compared with either the present law or the requtre-
ments of H.R. 13270 during the next few year. If this be true, the proposal
cannot be supported by the National League for the same reasons it cannot
support the reduction H.& 18270 would cause ini the 60 percent maximum in
the taxable income bad debt reserve formula.
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In summary:
(1) The reduction of the 60 percent maximum to 30 percent would

absorb in taxes a significant amount of new funds from the home mortgage
market.

(2) Long-term mortgages involve a degree of risk demanding adequate
bad debt reserves. The increased tax requirements resulting from H.R.
13270 will inhibit the ability of savings and loan associations to build such
reserves.

The National League strongly urges this Committee to retain the present
provision in section 593(b) (2)' of the Internal Revenae Code of 1954 that fixes
at 60 per cent the maximum for the taxable income formula usable in determin.
Ing a bad debt reserve for savings and loan associations.

We appreciate the opportunity of presenting these views.

Senator ANDERSON. The final witness will be Mr. Harding.
Senator Cranston, we are happy to have you.
Senator CRANSTON. Mr. Chairman and members of the committee,

I was particularly anxious to be present today in order to listen and
to introduce to you your final witness who will be D. W. Ferguson.
Mr. Ferguson is president of the Quaker City Savings & Loan Asso-
ciation of Los Angeles, and is accompanied by Frank Hardinge, execu-
tive vice president, California Savings & Loan League.

If I may just say briefly, these are two outstanding representatives
of an outstanding industry in California. This is an industry that in
the West, particularly in California, faces problems and circum-
stances that are, unique and quite different from those facing this
industry generally in the country. It is a particularly important aspect
of our housing industry which, as you know, faces grave problems
in California due to our great population growth. Senator Bennett
is particularly familiar with this due to his service on the Banking
and Currency Committee and I would like to suggest, Senator Bennett,
that you direct the same questions to this witness that you directed
to the last witness about his preference between the Treasury pro-
posals and the Tax Reform Act as passed by the House.

Thank you very much.
Senator BENNETr. I hope I get a different answer from Mr.

Ferguson.
Senator WruAMs. If I may, first, figuring up mathematically the

answer to the question, previous question, is seven one-hundredths of
1 percent of loss ratio, $70X,000 to $110 million of the previous witness
instead of seven-tenths.

Senator ANDlMSON. Will you give your testimony?

STATEMENT OF D. W. FERGUSON, PRESIDENT, QUAKER CITY
FEDERAL SAVINGS & LOAN ASSOCIATION; ACCOMPANIED BY
FRANKLIN HARDINGE, JR., EXECUTIVE VICE PRESIDENT,
CATIFORNIA SAVINGS & LOAN LEAGUE

Mr. FFmousoN. Thank you, Mr. Chairman.
Gentlemen of the committee, h,% inadve-ztently trans:rred me from

Whittier to Los Angeles. Our offices are in " VIttier.
Senator CRaNSTON Los Angeles County.
Mr. FERGusoN. Next week I will become president of the California

Savings and Loan League.
In the interest of savings your time I will not repeat testimony with

which we agree preeentedby a previous savings and loan witnesses.
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We are in agreement with the statement filed by the U.S. Savings and
Loan League and the National League of Insured Savings Associations
that the present tax system on savings and loans should not be changed
and impose an additional burden on already suffering lenders for the
housing industry.

If the ultimate proposed tax rates, which are nearly double our
present rates, had been in effect since 1962 we estimate that in Cali-
fornia 125,000 families would have been denied credit for new or
existing housing during the last 6 years.

The Congress in 1962 recognized the need for bad debt reserves for
the savings and loan business, and both the House bill and the Treasury
proposal recognized the need for reserves, although based on different
formulas. Thus the principal issue is how great these reserves should
be. The record of loss experience of long-term lenders during the 1930's
is in the record books for all to see. Long-term lending entails the tak-
ing of risks and inevitably there will be some losses in varying degrees
both as to when those losses are taken and by which institutions they
will be taken.

With respect to the need for reserves for financial institutions we
support the stand taken by Mr. Alexander of the American Bankers
Association for the need for bad debt reserves for banks, although we
suggest that bad debt reserves for savings and loan associations should
be higher because their loans are almost 100 percent long-term while
bank loans are predominantly short term.

There is another reason for the need for reserves not mentioned by
previous witnesses. It is contended by some that we will never have
another serious depresssion. But if we do, the Federal Savings and
Loan Insurance Corporation and the Federal Deposit Insurance Cor-
portation are now in existence to pick up losses which might occur.
These agencies were not extant in the 1930's. It is significant that both
of these insurance corporations insist that their respective member
institutions build and maintain their own reserves because these are
the reserves which will absorb the primary shock of losses. These gov-
ernment insurance corporations would not be able to cope with serious
losses by their members if they had to rely solely on their own reserves.

It therefore seems very clear that the ability of both savings and
loans and banks to build reserves out of current income must not be
impaired by tax policy.

We note with interest that the Ways and Means Committee of the
House of Representatives at the last minute reversed itself so that the
House bill now affords favorable tax treatment to the income from
municipal bonds. We understand the reason for this decision. It is in
the national interest to provide a strong market for the obligations
of State and local governments. We suggest that it is also in the na-
tional interest to provide similar incentives to encourage the invest-
ment in long-term home loans by excluding from taxation a portion
of the income resulting from Ion -term residential lending.

Both the House bill and the Treasury proposal include a provision
for phasing in the proposed increase in savings and loan taxation. This
really only provides a period during which the total economy must
learn to live with a smaller amount of credit available for home loans
,because neither of the proposals in any manner provide for alternate
-and additional sources of mortgage credit.

33-865--69-pt. 3----8
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Since both the House bill and the Treasury proposal result in a
substantial increase in savings and loan taxation, and changes com-
parable tax rates from 17 percent to 31 percent for savings and loans
and from 23 percent to 27 percent for banks we must oppose both in
their present form. If, however, our only alternatives are those two
proposals, then we would support the principle of the Treasury pro-
p osal but only with higher deductions than those suggested by the
Secretary of the Treasury and with other modifications. Of course
the Treasury proposal is merely in outline form and we must be given
the opportunity of studying the specific technical details of it

Parenthetically, Mr. Chairman, we would like to correct a typo-
graphical error in our statement which was filed. On page 138, the last
line of the first paragraph, the correct figure is 60 percent of income,
not 50 percent as shown.

In closing, we urge consideration of our porospal to stimulate
savings. The basic problem today is our lack of capital to meet demands
for housing credit. The American public is saving less of their dis-
posable income than in the past fw years. Thus it would be anti-
inflationary if the public were given an incentive to save more and
spend less.

An additional advantage of tax abatement on interest received by
the saver of modest amounts would tend to make this form of savings
more attractive without increasing the rate paid on savings. This hope-
fully would also allow us to pass on such savings to the borrower on
home loans. We believe that our proposal is in accordance with the
objectives of the Congress in giving tax relief to low- and middle-
income eople who own the bulk of the savings accounts of our Nation.Tank you.

Senator WILLAMS. To the extent that any bad debt reserve is pro-
vided for, would you say that it should be also provided that this could
not be passed on to stockholders but it must be kept as a bad debt

Mr. FmousoN. That is the present situation. I would concur with
that, Senator Williams.

Senator BENNmrr. In your testimony, you indicate that you would
prefer the Treasury proposals to the Iouse, and with Senator Wil-liams' question, I want to repeat it, if you couldn't pay that 5 percent
out to shareholders would that change your preference f

Mr. FmaousoN. Senator Bennett, we are mutual institutions, I am
talking about our personal situation, we are a pure mutual, so we do
not have that privilege anyway.

Senator BzN:rI. Isn't the proportion of stock institutions in Cali-
fornia higher than the national average

Mr. FiEousoN. I believe so; yes, sir.
Senator Birmr'-. WhVt proportion in California are stock?
Mr. FmcwsoN. I will defer to Mr. Hardinge because he has thosefailures.
'Mr. hmwfol. Senator Bennett, there are about 180 State-chartered

associations with about $20 billion m assets. There are about 70 feder-
Uly chartered a& ,tions with abopt $10 billion in assets in the State
of California.

Senator BzirNm. Are you telling me these are the stock companies?
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Mr. FERGUSON. The Federals are the $10 billion. Stock companies
are the $20 billion, the State chartered, are the stock companies.

Senator BEN=NEI. Why is it you prefer Treasury proposal?
Mr. FEROUSON. Mr. Hardinge.
Mr. HJ4DINGE. Senator Bennett, I think we have to start with the

premise that both the House and Treasury proposal would substan-
tially increase the effective rate of taxation on savings and loan as-
sociations.

We believe, however, that there is a great deal of merit to the type
of principle espoused in the Treasury proposal giving incentives to
divert as much of our credit to residential lending as possible. We
think that if the 5-percent incentive as expressed by the Secretary of
the Treasury, were doubled, it would give ample incentive for lenders
to put a maximum amount in residential credit as opposed to other
types of mortgage credit which would normally bear a higher interest
rate.

Senator BENErr. So it is the Treasury 5 percent or that principle
which you hope will be maybe raised numerically which forms the
basis of our discussion.

Mr. AD GE. Yes sir; our formal statement indicates that we
would propose instead of 5 percent, it be 10 percent, and that the ceil-
ing on such deductions be 60 percent instead of 40 percent as under the
Treasury proposal.

Senator BENNEr. That is all, Mr. Chairman. Thank you.
Senator ANDERSON. Senator Jordan?
Senator JORDAN. No questions.
Senator ANDERSON. Thank you.
(The statement of the California Savings & Loan League follows:)

PoSrrioNf OF THE CALIFORNIA SAVINGS & LOAN LEAGUE ON H.R. 13270, PRESENTED
BY D. W. FERGUSON, PRESIDENT, QuAKER CITY FEDERAL SAVINGS & LOAN
ASSoIATION

I appear in opposition to those provisions of the House Bill providing for in-
creased savings and loan association taxation

The share of national savings going into family shelter has become increas-
ingly inadequate over the past several years. Housing is already at the bottom
of the totem pole. The situation is growing more, not less critical. Only last
Tuesday, Senator Proxmire told the Banking and Currency Committee that hous-
ing starts were down 80% since January, and would continue to decline. Because
funds are not available for shelter, many families can neither sell or buy a house
at a time when the total housing inventory is grossly inadequate. We believe the
House proposals, if enactetd, would accelerate the trend of money out of shelter
financing. Further, we believe that the same considerations that make the House
Bill grossly unfair to home-financing specialists will be the cause of this
acceleration.

Savings and loan associations are required under federal law to make large
appropriations to the federal insurance reserve without regard to true net income
or income after taxes. Associations, even under the present tax law, have diffi-
culty meeting these present reserving requirements. The House Bill would tax
these Inaccessible mandatory reserves as income. These additional taxes will
place us in the position where any substantial growth, even if possible, will put
us in violation of the insurance reserve regulation. If these additional tax bur-
dens are placed upon us it will be very difficult for us to increase our lendable
funds Most importantly, high interest rates on home loans will be frozen into
the system because we must make the money meet our reserving requirements
andI higher taxes.

I 1962 Congress determined to increase taxes greatly from savings and loan
associations. In part this action of Congress was in response to the contention
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that prior favorable tax treatment channeled too much public savings into hous-
ing rather than permitting funds to be allocated by free market forces to the
types of credit demand that would pay the most for those savings.

Nevertheless, Congress intended to preserve the concept that more favorable
tax treatment should be accorded savings and loans than to optional lenders in
order to assure adequate funds for family shelter.

The House Bill would reverse this treatment. The House proposal would in-
crease the tax on savings and loans, as a percentage of taxable income, from
16.9% to 31%, while increasing the bank rate only from 23% to 27.5%, so that
for the first time the rate on savings and loans would exceed that on banks.
Exhibit A. But by more objective tests savings and loan associations are already
excessively taxed. The 1962 tax incrc se severely hurt savings and loan associa-
tions, and has combined with inflat. n to produce -the present grossly unsatis-
factory home-financing situation wlh -h the new proposals would exacerbate.

In 1963 California savings and Ruan associations provided 58% of the total
funds loaned on real estate of all types, commercial, industrial and residential,
by institutional lenders in California. But substantially the entire savings and
loan share of real estate loans was for residential financing. In 1968, the per-
centage of all such real estate loans in California made by savings and loans
was only 39.5%. Exhibit B. The lesser savings and loan share of the mortgage
market in recent years shows the diversion of funds from long-term, single
family home financing to commercial and industrial loan in which other insti-
tutional lenders have placed their money. This in turn hake produced the present
critical shortage of funds for family shelter. The shift in savings since 1963 has
gone to commercial banks. Table C demonstrates how- the decline of savings
growth has impaired the ability of savings and loans to make real estate loans.
The table also reveals that banks have been steadily reducing their total real
estate lending notwithstanding the fact that their savings growth has been at
its greatct during this period.

The adoption of the House proposals would accelerate this diversion of money
away from family shelter. While the House proposals would transfer to the
Treasury, in the form of taxes, an increased percentage of the total gross income
of these institutions, the dollar amounts so realized by the Treasury will even-
tually be less than if these provisions were not enacted, because of the financial
harm these proposals would do to savings and loans and to those who use mort-
gage credit.

Governments have alternatives, sometimes overlapping, for the provision of
money for housing. The alternative which in the United States has provided the
most funds for this purpose is sponsorship of a type of Institution required by
law to place the bulk of its money in the financing of homes regardless of whether
other investments are more attractive. This is the savings and loan association.
While the savings and loan association must ccmpete in the marketplace for
available money against all other forms of investment, it must place that money
only in long term loans on homes. To succeed, it must be able to compete in the
marketplace for savings against lenders who can pick and choose their invest-
ments.

But an additional national policy is that shelter financing be made available to
families on a basis which spreads the cost over periods as long as 25 or 30 years
with no increase in monthly payments over that period.

As a result savings and loan associations' assets are predominantly long-term
home loans. By way of example, at the end of 1968 California savings and loan
associations held $25.2 billion in mortgage loans of which $24.2 billion were
neither insured nor guaranteed. At the same time these associations held $24.3
billion in savings accounts.

If savings and loan associations are taxed without regard to this dominant
factor that most of their funds are invested In long-term home loans, they are
unfairly taxed and as a consequence become non-competitive. They cannot meet
the marketplace price for money. The money that would otherwise go to them
to provide shelter for families Inste.d goes to others to finance corporate acquisi-
tions, or other demands of the economy more rate competitive and flexible than
is family shelter.

Exhibit D gives selected average ratios for member commercial banks and for
insured savings and loan associations in the United States. These tables show
that the ba k profit ratio before taxes but after losses (expressed as a percentage
of average assets) dropped only from 1.36 to 1.06 from the period 1961 to 1967,
even though those banks increased the amount that they were paying for their
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money by 145%. In the same period although insured savings and loans could
raise their offering price for public savings by only about 25%, their profit ratio
.before taxes and after losses dropped from .98 to .52. During this period, 90 days
notes of commercial banks have been replaced or renewed at interest rates re-
flecting the market, and therefore inflation. A 30 year loan held by a savings
and loan has the same monthly payments and same interest rates now as when
it was made.

It is not proper to argue that a fair system of taxation can ignore the opera-
tional restrictions placed on savings and loan associations. The House Bill, if
it becomes law, will condemn great numbers of families to continued inadequate
shelter, and it will have this effect because it is unfair taxation.

The Treasury proposal for taxation of financial institutions is more realistic.
The 5% deduction for both banks and savings and loan associations suggested by
the Treasury against interest income from residential mortgage loans recognizes
the inherent limitations upon long-term home loans as a form of investment. It is
designed to cause lenders to voluntarily invest in home loans through appropriate
tax treatment.

But the proposed incentive percentage is insufficient. Under its operation there
is but slight tax benefit for the lender who has 75% or more of his portfolio
in residual loans as contrasted to the lender whose residential loans are 50%
or less of his total portfolio. In a low earnings year the 40% ceiling imposed
under the Treasury suggestion would eliminate all or a portion of the deduction
provided by the incentive percentage, at a time when the deduction may be of
critical importance. The appropriate incentive deduction would be 10%, with
a 60% ceiling.

As further evidence that there must be an adjustment in both the percentage
,of deduction from income as well as the ceilings imposed by the Treasury pro-
posal, we point out the comparative effective tax rates between banks and sav-
ings and loan associations. With only a 5% incentive deduction and a 'limit of
40% of net income for such deduction, the minimuwn effective tax rate on a sav-
ings and loan association would be 30% and for the more profitable and efficient
association the effective rate could be as much as 42%. On the other hand the
Treasury proposal would increase the effective rate now paid by the banks from
23% to 25,5%. The effective tax rates under the House Bill for banks would
be 27%.

The Treasury proposal implicitly assumes that the present tax definition of
savings and loan associations will be discarded. This industry is unique in that
an elaborate schedule of percentages on investments and operations is written
into the tax law to serve as a definition of a savings and loan association, over-
riding in practical effect basic supervisory statutes and regulations, and essen-
tial public need. As an illustration, too much investment in low cost, multi-
family housing for the poor under the present tax definition would disqualify
a savings and loan association.

This is a matter for supervisory statutes and regulations, not for tax law.
We suggest that, in lieu of the present elaborate definition, every savings and
loan association insured as such by the Federal Saving-s and Loan Insurance
Corporation be considered, for tax purposes, to be a savings and loan association.

The conversion period under the Treasury Vlan should be extended to the ten
years provided by the House Bill. Further, care should be exerted that the deduc-
tion allowable from mortgage interest income is clearly adequate to attract
optional lenders into the home-financing field.

Regardless of the adequacy of the 5% suggested by the Treasury to attract
funds into choice home loans, the 5% suggestion is clearly inadequate to attract
funds where they are most needed and the problems greater-low and middle
income family shelter. We recommend a higher figure-at least 12%-for income
from loans to provide middle and low income family shelter as from time to time
defined by Executive Order. Thes families cannot be deprived of shelter fi-
nancing because of tLe cost of lending to them. Shelter financing cannot be totally
at the mercy of the marketplace. The base should not be a narrow definition of
"interest", but should be income from residential real estate financing.

The modifications, discussed above in the Treasury proposals, are essential to
the national'interest.

Subject to these critical changes, the California Savings and Loan League
endorses the Treasury proposal. The House Bill, on the other hand, would atrophy
home-financing funds from savings and loan associations without providing an
alternative source of funds for family shelter.
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The Impact of greater tax on savings and loan associations on homo financing
Is beyond measure. There are no other lenders who would replace the void In
home financing left by the inability of savings and loan associations to provide
for traditional volum of real estate credit.

Certainly the Troasury proposal has as its objective a tax incentive to en-
courage lenders to wake residential real estate loan. However, the tax proposals
would not directly stimulate the availability of funds for residential lending.
In a period when Inr'erest rates have been rising because the demand for capital
is outstripping supply, it would seem d&slrable that tax incentives to the small
saver be made a part of proposals under consideration to encourage more sav-
lngs. This type of approach would also be antl-iuflationary. 'The most logical
Im-plomentation of the suggestion would be to provide a tax abatement of all or
n portion of the interest received by thrifty citizens of this country from their
savings In passbook deposits up to the earnings on accounts of $15,000. In effect,
ihis would be making these savings accounts more attractive without raising
Interest rates and thus not creating a situation where compensating increases
would have to be made in interest rates on residential real estate loans. We
believe that to the extent savings is stimulated the loss in revenue from the
abatement of taxes on Interest earned on savings accounts would be more than
offset by taxed on the profits from the application of those savings to home
construction.

EXHIBIT A-CALIFORNIA SAVINGS & LOAN LEAGUE-CHANGES IN EFFECTIVE TAX RATES OF BANKS AND SAVINGS
& LOAN ASSOCIATIONS (USING 1966 FOR ILLUSTRATIVE PURPOSES)

Under present law

Percentages
of economic Amount

Income (millions)

Banks:
Total sconomtc Income ................................. 100.0

Tax exempt Interest ................................. 33.2
Transfer to oan loss reserves and other tax benefits ......... 9. 4

Total .............................................. 42.6
Taxable income ....................................... 57.4
Tax, at 40.4 percent .................................................

Tx as percent of eoonomic Income .........................
Savings and loans:

Total economic Income .................................

T xep income ...........................
Trnsfor to loan loss reserves and other tax benefits.

100.0

56.6

Proposed law

Percentages
of economic Amount

Income (millions)

$3,643 100. 0 $3,643

1,209 33.2 1,209
342 (1.3) (48)

1.551 31.9
2,092 68,1

845 .......

23 ............

1,161
2,482
1,003

27.5

579 100.0

7 1.2 7
321 23,8 111

Tal ... me........................ 5,.TI llxliume ,........................ :::::::::::: . 42.
Tax, at 39.1 percent ......................................... "

Tax as percent of economic Income .....................................

328 25.0 It8
251 75.0 461
98 ............ 180

16.9 ............ 31

EXHIBIT B,--CALIFORNIA-ESTIMATED GROSS REAL ESTATE LENDING
IDollar amounts In billionsi

Total, all meierSavings and loans Banks Insurlnce companies Institutinal lenders

Amount Percent Amount Percent Amount Percent Amount Percent

193$7.90 $L 4 $3.2 23& $.3 17.7 M1352 100.0
".. ................ 7.4 536 3. 26 $ .78 20.1 13.85 100.0

................... 44 2 .7 12.60 100.0
1. 0 ................ & 90 2.86 6 2.51 It 47 100.0

. 9 . 3I09 33 2.21 k3.8 9.29 100.0
... 4.01 39.,5 3.54 34.4 2.66 21 1026 100.0
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EXHIBIT C.-CALIFORNIA AND U.S. NET CHANGE IN RE LOANS VERSUS SAVINGS GAINS

NET INCREASE IN RE LOANS FOR SAVINGS AND LOANS AND BANKS

In billions ol dollars

Savings and loans Commerclal banks

Insur6d, All operations,
California United States California United States

1965 ........ .......................1966 ...............................................

1965 .........................
1964.............................................

$1.6 $8.9
1.1 7.8
.3 3.9

1.6 8.9
2.9 10.4
3.7 12.2

SAVINGS GAINS FOR SAVINGS AND LOANS AND BANKS

lIn billions of dollars

Savings sains, savings Gain in time deposits,
and loans commercial banks

Insured, All operations,
Year California United Slates California United States

1968 ............................................ $0.8 R o9 $20.6
1927 ............................................... 2. 6 $ ::9 23.7

1 ...... 2 3.7 11.
1965 ............................................... 1.7 8.4 1.7 20.0
1964 ............................................... 2.8 10.6 1.4 15.7
1963 ............................................... 3.2 11.1 1.3 13.4

ASSETS TO RE LOANS-CALIFORNIA AND UNITED STATES

[in billions of dollars

Savings and loan associatnris Commercial banks

California United States California United States

Per- Per- Per- Per-
RE cent of RE cent of RE cent of RE cent of

Year loans Assets assets loans Assets assets loans Assets assets loans Assets assets

198 $25.2 $29.4 85.6 $130.8 $152 8 85.6 $9.2 $52.1 17.7 $65.3 $500.2 13.1
196) .... 23.6 27.9 84.4 121.9 143. 84.9 8.5 46.7 18.2 58.7 450.7 13.0
1968. 22.5 26.4 85.1 114.1 134.0 85.1 8.3 42.6 19.4 54.1 402.9 13.4
1 . 22.2 25.8 85.8 110.2 129.4 85.1 8.0 39.8 20.0 49.4 375.4 13.2
1964..... 20.5 23.9 $6,1 101.3 119.4 84.9 7,5 30.7 24.5 43.7 276.1 15.8
196. 17.7 20.7 85.5 90.9 107.6 84.6 7.0 28.4 24.7 39.1 253.4 15.4

Source: Federal Deposit Insurance Corporation, "Reports of Call"; FMLBB, "Selected."

Year

$0.7
.2
.3
.5
.5
.9

$6.7
4.6
4.7
5.7
4,6
4,8
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EXHIBIT D.-PROFIT SQUEEZE, U.S. BANKS VERSUS SAVINGS AND LOANS

[in percent

Member commercial banki Member savings and loans

Ratio to Change In Ratio to Change in
average asselx basis points average assets basis points

Items In numerator 1961 1967 1968 1961-47 1961-68 1961 1967 1968 1961-67 1961-86

GrossIncome ................... 4.42 5.39 5.63 +97 +121 5.60 5.83 6.02 +23 +42
Loan income .................... 2.75 3.55 3.73 +80 +98 4.70 5.02 5.13 +32 +43
Total money cost I...............86 1.88 2.06 +102 +120 3.43 4.23 4.24 +80 +81
Spread between oroSS Income 5-5 3nd money cost .............. 3.56 3.51 3.57 -5 +1 2.17 1.60 1.78 -57 -39

Operating cost' ................ 2.11 2.20 2.20 +9 +9 1.20 1.06 1.08 -14 -12
Profit before taxes but after non-

operatIngg ins and losses ..... 1.36 1.06 1.04 -30 -32 .98 .52 .72 -46 -26

Includes Interest paid on time deposits In commercial banks plus Interest paid on borrowed funds. Includes dividends
paid on withdrawable shares for saving and loans plu3 Interest paid on borrowed funds, plus stock dividends paid by

State-c"artered saving and loans.
3 Excludes Interest paid for borrowed funds for both banks and saving and loans and Interest paid on time deposits it

banks.
Source: Federal Home Loan Bank Board: Combined Financial Statements, Board of Governors, Federal Reserve System,

Federal Reserve Bulletin.

Senator ANDERSoN. We will recess until 10 o'clock tomorrow morn-
in Whereupon, at 1 p.m. the committee recessed to reconvene at 10

a.m., Tuesday, September 16, 1969.)

:P



TAX REFORM ACT OF 1969

TUESDAY, SEPTEMBER 16, 1969

U.S. SENATE,
CommirT n. ON FI NANCE,

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

Senate Office Building, Senator Russell B. Long (chairman)
presiding.

Present: Senators Long (presiding), Anderson, Gore, Talmadge,
Byrd, Jr. of Virginia, Williams of Delaware, Bennett, Curtis, Miller,
Jordan of Idaho, and Fannin.

The CHAIRMAN. The hearing will come to order.
This morning the committee will take testimony on the general sub-

ject of the taxation of capital gains. The House bill makes a series of
changes in this area of the law. The -most important of these changes
would be to extend the ,holding period from 6 months to 12 months and
to repeal the maximum 25-percent tax rate on long-term capital gains.

The Treasury Department has expressed opposition to these features
of the House bill. They take the position that these changes impose too
great a burden on capital investment.

Our first witness this morning is Mr. Robert W. Haack, president of
the New York Stock Exchange.

Before Mr. Haaek proceeds, I want to state for the benefit of the
television and radio, particularly the television and motion picture
cameras, that committee members have complained about these lights
and while we ara happy to accommodate them and the witnesses inso-
far as we can, we do not want these lights kept on members of the com-
mittee or for that matter the witnesses, unless they are at that point
engaged in televising them. So, I would like to have it agreed that the
lights will be kept off unless the cameraman wants to take a picture. At
that point he may turn his lights on.

N6w, will you proceed, Mr. Haack.

STATEMENT OF ROBERT W. HAAOK, PRESIDENT OF THE NEW
YORK STOCK EXCHANGE; ACCOMPANIED BY BERNARD I. LASKER,
CHAIRMAN OF THE BOARD OF GOVERNORS OF THE STOCK
EXCHANGE; AND DONALD L. CALVIN, A VICE PRESIDENT OF THE
STOCK EXCHANGE

Mr. HA,,ox. Thank you, Mr. Chairman. Gentlemen, my name is
Robert W. Haack. I am president of the New York Stock Exchange.
With me today on my left are Bernard J. Lasker, chairman of the
board of governors of the exchange, and Donald L. Calvin, a vice
president of the exchange.

(1881)
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My statement this morning is the summary of a comprehensive
18-page statement analyzing the impact of the capital gaiis tax pro-
visions of the tax reform bill now 'before this committee. Copies of
the full statement, including my summary, have been submitted to
the committee.

The CaAnAN. The will be printed.
Mr. HAACK. In the 10 minutes allotted to me this morning, I will

summarize the principal pointe and conclusions of that statement.
As passed by the House of Representatives, the specific capital gains

tax provisions of the tax reform bill constitute a sharp increase in the
capital gains tax. Thle exchange believes that three major adverse
results may be anticipated if these provisions are enacted in their
present form:

First, risk-taking incentives and the supply of essential venture
capital would be seriously curtailed.

Second, investments in modern plant and equipment and in new
technologies would dim'iish.

And third, the mobility of capital assets-which is crucial to main-
taining a dynamic and fluid economy-would be impeded.

To my knowledge there is no controversy about the need for main-
taining an adequate level of investment to promote long-run economic
prosp erity. Recognition of this need is implicit in a recent statement
bY Seeremy David M. Kennedy, who pointed out that the bill passed
by the House is-quot--"weighted in favor of consumption, to the
potential detriment of the Nation's productive investment." Secretary
Kennedy concluded that the present version-and again I quote-
"could impede economic growth in the years ahead by curtailing the
incentive to make productive investments."

The exchange's own analysis of the probable economic impact of the
proposals under consideration' suggests that their hasty enactment
could cause irreparable harm to the Nation's long-term capacity for
growth.

Let us look briefly at each of the major proposed revisions in capital
S gains treatment:

The holding period-I do not think anyone would quarrel with the
proposition that smooth functioning of capital markets is largely de-
pendent upon liquidity-that is, the ease with which investors can
move in and out of investments.

',The holding period required to distinguish between an investment
transaction-which qualifies for capital gains tax treatment-and a
noninvestment transaction-which does not-automatically decreases
tJh liquidity"of the national investment pool.

Th. determining the most suitable length of the holding period, there
is Wnmcarily a trade-off between the opposing goals of mi' the nec-
" e ry distiction betweeix types of transactions and of stimulating
mtr'et li quidity. To achieve one goal completely would be to sacrifice
the other.

All available data indicate that the existing 6-month holding period
ii iftm d thn ample to filter out the majority of noninvestment

.'! JTh ;op4sa to extenrd the holding period to 12 months simplis-
',, tiesly'A n esg-thM tlvost investors will refrain from altering their

:Ii nv"smnt behavior and that the ret result will be a revenue gain. I
• ,. , , , - ,. '

! "",::.: :':'", ," .: .... , '- ,, ,
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submit that it is far more realistic to assume that investors will tend
to follow their individual self-interest; that they will lock themselves
into existing investments for the longer period in order to qualify for
capital gains treatment. In that case, the net result could well be a
revenue loss.

The logical tendency of an investor with a sizable gain would be
to speculate against the holding period if there were any reasonable
chance of preserving enough of the gain to make waiting worthwhile.
To the extent that this incentive would be operative, it would tend to
lock large amounts of capital into current investment positions-with
an inevitable, and significant, loss in both capital mobility and marketliquidityTheHouse Ways and Means Committee report suggests that upper-

income taxpayers are the principal beneficiaries of the shorter holding
period. But an examination of the available data refutes this. The most
recent Treasury Department statistics show that only 4 percent of all
long term gains realized by taxpayers with incomes of $100,000 or more
were from assets held between 6 and 12 months. By contrast, the ratios
were 10 percent for those with incomes under $10,000 and 9 percent for
those in the $10-50,000 bracket.

Stated somewhat differently, the top-income group acounted for
only 17 percent of all gains realized between 6 and 12 months after
purchase, while taxpayers with incomes under $10,000 accounted for
16 percent of all gains realized during the 6 to 12-month period-and
those in the $10-50 000 bracket accounted for 50 percent.

Thus, it is clear that the major portion of the additional tax burden
that would be imposed by lengthening the holding period would fall
not on the wealthiest taxpayers--but on those who can least afford
to bear it.
. The alternative rate-the most direct impact on the flow of risk
capital would result from the proposed elimination of the alternative
tax rate.

This, pure and simple, an increase in the tax rate on long-term
capital gains. And as such, it would lower the incentive for investors
to out money at risk-by reducing the after-tax rewards. Moreover,
it would discourage the transfer of capital from matured investments
to more venturesome opportunities by raising the tax cost of such
transfers. Ultimately, the cost of capital would rise as entrepreneurs
would be forced to compete for a portion of the smaller pool of avail-
able risk capital.

Relatively few individuals qualify for use of the alternative rate.
However, it is this group that is the prime source of venture capital.
These investors provide the cutting edge of economic growth. In ef-
feet, eliminating the alternative tax would penalize the group from
which the largest proportionate share of the national investment pool
is expected to be accumulated.

Common sense dictates that the lower the after-tax value of an
existing investment, the more likely the investor is to hold on to it.
This is, of course, another aspect of the "lock-in" phenomenon. The
proposal to eliminate the alternative tax optimistically-we might
even say, naively-minimizes the probable lock-in reaction cf those
who would be affected. The available data tabulated in the text of our
statement clearly demonstrate that the higher the income, the greater
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the tendency to wait before realizing accrued capital gains. Elimina-
tion of the alternative tax would strongly accentuate this tendency.

Treatment of capital losses-Investment risk would also be affected
marginally by the proposal to restrict the long-term capital loss de-
duction from ordinary income to 50 percent of the loss. It is no secret
that investors weight prospective gains or losses in terms of total
dollars, and make their investment decisions accordingly.

The capital loss proposal assumes that man taxpayers can manage
their investments so as to realize gains and losses in different years.
Not only is this assumption not valid, but the proposed change would
most seriously affect lower-income taxpayers who are least able to
time realizations to achieve a tax advantage, and who have the least
prospect of offsetting accumulated losses against future gains.

In effect, a majority of taxpayers who may sustain investment
losses-which, in the lower- and middle-income brackets can often
amount to a sizable portion of annual income-would be subject to
further penalties. The rationstle for this seems to be that it is justifiable
in the interests of restricting a relatively small number of higher
bracket individuals who, however, would still be in a position to use
the loss provision to best advantage.

Contrary to the avowed intent of this measure's proponents, the
disparity of loss treatment would continue to exist between taxpayers
who can manage their investments so as to realize gains and losses in
different years-and the greA majority who can not.

Conclusions-the bill under consideration contains several addi-
tional proposals which would tend to dampen investment incentives.
Two of these are discussed briefly in the full statement we have sub-
mitted to the committee. We plunk to submit a more detailed ana lyiis
;f these provisions for the record at a future date.

The proposals to lengthen the holding period, to eliminate the alter-
native tax, and to restrict apital loss deductions would-if enacted-
have a serious adverse effect on investment incentives, capital mobility
and stock market liquidity.

We ag with the Serry of the Treasury that they carry the
potential for impeding economic growth mi the years ahead, and we
respectfully urge this committee to reject all three provisions.

For the future, we would urge that any new proposals to:revise the
existing capital gains tax structure be preceded-or at the very least
accompanied-by a detailed study of all aspects of capital gains tax-
ation. We would hope that such a study would provide more definitive
data-both on the effectiveness of the existing structure and on the
probable impact of any proposed changes-than were available to the
House Ways and Means Committee when the present bill was drafted.

The CuAmIAN. Thank you, sir. I think Pfully understand your
statement, so I am not going to interrogate you about that. As a matter
of fact, I was aware of your position and in large measure I agreed with
you before you ever came here to testify.

Mr. HAAOX. Thank you.,
- ClrMTht C Air.'Nqw, I do want to ask you about another thing,

though, that I have not discussed with you before. Letme do it while
, ye rei here because you people ought to be experts on this subject.
I" hae hes a list of pice-earnings ratios and yields n stocks tMraing

en the New York Stock Exchange of which you am present t. Now,
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here is where it states that Standard Oil of New Jersey price earnings
ratio, 11.7, yields, 5.24. Texaco, price earnings, 10.7, yields 4.89. Stand-
ard of California, price earnings, 10.8, yields 4.67. You understand
what I am talking about f

Mr. HAACK. Yes., I do.
The CHAIRMAN. Other blue chip stocks, General Motors, price earn-

ings, 12.3, yields, 6.9. United States Steel, price earnings, 8.2, yields
6.3. General Electric, price earnings, 19.5, yields, 3. Here are your
glamor stocks, some of the best ones. IBM, price earnings, 40, yields
1.16. Xerox, price earnings, 48, yields, 0.62. Control Data, price earn-
ings ratio, 36, yields, zero.

Now what that says to me is that in the blue chip stocks, the price
earnings ratio is higher than it is in the oil stocks. In the amour
stocks it is far higher than it is in the oil company stocks. would
like to ask you why that would be the case.

Mr. HAACK. Well, a couple of things come to mind off the top of
my head. First of all, in the three industrials that you mentioned,
General Elcctric, United States Steel and General Motors, in United
States Steel and General Motors you have highly cyclical industries,
la'ge investments in capital, and I think that in view of the fact
that market prices generally reflect the hopes and expectations of
the marketplace, the price earnings level gives an indication as to
what the market projects as far as future potential is concerned.

The CHAnMAN. Well, now, United States Steel, 8.2, that probably
has to do with the fact that imports are giving them a lot of trouble,

-does it not?
Mr. HAAOK. I am sure that imports are one of the problems. The

matter of cost, the raising of prices, the very cyclical nature of the
steel industry itself which is subject to vast fluctuations. General Elec-
tric yielding approximately3percent, I think, represents a combina-
tion of a highly regarded industrial operation but which also has
potential for growth by reason of the exotic areas of their operation.
The companies in the office equipment industry, Xerox, the Control
Data, and-

The CHAIRMAN. IBM.
Mr. HAAOK. IBM, I think all recognize what the market regards

as the extreme growth potential in this segment of the industry. IBM,
as you know, has been an exceptional example and the public in
recognition of the fact that it expects this growth to continue is con-
tinuing to pay a high premium for those earnings and is willing to
sacrifice current income in the form of dividends and would rater
have the company reinvest it and in turn earn more.

The oil securities, I think, are generally selling on what you would
almost call a yield basis. The range that I think was approximately
4.6 to 5.25. This, I think, indicates that the public views the

-oil industry as having growth but it also, I think, recognizes that
it would not put too high a premium probably on the basis of some of
the problems facing the oil industry. There have, incidentally, been
some minor fluctuations in these price earnings of oil companies since
the opening of bids on the north slope of Alaska. Some of them have
had some substantial runups depending on the markets evaluation
of the leases that were allotted. But I think here you have the full
-spectrum of a highly cyclical industry yielding fairly liberally, the
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oil industry rather in between position, and the so-called growth
glamour stocks yielding almost nothing.

The CHAMMAN. All right. Now, would not a ratio with regard to the
oil stocks indicate that there is no excess incentive to invest money in
them ?

Mr. HAACK. Rather than give a top-of-my-head opinion on that, sir,
could I respond to that in writing and give you a more considered
judgment ? (See below.)

The CHAIRMAN. Fine. Obviously, you and I have not discussed tbis
matter but I thought I ought to ask about it.

Thanks very much.
Senator Anderson?
Senator ANDERSON. Are you on record that growth is the most

important fr ctor in the stock market now, is it not
Mr. HAcK. No question about it. Yes.
Senator BEmmmn'r. No questions, Mr. Chairman.'
Senator TALmAO0i. No questions.
The CHAIRMAN. Senator Byrd?
Senator BYRw. No questions, Mr. Chairman.
The CHAmAN. Thank you very much.
(Mr. Haaock's response to the chairman's question and his prepared

statement follow:)
NEW YORK STOCK EXCHANGE,

New York, N.Y., September 25, 1969.Hen. RuS8Ku. B. LONG,
U.S. Senate, (ommittee on Finance,
New Senate Offloe Building, Washington, D.C.

DEA SxNAToR LoNG: This is in reply to the question you raised on the price-
earnings ratios of petroleum stocks during my September 16 appearance before
the Finance Committee.

As I observed at that time, stock prices essentially are the representation of
the hopes and expectations of individuals. More formally put, securities valua-
tions consist of "... capitalizing the expected future earnings and/or dividends
at an appropriate rate of return," according to one standard work in the field,
Benjamin Graham's and David L. Dodd's book, "Security Analysis, Principles
and Techniques." "The capitalization rate, or multiplier, applied to earnings and
dividends, will vary with the quality of the enterprise and will thereby give
recognition to the longer-term profit possibilities which cannot be established with
precision."

Accordingly, two analysts using the same basic analytical techniques may ar-
rive at different conclusions because their expectations of "longer-term profit
possibilities" differ. Of course, the assessment of profit possibilities is a distilla-
tion of separate Judgments on any number of factors. For the petroleum in-
dustry, for example, the analyst has to weigh such factors as market outlook for
each of the various petroleum products, oil reserves and potential addition 0
reserves, location of reserves, Federal and state tax policy as well as policy on
imports and state production quotas, labor and transportation costs, capital
Investment plans, exploration activity, and a host of other factors. The Importance
of each of the myriad of factors differs for each company.

Further, complexities in evaluating current price performance arise from the
role investor psychology plays in the market. Is a particular bull or bear market
a reflection of basic economic trends or a response to some stimulus that has
unduly influenced the imagination of investors? Similarly, fads for specific in-
dustries come and go. How much of the current Interest in the Alaskan oils,
fot example, is grounded on basic analyses of profit potential and how much is
baed on the unwarranted euphoria often associated with new discoveries and
the 6penint up of new frontiers?

It i' no wonder that trained analysts differ in their assessment of prospects for
.the troleum Industry, To illustrate this, I have enclosed a compendium of con-

mene,oncurrent trends In, and prospects fo,, the petroleum Industry drawn from
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several *cent research reports Issued by New York Stock Exchange member
firms.

I have also enclosed Merrill Lynch's most recent compilation of yields and
price-earnings ratios by industry groups, based on closing prices of September 5.
As ,you will see, there appears to be little relationship between the price-earnings
ratios and the dividend yields. That is, of course, because the current dividend
yield is but one of the many factors considered in setting the price. Incidentally,
the price-earnings ratio for the petroleum industry group (13.4) is a trifle above
the average for the Dow-J6nes Industrials (13.3), although the industry's divi-
dend yield (3.4%) is considerably below the average for the Dow-Jones Indus-
trials (4.2%).

To sum up, there are few objective judgments about the proper price level for
any stock or group of stocks-only subjective ones. In essence, the only objective
measure of the worth of a stock Is the price the market sets.

I appreciate your giving me the opportunity to reflect on the answer to your
basic, but complex, question.Sincerely, ROBERT W. HAACoK.

Enclosure.

"SAMPLING OF RE O'NT OPINION ON PETROLEUM INDUSTRY STOCKS

"The House in August passed and sent to the Senate a bill to cut the [depletion]
allowance from 27/% to 20%. The impact of any such reduction obviously would
be fairly appreciable. On the other hand, given pricing flexibility, changes in the
tax laws, if effected, could probably be absorbed without too serious an impact
on earnings of most companies.

"On this baG',s, shares of major petroleum companies deserve to perform better,
particularly when the upsetting influence of legislative proposals is spent. The
earnings dips reported by several majors for the first six months of 1969 reflected
special circumstances in most cases, such as write-offs, plant startups, weak
product prices in some areas, or strikes. In view of the Industry's flexibility,
better earnings comparisons are possible in the second half of 1969 and in 1970.
Growth in demand should continue unabated, and the longer-range prospects of
the industry are bright." (August 14,1969)

S S , S ", S

"The proposal of the House Ways and Means Committee to reduce the tax
depletion allowance, granted to oil and gas producers from the previous level of
27%2/% to 20% has produced a marked decline in the prices of oil shares. Coming
as it did when the over-all market was in a decline, the market reaction to the
tax proposal has tended to be magnified, in our opinion. Our studies indicate that
the proposed reduction in the depletion allowance would not have severe con-
sequences, for most companies. In fact, we believe that most companies are
capable of adjusting accounting procedures and operating levels to minimize the
effect on per-share results. Nevertheless, the reduction in the depletion allowance
would be a blow to the industry and, to some extent, would create difficulties
about financing exploration over the long run.

"Our conclusion is that the petroleum industry is still in a growth trend, but
that the growth rate could be reduced briefly If the tax laws are changed as
proposed. In the most general terms, the proposed tax change would reduce
earnings by 2.5-to-11%. We also conclude that prices for all shares have reacted
to a point at which they are attractive investments for capital appreciation
and long-term growth." (September 1969.)

"Higher costs limited the growth of petroleum industry earnings during the
first half of 1969, despite substantially higher product sales."

"Results varied widely among individual companies, and there was no clear-
cut trend indicating greater profitability in the period for domestic companies
compared with the internationals, or vice versa. Overall, twenty-five of the firms
:eported profit increases. Eight had declines."

"This growth [in demand] combined with increased prices for domestic crude
and gasoline was not reflected in higher earnings as much as might have been
expected because of higher costs for wages and materials, and to a lesser degree
because of higher Interest payments on long-term debt and higher taxes."

"Profits during the second half should be bouyed by a. continuing strong
growth in demand and increased domestic crude production. The Industry may
end the year with record high earnings, but incremental growth in profits is
not expected to be as great as in the immediate past. Some companies with
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disappointing, first six months earnings are expected to do impressively better
during the second half.

"The industry and investors for the rest of the year are likely to be preoccupied
with the extent and ownership of crude reserves on Alaska's North Slope, possible
import policy changes, and possible revisions In thle 27%% depletion allowance
and other key tax provisions, all of which could have a far-reaching Impact."
(September 3, 1969.)

"In our opinion the 2TV9%% oil depletion allowance will definitely be cut, because
it has been established in the mind of the public as a symbol of oil industry tax
preference. Various other changes will also be made to bring the total tax cost
for the industry to the $500 million, or higher, range. We believe that the
industry will make every effort to offset this tax increase with higher refined
product prices, particularly gasoline prices. If any such effort is successful, the
net effect on industry profits will likely be very small." (August 11, 1969.)

"The effect on earnings [of a cut in.the depletion allowance] would vary from
company to company depending largely on operating costs of producing fields. It
is estimated, for example, that at a 20% depletion rate, Gulf Oil's earnings would
drop approximately 10# per share, Standard Oil of New Jersey would drop ap-
proximately 150 per share, Standard Oil of Indiana approximately 30 per share,
Continental Oil about 154 per share, Royal Dutch about 100 per share and
Atlantic Richfield 30# per share.

"The effect among other Master List stocks would be even less noticeable. There
would be very little If any effect on Clark Oil's earnings at present, as it produces
Very little oil and gas. Buttes Gas & Oil similarly would be affected very little
by such a change in the depletion allowance. Concededly, however, the afortnen-
tioned estimates of the effect of a 20% depletion allowance on earnings doL -ike
into account possible offsets such as higher product prices. We regard such price
Increases as a real possibility if the allowance is reduced."

"In summary, It is evident that while this remaining proposal [depletion al-
lowance cut] would not be helpful to the major oil companies, the scope of the
proposed cut's actual effect on earnings would be quite small as shown here. We
believe, accordingly, that the proposal does not constitute a basis for changing
our highly constructive attitude toward the group in general, and the Master
List oil stocks in particular." (July 31, 1960)

"There is always the danger of putting your money In the wrong [oil] stock.
And there is also the risk of paying too high a price; many [oil] stock prices are
moving up a lot faster than companies can justify them with new discoveries.

"The recent major decline in the stock market did bring the prices of many
oils-speculative and blue chip-a lot closer to reality. What interests most
investors now, however, is finding the stocks that will be the biggest movers in
tomorrow's market. Our opinion is that the type of leadership being sought will
be found most readily among the oil and oil drilling companies with stakes in the
emerging areas of discovery.

"W,) are bullish on this group to a large extent because of the old, established
investor enthusiasm for natural resources that can be kindled at the drop of a
rumor. We also feel that once the Alaskan North Slope land sales are concluded
on September 11th, there may be a number of announcements about who has
discovered what and the size and potential value of those discoveries. Apparently
the oil fields Involved in the Alaskan and Indonesian discoveries are in the multi-
billion-dollar category. We can imagine how this will spark investors' imagina-
tions. As high as the stakes may be, the potential rewards are even higher.
And we know that more and more people are coming to realize that in today's
inflationary economy, oil in the ground can be a lot better than money in the
bank.

"Another major factor is the simple law of supply and demand. More crude
oil is being consumed than ever before in history. Many oil companies that we
visited during our recent trip to the West Coast showed us studies indicating
a four-fold increase in world demand over the next decade. In the United
States we have been able to meet our needs domestically, but the rate of con-
sumption is now outdistancing the rate 4t which we replace our oil reserves."
(August 22, 1969)

MERRILL LYNcH, PIERCE.
FEqNqER & SMITH, INC.,

SECURITIES RESEARCH DIvIsIoN,
,t September 12, 1969.

- ./. .I
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AVERAGE YIELDS AND 11 UiCE-EANsIjNGs RATIOS

Following are average yields and price-earnings multiples for the industry
groups that make up the Merrill Lynch stock price index. These industry aver-
ages are based on current dividend rates, estimated 1969 earnings, and closing
prices of September 5. Comparable figures for the Dow-Jones Industrial Average
are shown at the bottom of page 2.

Industry group
Yield

(percent)

540 stock composite...........
Aerospace Ma nufacturing ......
Agricultural machinery ........
Air conditioning ..............
Airlines ......................
Aluminum ....................
Apparel monufacturing... .
Appliances, housewares .......
Auto equipment ..............
Auto finance .................
Automobiles .................
Banks:

New York City ............
Outside N.Y.C...........

Beer .......................
Beet sugar ...................
Biscuits .....................
Bread baking .................
Cannin .....................
Cement ....................
Chemicals ...................
Cigarettes ....................
Coal .........................
Construction machinery ........
Consumer electronics ..........
Containers-glass .............
Containers, metal .............
Containers, paper .............
Copper ......................
Cosmetics ....................Dairy products ...............
Department stores ............
Discountchains ...............Drums ............ ...........
Electrical equipment ..........
Electronics ...................
Food chains ..................
Gold ........................
Home furnishing ..............
Industrial; composite ..........
Insurance, fire and casualty ....
Insurance, life ................
Lead and zinc ................
Liquor ....................

P/E ratio

3.5
4.4
5.5
1.5
1.6
3.2
2.8
3.1
4.6
4.9
4.2

4.0
3.7
2.6
5.7
3.8
4.4
2.6
4.0
4.3
5.7
0.9
4.9
2.6
1.9
2.3
2.6
5.3
1.4
3.6
2.8
1.0
2.0
2.7
.8

3.1
1.5
2.1
3.2
4.3
2.2
5.5
3.0

13.611.8
11.6
23.1
19.4
11.7
14.0
13.9
11.1
11.5
10.2

11.6
10.6
19.6
N.A.
18.1
9.5

13.9
15.1
13.1
10.0
18.6
10.9
14.3
14.6
13.6
10. 5
6.9

23.0
15.2
15.7
14.0
24.6
16.9
25.1
13.4
24.4
15.8
14.3
15.2
12.5
15.8
16.6

Yield
Industry group (percent) PIE ratio

Machine tools ................
Machinery, heavy ............
Meat packing ............. "..
Metal fabricating -------------
Movie producers ---------_---
Office equipment .............
Oil field e uipment .......
Packaged foods ----------
Paint
Paper, composite -------------
Paper, diversified producers... -
Paper makers ---------.......
Petroleum -------------------
Plumbing and heating .......
Printing and publishing --------
Railroad car leasing companys..
Railroads, composite ........
Railroads, coal ............. .
Railroads, Eastern ...... ...---
Railroads, Southern -----------
Railroads, Western ............
Recreation -------------------
Roofing and wallboard ---------
Rubber .....................
Shoe chains ------------------
Shoe manufacturing .........
Small loans ..................
Snuff ........................
Soap detergents, toiletries-....
Soft drinks ..................
Steel ........................
Textiles .....................
Utilities:

composite ...............
Electric ..................
Gas Distributors ......
Holding company .-----
Integrated gas companies.
Natural gas-pipelines ......Communicatbons ..........

Variety chains ...............
Vending .....................
Dow-Jom Industrials .........

4.3
4.8
2.9
6.6
2.6
1.1
3.0
3.2
4.8
3.5
3.9
3.4
3.4
3.3
2.8
4.4
5.2
6.6
5.8
5.2
4.7
2.2
3.0
4.1
2.9
4.3
4.1
5.3

2.1
2.1
5.3
5.4

5.4
5.4
6,1
5.0
6.3
5.1
4.9
3.8
1.8
4.2

STATEMENT or ROBwEr W. HAAox, PREsIDrT, NvW Yomx SToK ExoHAqeZ

SUMMARY

My name is Robert W. Haack. I am President of the New York Stock Ex.
change. With me today are Bernard J. Lasker, Chairman of the Board of
Governors of the Exchange, and Donald L. Calvin, a Vice President of the
Exchange.

My statement this morning is the summary of a comprehensive 1-page state-
ment analyzing the impact of the capital gains tax provisions of the tax reform
bill now before this Committee. Copies of the full statement, including my sum-
mary, have been submitted to the Committee.

In the tev minutes allotted to me this morning, I will summarize the principal
points and conclusions of that statement.

As passed by the House of Representatives, the specific capital gains tax
provisions of the tax reform bill constitute a sharp increase in the capital gains
tax. The Exchange believes that three major adverse results may be anticipated
if these provisions are enacted in their present form:
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15.8
12.3
26.2
30.4
14.5
16.6
13.0
13.0
13.7
15.0
13.4
13.7
16.1
13.4
9.2
9.5

11.1
9.0
9.0

14.9
17.4
10.3
13.9
10.2
12.2
10.2
20.7
25. 8

8.1
12.9

12.3
12.5
11.6
13.8
10.7
11.2
14.4
12.0
15.7
13.3
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First, risk-taking incentives and the supply of essential venture capital would
be seriously curtailed.

Second, investments in modern plant and equipment and in new technologies
would diminish.

And third, the mobility of capital assets-which is crucial to maintaining a
dynamic and fluid economy-would be impeded.

To my knowledge, there Is no controversy about the need for maintaining an
adequate level of Investment to promote long-run economic prosperity. Recogni-
tion of this need is implicit in a recent statement by Secretary David M. Kennedy,
who pointed out that the bill passed by the House is (quote) "weighted In favor
of consumption, to the potential detriment of the nation's productive Invest.
meant " Secretary Eennedy concluded that the present version (and again I
quote) "could impede economic growth in the years ahead by curtailing the
incentive to make productive investments." (End of quote).

The Exchange's own analysis of the probable economic impact of the proposals
under consideration suggests that their hasty enactment would cause irreparable
harm to the nation's long-term capacity for growth.

Let us look briefly at each of the major proposed revisions In capital gains
treatment:
The holding period

I don't think anyone would quarrel with the proposition that smooth func-
tioning of capital markets is largely dependent upon liquidity-that is, the ease
with which investors can move in and out of investments.

The holding period required to distinguish between an investment transaction-
which qualifies for capital gains tax treatment-and a non-investment trans-
action-which does not-automatically decreases the liquidity of the national
Investment pool.

In determining the most suitable length of the holding period, there is neces-
sarily a trade-off between the opposing goals of making the necessary distinction
between types of transactions and of stimulating market liquidity. To achieve
one goal completely would be to sacrifice the other.

All available data indicate that the existing six-month holding period is
more than ample to filter out the majority of non-investment transactions.

The proposal to extend the holding period to 12 months simplistically assumes
that most investors will refrain from altering their Investment behavior and
that the net result will be a revenue gain. I submit that it is far mote realistic to
assume that Investors will tend to follow their Individual jelf-Interest; that
they will lock themselves Into existing Investments for the lon erl period in order
to qualify for capital gains treatment. In that case, the net results could well
be a revenue lose.

The logical tendency of an Investor with a sizeable gain would be to speculate
against the holding period If there were any reasonable chance of preserving
enough of the gain to make waiting worthwhile. To the extent that this incen-
tive-would be operative, it would tend to lock large amounts of capital into
current investment positions--with an inevitable, and significant, loss in both
capital mobility and market liquidity.

Vhe .ouee Ways and, Means Committee Report suggests that upper-income
taxpayers are the principal beneficiaries of the shorter holding period. But an
examination of the available data refutes this. The most recent Treasury Depart-
ment statistics show that only 4 percent of all long-term gains realized by tax-
payers with incomes of $100,000 or more were from assets held between six and
12 moilts. By contrast, the ratios were 10 percent for those with incomes under
$10,000 and 9 percent for those In the $10-50,000 bracket.

Stated somewhat differently, the top-income group accounted for only 17 per-
cent of all gais realized between six and 12 months after purchase, while tax-
Vaei* with incomes under $10,000 accounted for 16 percent of all gains realized
duilux the dx-to-12 month periOd--and those inthe $10-50,000 bracket accounted
tor 50 percent.

ThtWo it, s cleaf that the major portion of the additional tax burden that
would be imposed by lengthening the holding period would fall not on the
wealthiest taxpayers-but on those who can least afford to bear It.

p
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The altertative rate
The most direct impact on the flow of risk capital would result from the pro,

posed elimination of the alternative tax rate.
This is, pure and simple, an increase in the tax rate on long-term capital gains.,

And as such, it would lower the incentive for investors to put money at risk-
by reducing the after-tax rewards. Moreover, it would discourage the transfer of
capital from matured investments to more venturesome opportunities by raising
the tax cost of such transfers. Ultimately, the cost of capital would rise as entre-
preneurs would be forced to compete for a portion of the smaller pool of available
risk capital.

Relatively few individuals qualify for use of the alternative rate. However,
it is tis group that is the prime source of venture capital. These investors pro-
vide the cutting edge of economic growth. In effect, eliminating the alternative tax
would penalize the group from which the largest proportionate share of the na-
tional investment pool is expected to be accumulated.

Common sense dictates that the lower the after-tax value of an existing in-
vestment, the more likely the Investor is to hold onto it. This is, of course, another
aspect of the "lock-in" phenomenon. The proposal to eliminate the alternative
tax optimistically-we might even say, naively-minimize the probable lock-in
reaction of those who would be affected. The available data tabulated in the
text of our statement clearly demonstrate that the higher the income, the greater
the tendency to wait before realizing accrued capial gains. Elimination of the
alternative tax would strongly accentuate this tendency.
Treatment of capital lo8e8

Investment risk would also be affected marginally by the proposal to restrict
the long-term capital loss deduction from ordinary income to 50 percent of the
loss. It is no secret that investors weigh prospective gains or losses in terms of
total dollars, and make their investment decisions accordingly.

The capital loss proposal assumes that many taxpayers can manage their in-
vestments so as to realize gains and losses in different years. Not only is this
assumption not valid, but the proposed change would most seriously affect lower-
income taxpayers who are least able to time realizations to achieve a tax ad-
vantage, and who have the least prospect of offsetting accumulated losses against
future gains.

In effect, a majority of taxpayers who may sustain investment losses--which,
In the lower and middle-income brackets can often amount to a sizeable portion
of annual income-would be subject to further penalties. The rationale for this
seems to be that it is justifiable in the interests of restricting a relatively small
number of higher-bracket individuals who, however, would 8till be in a position
to use the loss provision to best advantage.

Contrary to the avowed intent of this measure's proponents, the disparity in
loss treatment would continue to exist between taxpayers who can manage their
investments so as to realize gains and losses in different years--and the great
majority who can not.
fTonolueion

The bill under consideration contains several additional proposals which would
tend to dampen investment incentiVes. Two of these are discussed briefly in the
full statement we have submitted to the Committee. We plan to submit a more
detailed analysis of these provisions for the record at a future date.The proposals to lengthen the holding period, to eliminate the alternative tax.
and to restrict capital loss deductions would-if enacted-have a serious adverse
effect on investment incentives, capital mobility and stock market liquidity.

We agree with the Secretary of the Treasury that they carry the potential for
impeding economic growth in the years ahead, and we respectfully urge this Com.
mittee to reject all three provisions.

For the future, we would urge that any new proposals to revise the existing
capital gains tax structure be preceded-o-r at the very least accompanied-by a
detailed study of all aspects of capital gains taxation. We would hope that such a
study would provide more definitive data-both on the effectiveness of the exist-
1ug structure and on the probable impact of any proposed changes--than were
available to the House Ways and Means Committee when the present bill was
drafted.
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ANALYSIS OF ECONOMIC ASPECTS OF THE CAPITAL GAINS TAX PROVISIONS OF H.R. 13270

Any examination of the specific capital gains tax provisions of the tax reform
bill must consider the broad economic consequences which may flow from enact.
meant of the bill in Its present form. As passed by the House, these provisions con.
stitute an effective increase in the capital gains tax. The Exchange believes that
three major adverse results may be anticipated if these provisions are enacted in
their present form:

(1) Risk-taking incentives and the supply of essential venture funds would be
seriously curtailed.

(2) Investments in modern plant and equipment and new technologies would
diminish.

(3) The mobility of capital assets, which Is crucial In maintaining a dynamic
and fluid economy, would be impeded.

These effects, as discussed in greater detail below, would retard long-term
economic growth and enterprise and would, ultimately, limit the rise in our
nation's real standard of living. The New York Stock Exchange shares the view
that policies which may Inhibit the incentive to invest, to innovate, and to take
risks should not be enacted in haste and without careful study. The mobility of
capital assets is vital to the entire concept of private enterprise. Beyond these
broader economic considerations, we believe that the House proposals on capital
gains will fail in their avowed purpose of redistributing tax burdens In a more
equitable fashion. Therefore, the current proposals should be made to bear a
heavy burden of proof before they are accepted by the Congress.
Capital gains and risk

Congress has long acknowledged that there are distinct differences between
ordinary Income and gains realized on true capital assets, in that it is to the
national economic advantage to encourage people to invest In productive enter-
prises. Accordingly, capital gains should be-and, since 1921, have been--sub-
jected to a lower tax rate than ordinary income. Long-term investments play a
crucial role in promoting. economic growth. The House appears to have ignored
the fact that the expectation of capital gains induces not only saving, but invest-
ing, and an optimum allocation of resources--all of which are indispensable to a
rising per capita income.

Capital must be encouraged to flow into new ventures if society is to benefit
from new technological trends and discoveries. And the Individual's willingness
to assume unusual capital risks depends to a considerable extent upon the pros-
pect he sees for suitable returns. Obviously, then, higher taxes on the gains from
high-risk situations would discourage investors from assuming such risks. Ac-
cordingly, if the tax provisions dealing with capital gains are altered to provide
less favorable treatment, a reduced flow of equity capital to newer, more risky,
business ventures and a diminution of aggregate Investment will result.
Impact on the level of investment

There is no controversy about the need for an adequate level of investment to
promote long-run economic prosperity. Government has available various fiscal
and monetary tools by which it can attempt to influence aggregate investment,
Since the acquisition of physical assets, such as plant and equipment, typically
requires the Issuance of securities of one type or another, tax policies towards
buyers of securities directly affect the ease and cost of financing expansion.
Realistic tax treatment of capital gains can effectively induce the saver-investor
to offer funds In greater quantity and at lower cost to enterprises undertaking the
expansion or modernization of their physical facilities. A number of industrial
nations--including Canada, West Germany and Japan-have Indicated their
awareness of this by exempting capital gains from any form of taxation.

Administration officials have voiced concern on several occasions with regard
to this bill's detrimental impact on the level of real economic investment. In a
recent speech to the Tax Section of the American Bar Association, Assistant Sec-
retary of the Treasury for Tax Policy Edwin S. Cohen stated that economic an-
alysis indicated that the Bill "involves too great an allocation of benefits to con-
sumption and not enough to Investment In productive equipment and capacity."
Secretary of the Treasury David M. Kenhedy reiterated the view that the House
bill was "weighted In favor of consumption, to the potential detriment of the
nation's productive Investment." He concluded that the House version "could im-
pede economic growth in the years ahead by curtailing the incentive to make
productive InTestments."
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Capital mobility
Increases in capital gains taxation will adversely affect both the level of in-

vestment and the allocation of investment funds.
Economists in general agree that the mobility of capital should be encouraged

in order to achieve optimum allocation of economic resources. Tax measures
which hamper investment liquidity and impair capital mobility are clearly un-
desirable. Increases in capital gains taxation offers a classic example of such
measures. If funds are to be allocated among competing investment projects
with maximum efficiency, it is essential for investors to have access to a liquid
and orderly market when a sale is to be consumated. Liquidity in securities mar-
kets facilitates the purchase and sale of securities, and thereby frees capital to
flow to whatever industries or companies offer the highest prospective returns.
Individuals should not be deterred from making desirable shifts in the composi-
tion of their assets as their needs and expectations change. Inevitably, higher
capital gains taxes, by discouraging investors from switching to other alterna-
tives, will interfere with the optimal allocation of resources, to the ultimate
detriment of economic growth.
The levcl of saving8 and inflation

It would, in any case, be difficult to imagine a more inopportune time for
setting forth the proposed changes in capital gains taxation. The major eco-
nomic issue confronting the American economy today is excessive demand and
inadequate savings. Inflationary pressures are intense and to some extent, are
likely to remain with us into the 1970's. Tax policy at this time should en-
couragc savings as a means of combatting the pressures of excessive demand.
Instead, we find tax policy changes proposed which would increase the tax
burden on capital gains. Studies indicate that individuals view capital gains
in a different light than ordinary sources of income. Regarded as unusual and
unpredictable receipts, capital gains are not typically consumed but are re-
turned to the flow of savings. It follows that an increase in capital galus
taxation may well stimulate consumption at the expense of savings, and de-
crease the over-all pool of funds available for investment. Such recommenda-
tions are inconsistent with other recent counter-inflationary policies, such as.
the income tax surcharge which represents a compulsory form of pers-onal say.
ings. To the extent that business capital investment is financed through savings
rather than through the expansion of the money rjpp y, price pressures are re-
lieved and the task of the Federal Reserve is made easier.

Higher aggregate savings can also lessen inflationary pressures that arise
from the "cost-push" side. Greater availability of aggregate savings serves to
promote investment in more productive techniques.

By making the most efficient equipment available to employees, industry
improves the productivity of the labor force. Larger gains in output per man-
hour serve to narrow the gap between wage increases and improvements in
productivity and thereby limit the inflationary push coming from the cost side.
Thus, it seems clear that in the current economic environment, any tax policy
which discourages savings compounds the problem of achieving non-inflationary
economic growth.

The current economic climate ,nderscores the importance of continuing exist-
ing capital gains tax polii; without significant change. From the short-run
point of view as wei as the longer-run goals of our economy, it would be wise
to refrain from altering the tax treatment of capital gains in a manner that
would reduce savings, impair the mobility of capital, and seriously interfere
with the flow of capital to newer, more dynamic, and more risky ventures. We
believe that the recommendations made in the House bill have been conceived
in haste and are based on Inadequate data. Our analysis of the economic impact
of the proposals under consideration suggests that their hasty enactment can
cause irreparable harm to the nation's long-term capacity for growth.

In the following pages, each of the major capital gains tax proposals is dis-
cussed in come detail, with reference to available data which we believe strongly
accentuate the dangers inherent in proceeding at this time with the changes
recommended by the House.

THE HOLDING PERIOD

Tax incentives for capital investment, however, are not the only determinant
of capital market efficiency. Smooth functioning of a nation's capital markets
is dependent upon liquidity-the ability to move readily In and out of invest-
ments. The less liquid an investment, the less attractive it is to investors. Rates
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of return reflect, in part, the degree of liquidity. The strength of the NYSE-
and the U.S. securities markets iu general--stetus from the large numbers of
orders that continually flow to it, Any diminution in the flow tends to impair
market quality.

The NYSN agrees with the assertion in the House Ways and Means Com.
mittee's Report that "The holding period is an arbitrary and imperfect pro-
cedure that may be inaccurate in some specific situations, but it provides an
approach under which there are significantly fewer administrative and coin-
pliance difficulties than would arise under a less objective standard." In setting
this admittedly imperfect cut-off point, two considerations should be paramount.
First, the barrier must be raised high enough to separate ordinary business
transactions and speculation from investment; and, second, it must not be raised
so high as to seriously impair market liquidity. In other words, there is a trade.
off between the two objectives, To achieve one completely is to sacrifice the
other.

The current six-month holding period filters out the vast majority of transac.
tons by those who earn their livelihood by buying and selling securities. It has
the same effect with regard to investors who buy and sell securities with the
objective of making short-term gains. The Ways and Means Committee estimates
that the revenue gain from an extension of the holding period to 12 months will
ultimately total $150 million annually. Underlying this estimate is the assump-
tion that the proposed changes in the tax treatment of capital gains will have
relatively little impact on investment behavior. It is realistic to assume, however,
that Investors would tend to significantly alter their pattern of realizations to
conform to the lengthened holding period requirement. Some investors would be
discouraged from purchasing equities altogether. It is, of course, Impossible to
determine precisely, in advance, the revenue effect of a changed holding pattern.
It Is clear however, that, at best, postponement of realizations would tend to
minimize the revenue pin associated with a holding period extension and might
very well lead to a revenue lose

The problem is to weigh the uncertain promise of a small revenue gain against
the economic disadvantages which would stem from a holding period extension.
Bffeolve"6eee ot the Si-month holding period

All available data indicate that the six-month holding period is more than
ample to filter out the majority of "non-investment" transactions. Transactions
data from the 192 Internal Revenue study of capital gpins, for example, demon-
strates where long-term investment apparently is not the motivating factor, there
Is a strong tendency to go for quick gains.

TAmET L.-G014 trasoeotlone In corporate stock by length of holdhig period, 196

Number of
trGasaaot lona

Short term, total - ---------------------------------------- 1, 124, 409

Under 1 month -------------------------------------- 408, 114
1 under 8 months -------------------------------------------- 316,087
8 under 6 months ------------------------------------ 20,411
Not available -------------------------------------- 189,237

Lons term, total ---------- -,------------ ---- 2621,*042

6 to 12 months --------------------------------------- 42,214
I under 2 years ------------------------------------------ 472, .02
2 under 8 years -------------------------------------- 800,843
8 under 4 years -------------------------------------- 2'23, 3%2
4 under 6 years.-.-......-..............-11 044
IS under 10 years -------- 411212
10 under 15 year' ------------------------------------- 5, 808
15 under 20 years. .---------------------------------------- 71,3M
20 years and more ------------------------------------------- 78,422ot available--------------------------328,0O01

Ttal, all periods .................. 8......................... 8,0 1

S , our_"qtatattgof Iucue--19os, Sgupplmental Report, Sales of Capital Asseta Re-
" ottsd n Io, .7v1duz Inome Tax lieturna," .. Treasury Department, table p. 112.
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As can be seen from Table 1, 2.6 times as many tratwaotone occurred in stock
held under six months than in stock held from six months to a year. Especially
significant is the fact that the number of gain transactions that occurred in stock
held under one month (408,000) was almost as great as the total for the entire
six to twelve-month period (482,000). The number of gain transactions that
occurred within three months of purchase is, In fact, so great-approximately
three-fourths of all short-term gain transactions-as to suggest that six m1ouths
may be a longer period than necessary to catch most non-investment transactions.

Corroboration of this view is apparent in the findings of studies of public
transactions on the NYSE over the years. Results of the most recent studies are
presented below.

TABLE If.-VALUE OF SHARES SOLD BY INDIVIDUALS BY HOLDING PERIODS
I n percent

Holding periods

I month Over I to Over 6
NYSE public transaction studies or less 6 months months

1960 ............................................... 117 122 t
1961 ................................................ 10 32
1963 ............................................................. 24 '29 347
195 ............................................................. 12 28 60
1966 ............................................................. 23 23 54

I Percentages are based on total excluding "don't know" category.
I Over I to 3 months of holding accounted for 16 percent of total sles end over 3 to 6 months accounted for 13 percent.
I Over 6 to 12 months of holding accounted for 15 percent Of sales.
Source: New York Stock Exchange.

As can be seen In the summary of the five studies in Table II, from two-fifths
to over halt of the valtw of sales occurred before the end of the six-month hold-
ing Iprlod, with disproportionately large dollar volume of sales taking place
within the first moimth after purchase. A more detailed analysis of holding
periods is available only for the I3 study.

In that study, not only did most sales (,3%) not qualify for long-term gains
linder the six-month test, but also the amount of sales within the first six
nionths of holding were nearly three times greater than the amount in the
six-to-12 month period.

There was a greater tendency to sell within three to six months after pur-
chase than in six to twelve months. Putting the 1963 sales data on a monthly
average basis, to allow for the difference in length of period, the ratio of all
sales made in the three-to-six-month holding period (4.2%) was higher than
the ratio for sales in the later period (3.0%).

In 1964, the American Stock Vxchange undertook a similar study, the results
of which confirm the findings of the 1063 NYSE study. As can be seen, 66%
of the value of sales did not qualify for capital gains treatment, and only 13%
of the sales total was attribiitable to holdings in the six-to-12 month category.
Furthermore, the highest Income group accounted for a disproportionately low
share of sales In the six-to-12 month holding period.

TABLE Ill.-VALUE OF SHARES SOLD BY HOLDING PERIODS, AMERICAN STOCK EXCHANGE, MAY 25, 1966
(in percent

Short Under I to 3 3 to 6 6 to 12 12-plus
Income class sales I month months months months months Unknown

Ve,000 ....... 1 2 23 11 is 9 8

SO~to $4000 ....... 9 2Is 13 13 is
'000 ~PImV... 10 27 14 t0 9 25 5'Unknown .............-............ 24 12 27 13 12 12

Tota ............ 7 28 20 il 13 14 7

The transactions data collected by the New York and American exchanges
do not specifically isolate the trading proclivities of short-term traders, who
are the prime target of the holding period. We believe, however, that the
typical short-term trader is interested In rapid turnover of funds with relatively
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small profits on each transaction, rather than with achieving long-term capital
gains treatment.

Evidence on this point Is provided by a study made In July 1961 among
NYSE floor members who traded for their own account. There is little reason
to doubt that the 1961 findings remain valid today. The study found that only
3% of both number and value of shares sold during a one week period was
held longer than six months. By contrast, 86% of the shares sold and 90J
of their value were held one month or less.

The foregoing analysis of transactions strongly suggests that the six-month
holding period is more than doing the Job it was intended for. While it "may be
inaccurate in some specific situations," it is clear that the six-month holding
period excludes from long-term capital gains treatment the vast majority of
transactions which are not consistent with the basic concept of what should
and what should not qualify for preferential treatment.
Shortcomings of Ways and Means Committee analysis

Underlying the NYSE analysis is the concept that the most accurate measure
of the holding period's effectiveness Is the number and value of transactions
disqualified from capital gains treatment. The Ways and Meaivn Comiiitte s
conclusion that the current holding period is not adequate for the job of
distinguishing between investment and non-investment transactions stems froii
a limited perspective of the problem. Rather than measuring transactions di-
rectly, the Committee looked at capital gains realizations. Standing alone.
gains realizations give little indication of trading patterns. One should also ask,
how much trading do the gains represent?

For example, the Ways and Means Committee supports its contention that
. . assets held between 0 months and 1 year tend to be speculative" by show-

big "that almost 90% of all capital gains on corporate stock in 1962 arose from
sales occurring after 1 year of possession." But this offers no true indication
of the efficacy of the six-month holding period. As indicated in the tVble on
transactions above (Table I), taken from the same IRS study used in the Ways
and Means Committee analysis, more capital gains transactions in stock
(472,000) occurred between the first and second years of holding than in the
6to 12-month period. By contrast, 1,124,000 transactions took place before the
expiration of the holding period. If the six-month holding period did not ade-
quately cope with the question of speculative and normal business transactions,
we would expect the opposite results--that is, a Jump in gain transactions from
the first to the second half of the year after purchase and a decline in the
number of transactions in the second year after purchase.

The pattern of transactions provides a more reasonable basis for judging
+he holding period than the statistic that almost 90% of gain occurs from sales
occurring after one year of possession. This compares growth over a single
year with the total of gains which have accrued over many years. Obviously, iII
a growing economy with a secularly rising stock market, the dollar value of
appreciated stocks held over a period of years will be substantial.

The Ways and Means Committee Report offers as evidence of the inadequacy
of the current holding period, the "sharp increase In sales between the sixth
and seventh months the stock was held." The fact is that there will always
be a tendency for realizations to bulge at the expiration of a holding period
of any duration.

Ip appraising both the preceding and the Ways and Means Committee's dis-
cussion of trading patterns during the first year, it must be noted that 1962,
the only year for which detailed IRS data on gains realizations are available,
was undoubtedly an atypical year. A sharp market break in the spring of that
year prompted early realization of both profits and losses in order to preserve
the former and minimize the latter. The high ratio of realized losses to gains
emphasizes this point. In 1962, short-term losses reported to IRS ($768,000,000)
Were 2.2 times greater than short-term gains. Similarly, the value of losses
realized after six to 12 months of holding ($804,000,000) was double the value
of six-to-12-month gains.

The 1902pattern of realization emphasizes the need for preserving flexibility
for the investor. No matter what his initial intentions, he is exposed to the
flucthations of the market after making, his original purchase. An intended
"lonu-term investment" may become a shoit-term gain, or even a loss as market
e, obOdta# shift, The greater uncertainties of a longer holding period are bound
to. di oura Investors. It would impede the mobility of capital and thereby
1. leieu airkietliquidity. New ventures, particularly, would find financing more

/t + '  / +

' ++i + '. . • ,
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difficult as the longer holding period added to the basic risk associated with
venture capital.

From the Treasury's point of view, a longer holding period, particularly In
a year like 1062, would reduce revenue collections. This would ocur because
the Investor is often well-advised to wait for the end of the holding period,
even if substantial erosion in hi8 gain takc8 place. With capital gains taxed at
half the regular rate, the investor in the 50% tax bracket waiting for the holding
period expiration could accept a one-third erosion in his gain and still come
out with the .same after-tax profit. At the top 70% marginal rate, the break-
even point is a 60% erosion in profits, assuming a 25% alternative capital
gains tax rate.

TABLE IV.-EROSION IN GROSS GAIN AT WHICH CAPITAL GAINS AND REGULAR TAXRATES RESULT IN EQUIVALENT

AFTER-TAX YIELDS

Marginal Erosion Marginal Erosion
tax rate factor tax rate factor

Percent .................. 14 8 Percent .................. 50 33
Do .................. 20 11 Do .................. 60 '47
Do .................. 30 18 Do .................. 70 160
Do .................. 40 25

1 Assumes 25 percent alternative capital gains tax rate.

Who u8es the 6-12 month holding period?
The Ways and Means Committee report asserts that the inadequacy of the six-

month holding period is demonstrated by the pattern of realizations in the first
year of holding by the $100,000-and-over group. The report demonstrates that the
top income group realizes a far greater portion of its first-year gain in the six-to-
12 month period than in the 0-six month period. As shown in the preceding table
(Table IV), that is to be expected, since higher income groups take a smaller
risk (in after-tax profits) in delaying realizations than do lower income groups.
This pattern would hold no matter what the holding period.

Furthermore, the Committee report does not point out that the higher income
groups tend to hold assets longer than the lower income groups. In fact, when
the data for all long-term realizations are examined-rather than just those for
the first year-we find that in terms of total long-term capital gains, realizations
in the six-to-12 month period are far more important for the lower income groups
than the higher income groups.

For example, as indicated on Table VI, in 1962, only 4% of all realized long-
term gains on returns with incomes of $100,000 or more were from assets held 6
to 12 months. By contrast, the respective ratios were 10% and 9% for those with
incomes of under $10,000 and from $10,000 to under $50,000.

Put another way, the $100,000 and over group, while accounting for 33% of all
reported long-term gains in 1962, accounted for only 17% of all gains realized
in the six-to-12 month period; while taxpayers with Incomes under $10,000 ac-
counted for 16% of all gains realized in the six-to-12 month period--and
those in the $10--50,000 bracket accounted for 50% (Table V).

Similar results were obtained in the American Stock Exchange study. The
AMEX study indicated that 74% of all sales in the six-to-12 month period were
made by persons in the under $10,000 group, compared with only 14% for the
over $25,000 group. By contrast, their portion of sales of stock held longer than
one year were 44% and 40%, respectively.
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TABLE V.-1STRIBUTION OF CORPORATE STOCK CAPITAL GAINS BY HOLDING PERIOO'AND INCOME CLASS, 1962

On percent]

Taxable returns

$10,000 under $50,000 under $100,000 and
Holding periods Under $10,000 $50,000 $100,000 over

6 to f2 months ...................................... 16 50 16 17
lunder2 years ..................................... 16 50 17 1

under 3 years ..................................... 15 47 16 22
undr4yars. ........................... 14 47 16 224 under 5 years ................................ 15 45 17 234 under years .................................... 13 39 16 32

10 under 15 years ................................... 7 39 16 39
15 under 20 years ................................... 5 31 16 48
20 yearsand over ................................... 8 21 12 59

Total, all periods ........................... 11 40 16 33

Source: "Statistics of Income--1962, supplemental report, Sales of Capital Assets Reported on Individual Income Tax
Returns," U.S. Treasury Department, table 12, p. 112.

Available data give strong indication that lengthening the holding period
would not exclude very many additional non-investment transactions for long-
term capital gains treatment. Its principal effect would be to realign investment
holding patterns, hinder market liquidity and capital mobility and increase the
risk to venture capital.

ALT NATU RATE

Among the proposed revisions in capital gains treatment, the most direct im-
pact on the flow of risk capital would stem from elimination of the alternative
ta&X rate. First, it would lower the Incentive to put money at risk by reducing the
aftr-ax reward. Second, it would discourage the movement of capital from
nature, less risky investments to new and unproved but potentially rewarding

opportunities by raising the tax cost of transferring investments. Ultimately, the
cost of capital would rise as entrepreneurs vie for shares of the smaller pool of
.&ttbr capitaL

Relatively few individuals qualify for use of the alternative rate on long-
term capital gains; however, it is this group that is the prime source of venture
eapitaL These investors provide the cutting edge of economic growth.

In the landmark study, Effecto of Tawaflon., Investmenta by Individuals, it was
concluded that ". • business must look mainly to a very small percentage of the
populatlon-indivduals with large incomes or substantial holdings of wealth
or. both--to ftid any widespread willingness to assume the risks of business
0whership, especially of unseasoned enterprises." The authors also found that
,there is .. very strong evidence for the validity of the major finding of this
Section. namely, that the Investment decisions of the upper income and wealth

* I ap,,are overwhelming, importance in governing the flow of equity capital
fro private lnvedire to business enterprise"
While any blunting of investment incentive serves as an impediment to the gen-

.,eatlop and free flow of investment capital-as the NYSE has pointed out many
tiei -4: e etsds. aie magnified as the degree of risk increases. It is a fact of
" aeOuil&,lto that tehrelative handful of large savers are in the best position
to a , pp .pt ' _1 i ta. Te'e problem ts to maintain an Investment environment

"w~ichi wbud stimulate the large savers to frequently turn over their matured
y0invetmeits and seek out new risk situations. The tax penalty for turning over

ikan investment Is clearly a major factor In the decision.
'k /A dollar In an existing investment paying a reasonable return at minimum

lak, often proves more attractive than 76# (after the alternative capital gains
tax) b s Ral&-rgik investment that holds out the possibility of sizeable returns.
Thse 41s Investment dollar looks even more attractive to top-bracket tax-

onpayer W heits afttr-tax value drops 18%, from 750 to 654. The lower the after-
Vtx Value ofan existinlnvestment, the more likely the investor is to hold on to

i4 #lock"himslf in. This "lock-in" Weet Is generally acknowledged.

* , Keith Butters, Lswrnce 10. Thompson, and Lynn L. Bollinger, Nfect of Tozatios,
S Iau e. l~s g4l idlola (CambrCdgeoIs.: The Riverside Press, 1959), p. 27.

r. - . . . ..,, " .

I /

/ ; f t
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The 1965 capital gains study conducted for the NYSE by Louis Harris and
Associates, Inc. was designed to measure investors' reactions to 20% and 50%
reduwtion In tax rates. In examining the long-run implications of a 20% cut
In the maximum capital gains tax rate, Harris estimated that Treasury revenues
would rise by slightly more than one-quarter. If the maximum rate were halved,
to 129%, estimated revenues would climb nearly three-quarters. The implica-
tions of these findings in the context of a tax rate inoreace are clearly disturbing.

This study of the lock-in effect of the capital gains tax suggests that an in-
crease in the rate would have a substantial impact on capital mobility. As a
consequence of the decline in gains realizations, the revenues Increment would
not rise in proportion to the increase in the effective capital gains tax rate.
C(urren t holding patterns

Available data clearly demonstrate that the higher the Income, the greater the
tendency to wait before realizing accrued capital gains. This shows up in the
following table.

TABLE VI.-DISTRIBUTION OF REALIZED LONG-TERM CAPITAL GAINS ON CORPORATE STOCK, BY HOLDING PERIODS
AND INCOME SIZE CLASS, 1962

Iln percent

Taxable returns
$10,000 under 350,000 under $100,000 and

Holding period Under $10,000 $50,000 $100,000 over

6 to 12 months ...................................... 10 9 7 4
I under 2 years ..................................... 13 12 10 5
2 under 3 years ..................................... 11 10 9 5
3 under 4 years ..................................... 9 9 8 6
4 under years ..................................... 8 7 7 45 under I0 years .................................... 28 25 25 24
10 under years ................................... 8 14 15 17
15 under 20 years ................................... 4 7 9 13
20 years and over ................................... 9 7 10 22

Total ........................................ 100 100 100 100

Source: "Statistics of Income, 1962, Sup lemental Report, Sales of Capital Assets Reported on Individual Income Tax
Returns," U.S. Treasury Department, table 12, p. 112.

In the lowest (under $10,000) income group, 51% of total long-term capital
gains were realized on assets held five years or less. While this ratio Is only
modestly higher than those for the $10,000-to-under $150,000 and $50,000-to-under
$100,000 income groups, It Is more than double the 24% ratio for the over
$100,000 Income group. By contrast, 22% of gains realizations by the top income
group were accounted for by sales of holdings of 20 years or more, compared with
only 7% to 10% for the three lower in4!ome groups.

We do not mean to imply that differences in the timing of realizations are all
attributable to the lock-in effect We do suggest, however, that securities markets
(and other investors) would be better served If the holding pattern of the top
income earners more closely resembled that of the less affluent groups (i.e., more
frequent asset turnover). Elimination of the alternative tax on long-term capital
gains wound have the opposite effect. It would further widen the disparity in
length of holding.

From the point of view of capital mobility, inclusion of capital gains in
income averaging Is not a substitute for the alternative tax. While the latter
helps to ease the lock-in problem somewhat, income averaging would tend to
aggravate It by providing an Incentive to postpone the realization of gains so
as to qualify for the advantages of averaging.

The blunting of tax Incentives to the prime source of venture capital will mean
Ignore competition for the pool of available risk money. Returns to risk capital
will have to rise If new ventures are to attract equity financing. In turn, desir-
able, but less promising, new ventures may fall by the wayside In the tougher
competition for risk capital.
In an environment of strong competition for funds, it is especially imperative

that Incentives for risk capital be preserved If the business sector is to make a
maximum contribution to national economic growth and well-being. The proposal
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to eliminate the alternative tax-which Is essentially a technique for increasing
the tax rate for the most substantial investors-offers a virtually foolproof
means of reducing such incentives.

TREATMENT OF CAPITAL LOSSES

Investment risk would also be affected marginally by the proposal to restrict
the long-term capital loss deduction from ordinary income to 50% of the loss.
Investors weigh prospective gains or losses In terms of total dollars and make
their Judgments accordingly.

The proposal is largely predicated on the assumption that many taxpayers are
In a position to manage their Investments In such a way as to realize gains and
losses In different years. Not only is the assumption not valid, but the proposed
change would have the greatest impact on the lower-income groups, which are
In the least advantageous position to arrange the timing of realizations to qualify
for beneficial tax treatment. In effect, the great bulk of taxpayers already hurt
by investment losses-often amounting to a sizeable portion of annual income-
would be further penalized in order to restrict a relatively small number of tax-
payers who are in a position to use the loss provision to best advantage.

Not only does that rationale lead to inequities, but it still does not deal directly
with the problem. Taxpayers in a position to properly time gain and loss realiza-
tions would still do so.

It should be emphasized that most capital losses (74% in 1962) result from
stock sales. Stockholdlngs are subject to market fluctuations. For the most part,
losses may be realized either because of the need for cash or to prevent possible
erosion of the value of holdings. In either case, the sale cannot be postponed for
very l(Wng. Similarly, for most investors, the possibility of erosion of the gain
during the period when realization is postponed generally outweighs the ad-
vantage of the minor tax saving attributable to proper timing.

From the individual's point of view, a loss is a loss no matter how it comes.
A dollar lost through a decline In an investment hurts just as must financially
as one lost through negligence or theft.
Impact of the proposed treatment of losses

The limitation on deduction of loss hits hardest at the lower income groups.
In point of fact, lower-income taxpayers with losses have far less of a possibility
of offsetting losses against future gains or future income than do upper-income
taxpayers. As a group, lower-income taxpayers sustain very high losses in rela-
tion to income.

TABLE VII.--ONG-TERM CAPITAL-LOSS CARRYOVER ON TAXABLE RETURNS SHOWING NET CAPITAL LOSS, 1966

Average
Average carryover
adjusted as percent of

gross Average average
Adjusted gross income classes income carryover Income

'nder $3000 .. 1.................................................. 1432 3,589 254
$3,000 to under $4,000 ............................................. 3,491 2,974 85
$4,000 to under $5,000 ......................................... 4,500 6744 151

#000 to une'8000 -------------------- 5,005 13:628 248
00 to under $8000-- -- . . . . . . . . .. .. .985 8,838 127
OW to under $.000.--------------------------------- 8 941 4,308 48
000 to under Io ........................................... 11,937 4.142 35
000 to under 2 000 ........................................... 16,976 5,428 32
00 to under 000 ........................................... 28 240 5,458 19
O) tOunder $1 000..:....................................... 65,947 7,183 11

1 to under $200000 ------------------------------ 131,729 10,574 8
00 to u 0er-----------00 -- .................... 280,453 16,202 6

to under 1 . 00.................................... 6,0661 14,077 2
1 , OOand over ............................................... 2,161,328 15,125 1

Serce: Adapted from ' tstics of Income-1966 Individual Income Tax Returns," U.S. Treasury Departmeft table

For returns with under $8,000 of adjusted, gross Income, the average capital
10s carryover generally runs well in exc~is of income. The ratio of loss carry-
over toincome dwindles as Income rises above $8,000, faUig to only 1% for the
fp inome earners,

* /

, / ,/
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That the tax burden of proposed capital loss limitations (including revised
treatment of losses of married couples) will fall upon the lower and middle-
income groups is corroborated by the Ways and Means Committee's revenue
estimates. Of the $65 million of additional revenue attributable to the change
in treatment of losses, 57% would be paid by the under $15,000 income group and
34% by the under $10,000 group.

In summary, net capital losses in practice have been virtually non-deductible.
The proposed changes in treatment of losses will further penalize investors whose
financial positions have already been impaired. They would hit hardest at in-
dividuals in the low and middle-income groups, who have the least prospect of
offsetting accumulated losses against future gains.

OTHER PROVISIONS AFFECTING INVESTORS

In adition to the three proposed revisions in capital gains treatment already
discussed, the Bill contains several other proposals which would tend to dampen
investment incentives. The NYSE will submit a detailed statement on these to
the Committee on Finance at a future date. Here, we will comment only briefly
on two of these proposals.
Di8aUowace of non-buseinee deduotione

Non-corporate taxpayers would be required to allocate non-business deductions
such as interest, state and local taxes, charitable contributions, casualty losses
and medical expenses-between taxable income and tax preference items. The
latter include one-half of long-term capital gains, presumably on the theory that
one-half of long-term capital gains is being excluded from income.

In simplest terms, the proposal amounts to an increase in the effective rate
of the capital gains tax. It does by indirection and through administrative com-
plexity what could be more easily done by a simple increase in the tax rate, if
that were thought desirable. The burden of the change in treatment of deduc-
tions would fall primarily on -those individuals who are the major source of
venture capital. Their response to the proposed change would be essentially the
same as It would be to an increase in the alternative tax (discL'osed above).

In addition, the provision does not differentiate between capital gains realized
in connection with a trade or business as contrasted with ordinary investments.

Furthermore, the rationale for the allocation of deductions between income
included and excluded from taxable income does not, in actual practice, apply
to the vast majority of realized capital gains. In the words of the report of the
Committee on Ways and Means, "The bill essentially requires allocation of any
itemized deduction where it is reasonable to assunw that a portion of the perti-
nent expense is met out of nontaxable income." The fact is that most individuals
who would be affected-those with relatively large capital gains-would tend
to reinvest their realized funds rather than use them for living expenses-the
assumption on which the proposal is based.

Overlooked completely by the proposal is its effect on the relationship between
state income taxes and the Federal tax. Escalation of state tax rates at the
upper end of the income scale Is predicated on the theory that the taxpayer
would recoup a large part of the additional tax through the state tax deduction.
In addition, since many states tie their tax base to the Federal base, effective
state income taxes in many instances would also rise. Combined, the two would
have a substantial effect on total tax costs (state and Federal) of large in-
vestors which the report of the Ways and Means Committee evidently did not
foresee.
Limitation on deduction of investment interest

Limiting the interest deduction on loans used to finance investment property to
$25,000 over and above investment Income also penalizes those individuals who
exhibit the greatest willingness to take investment risks. It seems anomalous to
permit unlimited interest deductions for consumption purposes, while limiting
interest deductions on funds put into productive investment. Furthermore, where.
does one draw the line between legitimate risk-taking through leveraging invest-
ments and tax considerations? Even where tax considerations are a factor, the
end result is still an increase in investment.
. This provision was apparently prompted by the widely-publicized 150 or so-
high-income returns for 1966 in which excess investment interest allegedly was
used to insulate from taxation other types of income received by the taxpayers.
The simple way of handing this situation would have been to include investment
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interest within the "limit on tax preferences" structure. Instead, the Bill offers
an extremely complex provision which is shot through with possibilities for
inequities.

To the extent that interest must be offset against long-term capital gains,
with an effective 50% disallowance, the real tax on such gains is substantially
Increased.

If the investment on which the interest is being paid results in a capital loss,
both the loss and the interest in excess of the minimum are disallowed-a dis-
turbing new form of double tax jeopardy. When a taxpayer repays investment
borrowings from non-investment income, he can deduct practically no capital
losses and, under this Bill, only limited amounts of investment interest.

The argument that the $25,000 annual limitation means that only substantial
investors are confronted with such a choice of alternatives hardly alters the
intrinsic unfairness of the provision. It underscores, however, the fact that the
impact of the Bill falls most heavily upon those investors who necessarily must
be depended upon to supply a major share of risk capital,

CONCLUSION

The whole question of investment incentives, including capital gains taxation,
is fraught with uncertainty. That incentives for investment are essential for
sustained economic growth in a free enterprise economy is not in dispute. What
constitutes a proper level of incentives is a question on which reasonable men
can differ. The existing treatment of capital gains has been essentially unchanged
for over a quarter of a century. Over that period, the U.S. has compiled an
enviable record of economic growth.

In the years immediately ahead, the rate of generation of new capital must be
stepped up if our economy is to meet the demands put upon it by an increasingly
Sophisticated and expensive industrial plant and a population demanding an
attack on the backlog of social and environmental problems. In the face of
these needs, the structure of incentives which has proved out over the years
should not be casually or hastily dismantled.

Unfortunately, there is little hard current data on the capital gains tax and
other incentives. Based on the fragmentary data that do exist, the NYSE be-
ieves that the various capital gains provisions are essentially doing the Job for
which they were designed.

Heavy reliance by proponents as well as opponents of capital gains tax re-
vision has been put on a single study donu in 1962-a year in which stock market
performance, and probably gains realizations, was distinctly not typical.

As we have demonstrated, the existing data offer no persuasive rationale for
altering the existing capital gains tax structure at this time; and, in fact, there
is every indication that the provisions now in effect are accomplishing the job
for which they were designed.

If, at some future time, it should be deemed desirable to alter the present
tax treatment of capital gains, It would certainly seem necessary to base any
proposals for far-reaching changes on a detailed study of capital gains. Such a
study would aim to provide timely and definitive new data on all aspects of the
capital gains tax provisions of the Internal Revenue Code.

The C.
president

EAIRMAN. Our next witness will be Mr. Donald
of Merrill Lynch, Pierce, Fenner & Smith, Inc.

T. Regan,

STATEMENT OF DONALD T. REGAN, PRESIDENT OF MERRILL,
LYNCH, PIERCE, PENNER & SMITH, INC.; ACCOMP ANIED BY
HENRY W. MEERS CHAIRMAN OF THE ASSOCIATION OF STOCK
E-ZEXCHaIGE FIRMS AND SENIOR PARTNER OF WHITE WELD &
CO.; DR. LEON T. KN DALL, PRESIDENT OF THE ASSOCIATION;
-AD ;A= R. RQWU, TAX. PARTNER, SHERMAN & STERLING

MW RbUl(. Mr. Chairman, members of the committee, I am Donald
T .C.n,- pre idont of Merrill, Lynch, Pierce, Fenner & Smith. I

ih ired to"behere and have thr opportunity to testify on behalf

• /
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of the Association of Stock Exchange firms. Accompanying me on
my left, Mr. Henry W. Meers, chairman of the association, and senior
partner of White Weld & Co.; on my right, Dr. Leon T. Kendall, the
association's president and James R. Rowen, tax partner in the firm
of Sherman & Sterling of New York, N.Y. These gentlement will try
to help me answer questions you may have. I filed a more complete
statement, so I will only summarize our position in the. next few
minutes.

The Association of Stock Exchange represents 520 New York Stock
Exchange member firms doing 85 percent of the securities business
of the Nation. These firms are concerned with the investments of more
than 26 million Americans who own securities outright and 100 mil-
lion more who own them indirectly through their participation in
pension and profit-sharing trusts and other institutional investments.

As president of Merrill Lynch, Pierce, Fenner & Smith, I have
the responsibility for the management of 209 brokerage offices
throughout the world, employing some 3,700 securities brokers to
serve our 1.5 million customers. I am, therefore, both in my capacity
as spokesman for the association and in my professional capacity,
particularly concerned with those sections of the House bill directed
at capital gains. I believe that these sections, if enacted in their pres-
ent form, would have substantial material consequences directly af-
fecting millions of Americans and the Nation's economy.

I refer to section 511, repealing the alternative tax on long term
capital gains. I

Section 512, reducing the deductibility of capital losses and section
514, extending the holding periods on capital assets. Principally be-
cause of these sections, we concur in Secretary of the Treasury David
M. Kennedy's view that the bill is "weighted in favor of consumption
to the possible detriment of the Nation's productive investment".

On the alternative tax we approve the Treasury's proposal to revise
the tax, but oppose its elimination. The 25 percent ceiling is a critical
investment inducement to individuals capable of taking risks and the
Nation greatly needs risk capital, as I shall endeavor to show.

Capital is an essental ingredient in a flourishing economy. Before
there is a return, before there is income, there must be an expenditure
of capital, of labor, of entrepreneurial energies.

At present $25,000 in capital stands behind each job in manufacur-
ing in this country; this is one of the principal reasons why we have
the highest standard of living in the world. For every new job we
create, another $25,000 of capital will be required. In this respect cap-
ital equals jobs.

Today we spend $25 billion annually for research and development
and in the last fiscal year, $87 billion of new capital was invested in
new issues of stocks, bonds, and investment company shares. Many of
the issuing companies are engaged in vital work, such as the control
of air and water pollution oceanography, education, and medicine.
Their success means new jots and perhaps whole new industries.

I ask you, as you consider tax legislation, to bear in mind the im
portance of capital in meeting our future economic needs. Please re-
member that it will take $28 billion in new capital each year just to
provide new workers with jobs, to say nothing of housing and an in-
creasing standard of living.
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Passage of the provisions to extend the holding period of 12 months
would have a serious impact on the Nation's ability to meet its capital
needs. Testimony of the New York Exchange before this body provides
what I regard as a landmark analysis of the holding period. We en-
dorse it fily.

In fact, I can go further. My experience as a sales manager, under-
writer, and managing executive ofa securities firm convinces me the
Iongr the time period over which an investment decision must be
made, the greater the uncertainty in the mind of the investor.

As uncertainty grows, decisionmaking slows.
A 12-month holding period would impair the liquidity of the mar-

ketplace and the free flow of capital to its best use and would also cost
the Treasury tax revenues. This .is not a conjecture but a real and in-
mediate prospect. It is documented in a recent independent survey of
a cross-section of Merrill, Lynch customers conducted by Guideline
Research Corp. of New York City, a respected marketing research
organization. A summary of the survey results is appended to my state-
ment and the full report of the survey is available.

Using charts I want to review briefly what the survey showed.

ATTITUDE TOWARD PASSAGE OF CAPITAL GAINS PROVISIONS OF H.R. 13270

Although our customers accept tha theory of capital gains taxation,
nearly three out of four (73 percent) are against passage of the three
capital gains provisions. Only one in five (20 percent) favors them.
The balance has no opinion. Note that the opposition is almost the same
in all three brackets polled.

lin percent]

$100.0 to $o0,0 to So,000
Total 519,999 $49,999 or over

For passage ........................................ 20 22 20 16
Against passage ................................... 73 70 72 76

ATTITUDE TOWARD LENGTH OF HOLDING PERIOD

The present 6-month holding period meets the approval of more
than two-thirds (68 percent) of our investors.

Furthermore, another 14 percent feel the period should be de-
creased rather than increased. Only 12 percent favor longer holding
periods. Again, the response is about the same regardless of income.

(in percent]

$10,0oo) 1. $20,000 to $50,000
Total $19,999 $49,999 or over

Holdinl period boul be:
I ...................................... 12 12 14 11
011or"Od ...................................... 14 15 13 15
Kept t sm -.................................. 68 68 68
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EFFECT OF PASSAGE OF ALL THREE PROVISIONS OF INVESTMENT BEHAVIOR

We asked our customers what they would do with their investments
if these were enacted. One out of three (34 percent) say they would
decrease investments next year. Note that the proportion giving this
response rises as income increases, reaching 39 percent in the $50,000
andover category. Only 6 percent said that they would increase their
investment.

[In percent

$10,000 to $20,000 to $50,000 or

Passage of ll 3 provisions Total $19,999 $49,999 over

Increase investments ................................ 6 7 7 3
Decrease investments ................................ 34 26 35 39
Keep about same ................................... 53 60 50 50

Investors were also asked what their investment decisions would
be in the event of passage of each one of the proposals. Time will not
permit me to display the charts covering the responses to these ques-
tions, but they are available for your examination. In each instance
a significant number of investors say they would de.rease their stock
purchases in the year ahead.

Now is not the time to create further doubt about the future of
the economy. The fall-out from inflation is all around us, and the
adjustment we have been patiently waiting for is still more of a
promise than a reality.

In the meantime, paper losses in the values of securities have
climbed to $125 billion since May, and that itself is quite a tax on
capital. Bear markets feed on doubt and indecision. There is a large
measure of both hanging over the securities markets today. Investors
are seriously questioning whether shifting social and political tides
can be channeled into the right course, or whether the legitimate cry
for tax reform will lead to some uneconomic decisions. The final formn
this bill takes will be a key indicator that millions wiill be watching.

Thank you, Mr. Chairman.
The CHAIRMAN. Looking at the chart you have there, it indicates

that an average of more than 30 percent, roughly 33 or 34 percent of
investors, would actually reduce their investments in the event that
this bill passed in its present form. Is that what you are saying here?

Mr. REGAN. Yes, sir.

The CHAIRMAN. And only about 6 percent of investors would in-
crease their investments under those circumstances.

Mr. RMAN. Yes, sir.
The CI IAUiAN. Now, I am somewhat aware of that problem be-

cause a businessman told me some time ago that in Canada there is
no tax on capital gains. Is that not correct ?

Mr. REAN. That is correct, Mr. Chairman.
The CHAIRMAz. No capital gains tax in Canada. Now, man's atti-

tude was that he was willing to pay a fair and reasonble amount
of taxes, but he thought the five different things in this bill attack-
ing capital gains are outrageous and if that was going to be done to
him, the kind of investments he had could be made just as well in
Canada as here and he was just going to move his money to Canada.
Is that not a possibility if this bill passes in its present form?

33-865-69-pt. 8-10
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Mr. RF.Ar. That is a possibility. We note that 78 percent of our
customers said they actually were in favor of a capital gains tax but
they did not like the provisions the House suggested be made.

The CHAIRMAN. In other words, most investors would not argue
that we ought to have the Canadian system rather than ours. They
simply say under our system the lax ought to be fair and should not be
punitive or unreasonable.

Mr. REOAx. That is correct, Mr. Chairman.
The CRAIRMAN. Now, arG you aware of the tax situation where in

real terms-in terms of purchasing power-the person made no profit
at nil even though he was taxed for a profit?

Mr. REOAN. Inflation, yes, sir.
The CHAIRMAN. For example, ,a man buys property for $100,000. It

could be stocks or it could be real estate. He holds that for, let us say,
30 years. Now, by the time he cashes it in, it might well be that the
purchasing power of his dollar is only about a third of what it
was originally. Well, then, he is taxed at a 25-percent rate on the
difference where actually there was no gain in real terms. tIe is in
effect being made to pay a tax and is penalized because the Govern-
ment has failed to maintain the purchasing power of a dollar. Now,
you are aware of that problem, are you .notV

Mr. REGAN. Yes, sir. This is one of the reasons we oppose any
change in the capital gains tax because in many cases unless the in-
crease in value of the particular asset, be it real estate or stock or what
have you, each year is greater than that of inflation, when the tax
is paidit is really a tax on inflation.

The CHIAMMAN. I find it very interesting that your customers do
feel that there should be a capital gains tax, because it is against their
interests to feel that way. But that would indicate that most of them
feel that anybody making money ought to be paying something, no
matter how he is making it.

Mr. REGAN. That is what they seem to feel.
The CHAMMAN. Senator Anaerson I
Senator Bennett?
Senator BEmNrr. Mr. Chairman-Mr. Regan, I understand one

part of the survey had to do with the age of investors. Do you have
a chart here showing that part of the survey?

Mr. REGAN. Unfortunately, I do not have a chart.
Senator BieNrzm-r. But you do have the figures I
Mr. REGAN. I have some figures, Mr. Chairman, that I could give

you. Mr. Bennett, each Senator, I believe, was furnished with a copy
of these. It is a profile of Merrill Lynch customers. What we did, Mr.
Chairman, was to try to find out who are the new customers of Wall
Street. Who are the people that are now becoming stockholders? And
we found to our great surprise that in our new customers 29 percent
of them are between the ages of 20 and 29: 21 percent are between the
ages of 30 and 39. In other words, 50 percent of all new customers in
Wall Street as far as Merrill Lynch is concerned, are below the age of
40, which we think is a very healthy sign as far as the future of our
Nation is concerned. As far as theii income is concerned, 53 percent
are below the $15,000 tax bracket. As far as occupations are concerned,
28 percent came from such professions as sales, industrial craftsmen,
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secretarial, clerical, housewife, Armed Forces, and students. We think
it is very helpful.

The CITAIRNAN. Senator Cartis?
Senator CURTIS. No questions.
The CIIAIRMAN. Mr. Jordan?
Senator JORDAN. No questions.
(Donald T. Reagan's prepared statement follows:)

STATEMENT OF DONALD T. REAGAN, PRESIDENT, MERRILL LTNCH, PIERCE,
FENNER & SMrT, INc.

Mr. Chairman and Members of the Committee, I am Donald T. Regan, Presi-
dent of 'Merrill Lynch, Pierce, Fenner & Smith. I am honored to be here and have
the opportunity to testify on behalf of the Association of Stock Exchange Firms.
Accompanying me are Mr. Henry W. Mears, Chairman of the Association and a
senior partner of White Weld & Company; Dr. Leon T. Kendall, the Association's
President, and James R. Rowen, tax partner in the firm of Shearman & Sterling
of New York, N.Y. These gentlemen will help me try to answer any questions you
may have.

I have filed a more complete statement, so I will only summarize our position
lu the next few minutes.

The Association of Stock Exchange Firms represents 520 New York Stock
Exchange member firms doing about 85 percent of all the securities business of
the nation. These firms are concerned with the investments of the 26 million
Americans who own securities outright and 100 million more who own them
indirectly through their participation in pension and profit-sharing trusts and
other institutional investments.

As President of Merrill Lynch, I have responsibility for the management of
209 brokerage offices throughout the world, employing some 3,700 securities
brokers to serve our one and one-half million customers.

I am, therefore, both in my capacity as spokesman for the Association and in
my professional capacity, particularly concerned with those sections of the
House bill directed at capital gains. I believe that these sections, if enacted in
their present form, would have substantial, material consequences directly af-
fecting millions of Americans and the nation's economy.

I refer to:
-Section 511 repealing the alternative tax on long-term capital gains,
-Section 512 reducing the deductibility of capital losses, and
-Section 514 extending the holding period on capital assets.
Principally because of these sections, we concur in Secretary of the Treasury

David M. Kennedy's view that the bill is "weighted in favor of consumption to
the possible detriment of the nation's productive investment." "Such overweight-
ing," he went on to say, ".. . could impede economic growth in the years ahead
by curtailing the incentive to make productive investments."

On the alternative tax, we approve of the Treasury's proposal to revise the
tax, but oppvse its elimination. The 25-percent ceiling is a critical investment

1euceme-rA to individuals capable of taking risks, and the nation greatly needs
risk capital, as I shall endeavor to show.

There Is concern today among us. We wonder whether the burden of taxation
is equitably apportioned. We question whether some economic concentrations
may be immune to fair taxation. This questioning is necessary, and the answer
is clear. There is a genuine need for tax reform. But we must be careful that the
zeal to reform does not, by inadvertence, impede our economic growth.

Capital is an essential ingredient in a flourishing economy. Before there is a
return, before there is income, there must be an expenditure of capital, of labor,
of entrepreneurial energies.

At present $25,000 in capital stands behind each job in manufacturing in this
country; this is one of the principal reasons why we have the highest standard
of living in the world. For every new Job we create, another $25,000 of capital
will be required. In this respect, capital equals jobs.

Economic progress Is the result of a skillful blending of four basic factors--
resources, labor, capital, and management. The importance of having all four
elements Is apparent when we observe the economic condition of other nations
that aie lacking in one or more of these elements.
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Today we spend $25 billion annually for research and development, and In thc.
last fiscal year, $87 billion of new capital was invested in new issues of stocks,
bonds, and investment company shares. Many of the issuing companies are ou-
gaged in vital work, such as the control of air and water pollution, oceanog-
raphy, education and medicine. Their success will mean new Jobs-and perhaps
whole new Industries.

In the decade ahead, new families will be formed at the rate of more than
a million a year, and 1.4 million additional workers will seek to enter the labor
force annually. These projections have very human implications. More people
mean more Jobs, more housing, more transportation and health services, more of
everything-unless rising aspirations are to he frustrated.

I ask you, as you consider tax legislation, to bear in mind the importance of
capital in meeting our future economic needs. Please remember that it will take
at least $28 billion in new capital each year just to provide new workers with
jobs-to say nothing of housing and an increasing standard of living.

The traditional source for significant quantities of this capital has been-and
will continue to be-our securities markets. It Is, therefore, the public interest
that is 'kt stake In enacting legislation that would affect these markets.

Passage of the provision to extend the holding period to 12 months would have
a serious Impact on the nation's ability to meet its capital needs. Testimony of
the New York Stock Exchange before this body provides what I regard as a
landmark analysis of the holding period. We endorse it fully.

In fact, I can go further. My experience as a sales manager, underwriter and
managing executive of a securities firm convinces me that the longer the time
period over which an investment decision must be made, the greater the uncer-
tainty in the mind of the Investor.

As uncertainty grows, decision-making slows.
A 12-month holding period would impair the liquidity of the marketplace and

the free flow of capital to its best use-and it would also cost the Treasury tax
revenues. This is not conjecture but a real and immediate prospect. It is docu-
mented in a recent independent survey of a cross-section of Merrill Lynch cus-
tomers conducted by Guideline Research Corporation of New York City, a re-
spected marketing research organization. A summary of the survey results is
appended to my statement, and the full report of the survey is available.

Using charts, I want to review briefly what the survey showed.

ATTITUDE TOWARD PASSAGE OF CAPITAL GAINS PROVISIONS OF H.R. 132T0

Although our customers accept the theory of capital gains taxation, nearly
three out of four (73 percent) are against passage of the three capital gains pro-
visions. Only one in five (20 percent) favors them. The balance has no opinion.
Note that the opposition is almost the same in all three income brackets polled.

Iun percent)

$10,000 to $20,000 to $50,000 or
Total $19,999 $49,999 over

For passage ........................................ 20 22 20 16
Against Passag ....................... --- 73 70 72 76

ATTITUDE TOWARD LENGTH OF HOLDING PERIOD

The present six-month holding period meets the approval of more than two-
thirds (68 percent) of our investors. Furthermore, another 14% feel the period
should be decreased rather that increased. Only 12% favor a longer holding
period. Again, the response is about the same regardless of income.

lin Percent)

S10.000 to $20,000 to $50,000,
HoWd&l period "Ioudl be- total 19,999 $49,991 or over

in ......................................... 12 12 14 11
Decreas .......................................... 14 15 13 15
Kpt the same ...................................... 8 68 68 67"
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EFFECT OF PASSAGE OF ALL THREE PROVISIONS ON INVESTMENT BEHAVIOR

We asked our customers what they would do with their investments if these
-were enacted. One out of three (34 percent) say they would decrease invest-
ments next year. Note that the proportion giving this response rises as income
Increases, reaching 39 percent in the $50,000-and-over category. Only six per-
cent say they would increase investments.

tin percent]

$10,000 to $20,000 to $50,000
Passage of all 3 provisions Total $19,999 $49,999 or over

Increase investments ................................ 6 7 7 3
Decrease investments ................................ 34 26 35 39
Keep about same ................................... 53 60 50 50

Investors were also asked what their investment decisions would be in the
-event of passage of each one of the proposals. Time will not permit me to display
the charts covering the responses to these questions, but they are available for
your examination. In each instance a significant number of investors say they
would decrease their stock purchases in the year ahead.

To sum up, our principal concern is that three sections of the House bill-
Sections 511, 512 and 514-would tend to freeze capital assets and to reduce In-
centives to Invest. As a result, the liquidity of otherwise marketable securities
would diminish, and this condition would be detrimental to economic growth.
As Assistant Secretary of the Treasury Edwin S. Cohen testified, "Present capital
Investments would tend to be frozen anl the economy as a whole would suffer."

Now Is not the time to create further doubt about the future of the economy.
The fallout from inflation is all around us, and the adjustment we have been
,patiently waiting for Is still more of a promise than a reality.

In the meantime, paper losses in the value of securities have climbed to $125
1I1llion since May, and that itself Is quite a tax in capital. Bear markets feed on
-doubt and indecision. There is a large measure of both hanging over the securities
markets today. Investors are seriously questioning whether shifting social and
political tides can be channeled into the right course, or whether the legitimate
cry for tax reform will lead to some uneconomic decisions. l'he final form this
bill takes will be a key indicator that millions will be watching.

Thank you Mr. Chairman.

Senator BYRD. No-questions.
Senator FANNIN. No questions.
The ChAIRMAN. Thank you very much.
Mr. REGAN. Thank you, sir.
The CHAIRMAN. We will now hear from Mr. Roland M. Bixler,

chairman of the board of directors, the tax council.

STATEMENT OF ROLAND M. BIXLER, CHAIRMAN, BOARD OF
DIRECTORS, THE TAX COUNCIL

Mr. BIXLER. Mr. Chairman, unlike my distinguished predecessors,
I am here alone but I hope our case wilI speak for itself.

My name is Roland M. 13ixler. I am founder and president of J-B-T
Instruments, Inc., a manufacturer of electrical instruments and elec-
tronic components located in New Haven, Conn.

I appear here on behalf of the tax council of which I am chairman
,of theboard of directors. The council is a membership organization
supported by business concerns, some large, some medium sized, and
some small like our own firm. Broadly, the council's purpose is to work
toward a body of tax law in harmony with the economics of progress.
We like to think of ourselves as a center for fresh and innovative
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thinking on tax issues of major importance to capital formation,
economic growth and the creation of new and better joLs.

Consistent with its purpose, the tax council has developed two
fundamental programs of tax reform, one in the capital gains area and
the other on income tax rates.

The capital gains program implements a single idea, namely, that
being transfers of capital the long-term capital gains of individuals
do not belong in the income tax base.

Our program for reduction and reform of income tax rates also
implements a single idea, namely, that taxpayers should have first but
not irreversible claim to at least one-half of the increase in revenue
which comes from economic growth.

My complete testimony has been supplied. I will just proceed on to
a summary of it and then try to hit a few of the highlights.

We urge that H.R. 13270 1e amended to incorporate the council
program on capital gains, and to make modest changes consistent with
the program on income tax rates. The major policy points which we
propose for implementation in the pending legislation are summar-ized as follows:

SUMMARY OF PEOMMENDATIONs

1. With respect to capital gains, we recommend that:
(a) A new system be created for the separate taxation of long-

term capital gains of individuals, with more moderate rates of tax
than at present.

(b) A credit against estate taxes of long-term gains of individ-
uals be provided under the new system.

(o) A reasonable rule be enacted for allocation of interest
deductions between income under the income tax system and long-
term capital gains under the new system.

(d) Tax be eliminated on gains from sale of owner-occupied
homes.

2. With respect to individual income tax rates, we have these recom-
mendations:

(a) In H.R. 13270 rate deductions through the middle brackets
be adjusted towards the goal of flattening, and I emphasize the
word flattening, the curve of graduation.
(b) The 60 percent maximum rate on earned income be enacted

(section 802 ofH.R. 13270).
3. With respect to the corporation income tak, we recommend

reduction in the top rate of 45 percent to take effect in the near future.
The basic program proposed on capital gains is explained in detail

in my full statement. We have talked in terms of a new system which
recognizes that capital gains are a transfer of capital assets. Capital
assets are something which all the rest of the world seems to have
recognized better than we very important for future economic growth,
for more and better jobs. We feel thereshould be a holding period. We
)i!ve not taken an exact position as to the time of it. We fel that long-
term losses to individuals on the sale of asbsts should be allowed only
a6 an offset against long-term gains Put wih an unlimited carryoverot the excess losses.
-The anotherr new proposal is a credit against estate taxes of the

taispaid on long-term gains by individuals. The tax on gains would
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be cumulatively recorded in a special box in the annual tax return
filed during the taxpayer's life and then the total would be offset
against any estate tax he otherwise should pay at death. We also think
in terms of mixed transactions, that there would be no departure from
the present practice in taxing the gains from mixed transactions.

On literary works we feel that the creators of literary, music, and
artistic compositions should be accorded the same tax treatment as is
the work of inventors, by creation of an additional class of special
statutory gains.

And finally, on the matter of the sale of homes with the infla-
tion that has occurred there, we feel the tax should be eliminated on
the gains from sales of owner-occupied homes and other properties
which are not subject to loss offsets.

This program was adopted by the council some months ago. We
later have added the matter of interest deductions and we feel what
is given it the testimony under interest deductions would be particu-
la'y advantageous because it would recognize that interest often is a
cost in long-term capital gains.

Our purpose would be to have less tax restraint on mobility and
to promote the venturesome use of capital from which economic
growth comes.

Now, referring to the tables presented, the first indicates a sug-
gested rate schedule for long-term capital gains of single individuals
and you will see it goes from 4 to 22 percent. The second table covers
capital gains for joint returns, again using the same rates. In compar-
ing the rates to those that are paid under the income tax system, the
most important point to keep in mind is that under this proposal the
tax paid on capital gains tax would be paid without regard to a tax-
payer's income. This would be a particular break for taxpayers whose
gains are small in relation to income.

We often hear the argument that all capital gains should be taxed
as income because some people live off their gains. There may be some
people who do this, but the fact is that if we taxed all gains as income,
we would compound the discrimination against the working people
who now pay the tax on their gains off the top of their income. So, the
proposed system would end the present discrimination by bringing
the tax on gains paid by those who earn income down to the same tax
paid by those who do not work fTr a living. This is shown in table No.
3 where in the first column we indicate what would happen with tax-
able incomes of zero to $40,000 but, if there were long-term capital
ca ins of $50 000 in this example, the same tax of $4,840 would be paid
y each of tlese taxpayers regardless of whether his taxable income

was zero or $5,000 or $40,000.
We, however, in table 3 also compare this with what was proposed

in the Kennedy-Johnson administration in 1963 when there was a
proposal to substantially reduce long-terin capital gains and this table
indicates that in taxing long-term gains we would again, as I pointed
out, eliminate discrimination against persons who earn their income.
So, a man who earns $40,000 income now pays about $6,000 more on
$50,000 gains than a man who earns no income whatsoever. Our pro-
posal would correct that.

Table 4 then indicates what would happen to long-term gains of a
person with $20,000 of taxable income but with varying amounts of
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long-term capital gains and you will see that our proposal there would
be lower up thlroug $50,000-would be substantially lower tip through
$50,000 of long-term capital gains but would escalate to a point some-
where higher than the 1963 administration proposal but lower than
the present top tax of 25 percent.

Now, on the matter of the unrealized gains at death, there gets to
be a real question of equity here because one person has sold and paid
tax and another person has stayed frozen in his assets to avoid tax?
We feel that by aivino credit to the individual who has paid capital
gains during his flfetime, at the time estate taxes are figured, we could
ameliorate this problem. On the matter of deductions for interest, we
have indicated here that we favor substitution for section 221 of H.R.
13270 so that interest payments in excess of, say, $5,000 annually,
would be allocated as follows:

First, the deduction under the income tax system of the amounts of
,dividends, interest and 10 percent of other 'income included in the
adjusted gross income.

Second, we would then have a deduction under the separate capital
gains system we proposed.

And third; he could deduct the remainder under the income tax
system.

Now, as to the income tax rates, we would like to emphasize that
we considered several benchmarks. The first is, it is neither fair nor
.good economics to impose a sharply ascending scale of tax rates on
thre more ambitious, energetic and successful members of any genera-
tion. Whoever works longer, harder and more effective than the aver-
age deserves extra compensation. That is a principle we generally ac-
cept but when we get, to the income tax rates we do not seem to recog-
nize that.

Then further that the greater amount of capital which is available
to tiny society, the greater will be its economic development, the higher
its living standards and the better its ability to take care of the dis-
advantaged.

Finally, the excessive rates of tax and the burden of tax at the Fed-
eral level inevitably create taxpayer resistance to State and local levels
and in many cases we know where this is happening in our home com-
munities.

And finally, if we did not have excessive rates of tax, then in the
case of a real major national emergency we have some place to go.

Our proposal for the individual income tax is shown in tables 5
and 6. I might just say for the record, that the first column in table
5 should say in thousands. Those are not dollars as indicated. But I
think it can all b told in one picture in the chart which follows, and
our objective again is to flatten out the curve rather than have this
strange geometric form we have under the present form.

And in table e we then give illustrations of how we can make a
start with the House bill. We strongly do favor the 50 percent maxi-
mum rate on earned income and support the House and Administra-
tion positions that this might well reduce the incentive for other kinds
of Is to relieve the income producer.

duinly, on the corporate income thx, our proposal is instead of a
'reduction of one percentage point in 1971, and again in 1972, that this
be, inoreased to 1Ij percentage point each year to get down to 45 as the
top percentage after the suicharge is repealed.
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Mr. Chairman, that is the bulk of our testimony.
The CHAIRMAN. Thank you very much.
QuestionsI
Senator ANDERSON. Item 4, on page 2.
Mr. BixiF . Now, Senator, you are referring to this or the printed

one?
The CHAIRMAN. Page 4 on this statement right here.
Mr. BIXLER. All right. Page 4. Item-
Senator ANDERSON. Credit at death.
Mr. BIXLFR. Credit at death. This essentially would say that when

we are taxing transfer of capital we record that during the life of the
individual. Each time he pays a capital gains he keeps a cumulative
box on his tax return and at death that is then applied against his
estate taxes so we are not dissipating that capital twice. Now, there
is substantially more discussion about that further in the paper, over
on page 10 It goes into pages 10 and 11. We go into that in con-
siderably more detail.

Senator ANDERSON. Has not there been quite a discussion aboutcapital gains at death. and people who escape them?

Mr. Bix&R. There are proposals, of course, for two kinds of taxa-
tion at death. One is to charge for the unrealized capital gains under
the income tax system before the estate tax is applied. The other would
be to tax the unrealized gains in the estate tax returns. In either case
this seems to us to mean a double simultaneous imposition on the
transfer of capital.

Senator ANDE.RSON. Do you think it is wrong?
Mr. BiXLER. I do, sir.
Senator ANDERSON. Would you rather have the othar system of

trading off charges--
Mr. BIXLER. It seems to me that if we charge a more reasonable

capital gains, long-term capital gains tax during life, we increase
the mobility of capital which is highly desirable, t that the estate
tax should not dissipate the capital to the extent of the tax during
life. Now, I am seeing some of this as an individual as the principal of
a closely held business which we hope to perpetuate. But it is a much
broader matter than that..

The CHAIRAN. Senator Bennett.
Senator BENNqrEr. I have just one question. I am looking at your

chart on page 69 which is the one that shows the difference in the rate
of increase in the rates. Have you made or has anyone made any
kind of an appraisal as to the revenue effects of this flattening of the
curve?

Mr. BxXrAR. Yes. We have. To do the complete job would cost in
the neighborhood of $25 billion. This should be figured out more
concisely by the staff, but the cuts that we proposed in table 6, how-
ever would be about a fifth of that, or the revenue effect might be
on the order of $5 billion annually, including the cuts already in the
House bill.

Senator BNN;xr. That is all, thank you.
The CHAIERMAN. In all of these revenue estimates you are not really

giving much weight, are you, to the fact that if people were not
paying a rather prohibitive rate of taxes they might inviost their
money more freely and start more new enterprises.
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Mr. BIXLER. This seems to us very likely. Also, if there were greater
mobility of capital it might well increase the revenue for the time
being. That has not been taken into account at all because those
would be assumptions.

Senator JoRDAN. Just one question. Have you calculated what the
revenue loss would be by the implementation of your graduated
capital gains tax for personal income ?

Mr. BIXLER. We have made some very preliminary estimates and
it would be modest, but frankly, we did not have all the data avail-
able, so I would rather not say specifically. But the cost would be
surprisingly low, especially if we were to recognize that, for example,
some locked in capital gains, potential capital gains, actually occur
and were subject to capital gains taxation.

Senator JORDAN. 'en you finish your study write us a letter of
your report.

Mr. Binxrx. I would be very happy to, Senator.
Senator JORDAN. Thank you, Mr. Chairman.
Senator FANNN. I a~ee with your idea of giving incentive to

develop investment capital, especially for small businesses. We realize
how difficult it is now and that is why we have the SBA, and other
agencies to assist small business.

Now, when you say eliminate one-half of the increase in revenue
that comes about by economic growth, you are not adjusting that for
inflation or would you recommend that some adjustment be made I

Mr. Bixum. Hopefully we are going to get hold of inflation to a
greater extent, but it might well be taken into account because there
is real-when our system is functioning properly, there is real eco-
nomic growth which is on the order of $12 to $15 billion a year, but
if half were taken without the inflationary factor it would still be, I
think, a very strong incentive.

Senator FANqm. But, at the present time, you just have the one-half
of the increased revenue that would be involved ; it would not do very
much more than cover the inflationary amounts that have been brought
about through what has happened in the last few years.

Mr. Bnxw. That is true, that in the last few years where we have
had a greater amount of inflation. However, I did not take the time
to say this, but it seems to us very important in terms of capital gains
to think in terms of heavier investment because heavier investments
are really the only way that we can compete against foreign competi-
tion and the only way that we can hope to bring prices into stability
and still continue higher wage rates.

Senator FANNrN. I certainly agree and we know from what has been
said this morning and through other sources that Canada and Great
Britain and other countries certainly have utilized greater incentives
for the production of additional capital, whereas we have gone the
opposite direction. When you talk about adjustment for those with
greater earned income, I imagine you have in mind that those that

lo have -earned income probably are going to be more likely to invest
it in bus tessee and would be more active than those who have earned
16i6me from municipal bonds and similar sources. Is that the thought
you have behind that That is the recommendation I

Mr. Bzxu Yes, Senator. That is one of -the important factors, that
the vnture capital we think would much more often come from a

1' .
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person who had earned and saved it than from someone else, but there
is a little more to it than that. The earner, with the 50-percent income
tax ceiling, if he is a professional or a businessman or whatever his
source of income, he will work harder at what he knows best to pro-
duce more income instead of spending his time trying to find all the
ways to get around the tax system and in the end this will be to our
national advantage.

Senator FAxNNI. Thank you.
The CHARMAN. If the witness will suspend. I do not know what that

cameraman has in mind taking pictures in the audience, but I would
suggest that unless there is some good reason why it should be done,
that it be terminated. If there is someone in the audience who wants
his picture taken he can step outside and have his picture taken and
that is perfectly all right with me.

Any ~further questions?
Thank you very much, sir.
Mr. BxxLE. Tank you.
(Roland M. Bixler's prepared statement follows:)

STATEMENT OF ROLAND M. BIXLER, CHAIRMAN, BOARD or DrREcToRs, THE TAX

COUNCIL

My name is Roland M. Bixler. I am founder and President of J-B-T Instru-
ments, Inc., a manufacturer of electrical instruments and electronic components
located in New Haven, Connecticut.

I appear here on behalf of The Tax Council of which I am Chairman of the
Board of Directors. The Council is a membership organization supported by
business concerns, some large, some medium sized, and some small like my
own. Broadly, the Council's purpose is to work towards a body of tax law in
harmony with the economics of progress. We like to think of ourselves as a
center for fresh and innovative thinking on tax issues of major importance to
capital formation, economic growth and the creation of new and better jobs.

Consistent with its purpose, The Tax Council has developed two fundamental
programs of tax reform, one in the capital gains area and the other on income
tax rates.

The capital gains program Implements a single idea, namely that being trans-
fers of capital the long-term capital gains of individuals do not belong in the
income tax base.

Our program for reduction and reform of income tax rates also implements
a single idea, namely, that taxpayers should have first but Mot irreversible
claim to at least one-half of the increase in revenue which comes from economic
growth.

We urge that H.R. 13270 be amended to incorporate the Council program on
capital gains, and to make modest changes consistent with the program on in.
come tax rates. The major policy points which we propose for implementation
in the pending legislation are summarized below:

SUMMARY OF RECOMMENDATIONS

1. With respect to capital gains, we recommend that:
a. A new system be created for the separate taxation of long-term capital

gains of individuals, with more moderate rates of tax than at present.
b. A. credit aainst estate taxes of long-term gains of individuals be pro-

vided under the nnw system.
c. A reasonable rule be enacted for allocation of Interest deductions be.

tween Income under the income tax system and long-term capital gains
under the new system.

d. Tax be eliminated on gains from sale of owner-occupied homes.
2. With respect to individual Income tax rates, we recommend that:

a. In H.R. 18270 rate reductions through the middle brackets be adjusted
towards the goal of flattening the curve of graduation.

b. The 50 percent maximum rate on earned income be enacted (Section
802 of H.R. 18270).
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With respect to the oororatime fxwme tac, we recommend reduction in
the top rate to 45 percent to take effect in the near future.

I DISCUSSION AND COMPLETE RECOMMENDATIONS

A. Capital gains
All capital gains have been taxed within the income tax ,system since its in-

ception in 1913, but with special treatment (lower rates than on income) dating
from 1922. For twenty-five years, the top rate (alternative tax) has been 25
percent. After studying capital gains for over a year, the Council last summer
released a program for reform based on the belief that much of the controversy
and unsettled atmosphere which pervades the field is due to its linkage with
income taxation. H.R. 13270 confirms this belief by eliminating the alternative
tax and by including gains in other provisions designed to increase the tax
on high incomes.

Our original program contains seven major recommendations, as follows:
1. The new system.--Creation of a new system for taxing long-term capital

gains of individuals derived from transactions having all the characteristics of a
transfer in capital assets. Rates of tax would be more moderate than at present,
and there would be an appropriate form for reporting and paying this tax.

2. Holding period.-Use of a holding-period test for separating gains to be
taxed as transfers of capital under the new system, and ordinary income under
the income tax system.

3. Long-term lossees.-That long-term losses of individuals on sale of assets
under the new system be allowed only as an offset against long-term gains with
unlimited carryover of excess losses.

4. Credit at deat.--Credit against estate taxes of the taxes paid on long-term
gains by individuals. Under the new system, the taxed gains would be cumula-
tively recorded in a special box in each annual return filed during a taxpayer's
life.' The total would be offset against any estate taxes otherwise payable at
death.

5. Mixe4 transactions.-No departure from present practice In taxing gains
from mixed transactions, that Is, the special treatment now accorded capital'
gains under the income tax system having characteristics partially related to,
transfer of capital assets and partially related to realization of income, includ-
ing but not limited to those which are now generally known as "special statu-
tory" gains.

6. Liter&a works, elo.-That the works of creators of literary, music and
artistic compositions be accorded the same tax treatment as the works of in-
ventors, by creation of a new class of "special statutory" gains.

1. Sale of home&.-That tax be eliminated on gains from sales of owner-
occupied homes and of other properties not subject to loss offsets: moreover that
short-term gains on sale of homes and other properties involved be relieved from
tax unless loss offsets are provided.

hiterest deduotos.-In addition to its original recommendations, the Coun-
ell now recommends enactment of a reasonable rule for allocation of interest
deductions between income under the income tax system and capital gains under
the new system.

Majo points in support of the separate system are:
Enactment of the separate system would make clear that these long-term

gains are really a part of capital and not of the income stream.
Tax law would be cleansed of the taint so often associated with present

treatment of gains by one branch of tax theory.
It would no longer be possible to becloud the problem of tax burdens on

high incomes by lumping together income and long-term gains.
The, economic implications of both the income tax, and the capital gain

tax, could be more objectively observed, studied and evaluated.
Revision in rates of tax on long-term capital gains would be related to,

factors peculiar to capital use and not to factors peculiar to receipt and use
of income as at present.

Because the tax would be a levy on the transfer of capital during life
which would be transferred again at1 death, the case of offsetting the earlier
tax against the later one would be evident. Thus, the problems of locked-in
investments and fairness would be solved by minimizing instead of maximiz-
us tax.

Al1
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The situation of gains with income characteristics receiving special treat-
ment under the income tax system would be more clearly seen and appre-
ciated.

There would be less tax restraint on mobility and venturesome use of
capital.

Suggested rate 8cate.-The rate scales we suggest fox long-term gains of in-
.dividuals under the new system are set forth in Tables I and II for single and
married taxpayers, respectively.

TABLE I.-Sugge8ted rate 8cale for taxable long-term capital gains of
lndividual8-(single returns)

'Taxable gains: Tax:
Not over $5,000 ----------- 4 percent
$5,000 to $10,000 ..------ $200 plus 7 percent of excess over $5,000
$10,000 to $15,000 -------.- $550 plus 10 percent of excess over $10,000
$15,000 to $20,000 -------- $1,050 plus 13 percent of excess over $15,000
$20,000 to $30,000 ------- $1,700 plus 16 percent of excess over $20,000
$30,000 to $40,000 -------- $3,300 plus 19 percent of excess over $30,000
$40,000 and over.. ------- $5,200 plus 22 percent of excess over $40,000

Table II.-Suggested rate 8als for taxable long-term capital gains of individuals
(joint returns)

Taxable gains: Taz
Not over $10,000 ------------ 4 percent
$10,000 to $20,000. ---------- $400 plus 7 percent of excess over $10,000
$20,000 to $30,000 ..--------- $1,100 plus 10 percent of excess over $20,000
$30,000 to $40,000 .----------- $2,100 plus 13 percent of excess over $30,000
$40,000 to $60,000 ---------- $3,400 plus 16 percent of excess over $40,000
$60,000 to $80,000 ----------- $6,600 plus 19 percent of excess over $60,000
$80,000 and over ----------- $10,400 plus 22 percent of excess over $80,000

In comparing these rates to those paid under the income tax system, the most
important point to keep in mind is that they would be paid without regard to a
taxpayer's income. This fact is of much less importance to people whose gains
are taxed at the alternative rate of 25 percent at present than it is to those who
have not yet built up substantial investment capital. Taxpayers whose gains are
small in relation to income would benefit the most from breaking the link with
income taxation. For example, a married taxpayer under the present system with
a gain of $8,000 would pay an effective rate of 12.5 percent on the gains if his
taxable income is $12,000 but 18 percent if it is $24,000. Under the proposed sys-
tern, the same tax would be paid on any given amount of gains regardless of the
amount of taxable income.

In addition to taxing small amounts of gains at up to the highest rates apply.
Ing to capital gains, the present system taxes trivial amounts of gains if the tax-
payer has taxable income. We suggest an exemption of $500 to avoid tax on
trivial amounts of gains under the proposed system.

A reason sometimes given for advocating that all capital gains be taxed as
Income is that there are people who "live off their gains." Granting that there
may be, some such people, the fact is that taxing all gains as income would com-
pound the discrimination against the working people who now pay tax on their
gains "off the top of their income." The proposed system would end the present
discrimination by bringing the tax on gains paid by those who earn income down
to the same tax paid by those who do not work for a living.

It is of more than passing interest to recall in these proceedings that the pro-
gram which the Kennedy-Johnson Administration submitted to Congress in 1963
would have substantially reduced the taxes on long-term gains.

Table III below shows the tax on $50,000 of long-term gains In relation to
varying amounts of taxable income under four different tax methods.
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TABLE Ill.--COMPARISON OF TAX ON LONG-TERM GAINS OF $50,000 ACCORDING TO AMOUNT OF TAXABLE
EARNED INCOME (MARRIED, JOINT RETURNS):

Tax on $50,000 of long-term gains

Proposals If taxed in ful I
Present as ordinary

Taxable system and 1963 admin- income under
income rates Tax council Istration present rates

(1) (2) (3) (4)

1 .................................... 0 $6,020 $,840 $3,010 $17,060
2.................................... $5,000 7,070 4,840 3,570 18.840
3.................................... 1 0000 8,100 4,840 4,200 20,480
4 .................................... 20000 10,180 4,840 5,540 23,340
5 .................................... 30000 11,770 4,840 6,680 25, 660
6 .................................... 0, 000 12,500 4,840 7,510 27,040

3 The temporary surcharge Is disregarded in all figures.

Table III reveals a number of things, but especially illustrates how the Coun-
cil program in taxing long-term gains would eliminate the discrimination
against persons who earn income which exists under the present system and
would have been continued under the 1963 proposals. If gains were taxed fully
as income, the discrimination would be compounded. As shown by the table. a
man earning $40,000 In income now pays about $6,000 more on $50,000 In gains
than a man earning no income, but if gains were taxed at present income tax
rixtes he would pay $10,000 more.

The next table relates tax-wise varying amounts of long-term gains to a stable
amount of taxable income, $20,000.

TABLE IV.-COMPARATIVE TAX ON GAINS OF MARRIED TAXPAYERS WITH $20,000
TAXABLE INCOME AND VARYING AMOUNTS OF LONG-TERM GAINS I

Tax on gains under-

Proposals

Taxable Long-term Present Tax 196.
Income a gains system council S administration

(1) (2) (3)

I ............................ $2,000 , $40 $192
2............................ 20000 5,00011 160 480
3 .......................... 20,000 10,000 1,640 360 960
4 .................................... 20,000 15, 2,540 680 1,460
5......... ................... 20000 20,000 3,500 1,030 2,000
6 ................................... 20,000 50,000 10,180 4,40 5,540
7 .................................... 20,000 100,000 23,340 15,580 13,280
* .................................... 20,000 400,000 104,380 79, 580 66,000
3 .................................... 20,000 1,000,000 250,000 212,580 190,600

I The temporary surcharge Is disregarded In all figures.
a Tu on Income alone, joint return, $4,380.
I Tox after 2 exemptions of $500.

It will be noted that a middle-bracket income taxpayer with capital gains in
the range of very modest up to something in- excess of his taxable income would
benefit the most under the Council program. This would be true as compared
with the system now in effect as well as with the 1963 Administration program.
At higher levels of taxable gains, benefits under the Council program would taper
off perentage-wise but would still be quite significant as compared with the sys-
tem now in effect. In the highest levels illustrated, however, the benefits under the
1968 Administration program would have been greater than the Council now
proposes.

Unmieafted (7o" a at Death/.-Under present law, gains not realized before death
of a taxpayer are not taxed. This has ledto a view held by a number of tax au-
thorities that such gains should be taxed as part of the decendent's last income
tax retm, with remaining capital then being subject to estate taxation. Others
have provoked that the unrealized gains be taxed twice within the estate tax
system. Whichever way it might be done, the taxation of unrealized gains at
death would mean a double simultaneous impost on a transfer of capital.
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We cannot avoid, however, the fact that there is a problem of equity between
the parties affected when gains are-or are not-realized before death. We also
must recognize the effect on mobility of capital when gains are not realized in
order to pass them untaxed to heirs. The question of policy is whether it is better
to resolve such problems by increasing or decreasing the overall burden of taxes.
Our view is that all possibilities for solution through decreasing taxes should be
considered before contemplating an increase in taxes.

From this approach, there would be no reason to consider an increase in taxes
to resolve the problems caused by unrealized gains at death. Even with long-term
capital gains linked to the income tax system, it would be possible to work out
an arrangement by which taxes on gains during life were cumulatively recorded
and then credited against estate taxes at death. But the complete logic of the
matter here, As with other aspects of taxing long-term gains, would be more evi-
dent if the link with income taxation were broken, and such gains taxed in the
first instance under a separate system as transfers of capital.

Allocation of Deductions for Interest.-When we prepared our capital gains
program we had not contemplated any deductions against long-term gains of in-
dividuals except those now allowed as costs added to the basis for separate assets,
plus the $500 exemption. This past winter we recognized that interest incurred
in realizing capital gains is a cost which should be deductible against the gains
and we amended the program accordingly. Specifically, in substitution for the
provisions limiting the deduction of interest in Section 221 of H.R. 13270, we
recommend for a taxpayer with long-term capital gains, and interest payments in
excess of some figure such as $5,000 annually, the amount in excess of that figure
be allocated as follows:

First, deduction under the income tax system up to the amounts of dividends,
interest and 10 percent of other income included in adjusted gross income.

Second, deduction under the separate capital gains system up to the amount
of otherwise taxable gains.

Third, deduction of any remainder under the income tax system.
B. Income tax rates

Basic program.-This program would inaugurate regular, repetitive steps ill
reform and reduction of personal and corporate income tax rates when inflation
has been contained. Its major elements are:

a. Pre-emption of at least one-halt of the revenue growth, now estimated
at $12 to $15 billion annually;

b. Substantial cuts in personal tax rates in all brackets with the greatest
cuts through the middle brackets to flatten the curve of graduation;

c. Reduction of the top rate of corporate tax to 38 percent; and
d. Provision for temporary arresting of scheduled reductions by Congress

if and when the public interest requires.
In preparing this program, we have been guided by five basic benchmarks as-

follows:
1. It is neither fair uior good economics to impose a sharply ascending scale of

tam rates on the more ambitious, energetic and successful members of any given
generation.-This is the pattern of existing rates, and it is unfair because it is
contrary to the accepted norm for compensation, namely, that whoever works
longer, harder, and more cffcctiveiy than the average deserves extra compensa-
tion. Graduation of rates penalizes those who are rewarded for extra effort by
both private and public employers. The result is poor economics, we believe, be-
cause it arbitrarily reduces the amount of new capital in the most dynamic
hands.

2. The greater the amount of capital available to any sooleiy, the greater will
be its economic development and the higher its living standard8.-It is this fac-
tor more than any other which tends to be overlooked when tax policy is viewed
from the short term. Taking a broader and longer view, whatever limits capital
limits economic growth and the creation of new and better jobs. Looking abroad,
we always recognize the insatiable need for capital, but there is a tendency to
overlook the application of this statement at home. It is not suggested here that
tax policy should favor capital formation over current consumption, but there
certainly is a case for getting much closer to neutrality as between the two than
would be indicated by much of the economic literature of recent decades. This is
the course which would lead to more growth i.Ith less inflation, to ever better
Jobs as well as more jobs, and especially to the best opportunities for those Ameri-
cans who to the present have been counted among the disadvantaged.
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3. The excessive rates and burden of taxes at the federal level inevitably cre-
ate taxpayer resistance to state and local levie.-It is evident that the funda-
mental corrective is moderation of both the rates and the burden at the federal
level.

4. The same excessive tax rates, and the same exoeesive burden of taxation
overall, inevitably would make it most difloult for the Federal government to
meet a really major new national energenoy.-A significantly lower base of b,)th
rates and overall burden would put the national government In the position of
being fiscally prepared to meet whatever emergencies may come hereafter.

5. In planning ahead, the government can maintain flexibility as regards that
part of the revenue growth which is earmarked for tax reduction., but will lose
fleibility as regards the part earmarked for apending.-This is because a pro-
gram of scheduled tax reductions may readily provide for arresting or even tem-
porarily reversing any given reduction, but spending programs do not lend them-
.-elves to this kind of procedure. It is true this procedure could exert a discipline
4n increased spending for domestic purposes by identifying the cost in terms of
tax reduction dollars immediately foregone, but this would seem an attract ive
addition to budget-making procedures.

The reform of personal tax rates recommended by the Council is shown In
Table V and Illustrated In the chart which follows:

TABLE V.--PERSONAL INCOME TAX RATE STRUCTURE (DISREGARDING TEMPORARY SURCHARGE)

Percent rateTaxable income bracket (singe returns)I Present Sugesed reduction

0 to $0.5 ......................................................... 14 9 36
$0.5 to -..................................................... . 15 10 33
$Fto $1.5 .................................................... "" 16 11 31

S1.to $2 .....-------------- ------------------- 17 12 29
to $4 .........--..--..-.--.---------..-.-- ".--- -------- 1. 19 13 32

lto$6 .......................... ...........-.................... 22 14 36
to , , .........................................................- 25 15 40
to $10---------------------------------------------------28 16 43

lO to $12 ........................................................ 32 17 47
12 to $14 ........................................................ 36 18 5014 to $16 ........................................................ 39 19 51

16 to $18 ...................................................... 42 20 52
18 to $20 ........................................................ 45 21 53
0 to $22 ........................................................ 48 23 52

to $26--------------------------------------------50 25 50
to $32--------------------------------------------53 27 49
to --- ....................................................... 55 29 47
to $44 .................................................... 58 31 47i 60 :34 43

10 70. .. .. . .. . .. .. . .. .. . .. . .. .. . .. .. ... .64 40 38
$ 0 to $30 ... ... .... ... ... .... .. ....:: : : : : : : : : .... ..... ..... 66 44 33

68 48 29
$9oto$100 ........................................... 52 25$100ao r .................................................... - 70 57 19

t Bracktts ae double te &iv range for joint return.
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Freimmt and Susguiled Rate
(disregarding temporary surcharge)

PERSONAL INCOME TAX RATE STRUCTURE

1MM UI~.. m ~ .. J m
soM I W 41

We estimate that effectuation of the personal rate cuts over a five-year period
would result In tax reductions of something over $5 billon annually based on
current income levels.

Adjustment 4n Middle Braoket Rates of H.R. 13270.-Despite the benefits
which would result therefrom, we realize it is too much to ask enactment of the
Council's complete program at this time. However, we do urge the CommUtee on
Finance to endorse the objective of flattening the curve of graduatio through
the middle brackets. As applied to the rate reductions in H.R. 13270, this prin-
ciple would require adJrstments In only a dozen brackets. These are shown in
Table VI below:

880 0-6--pt. 8-11
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TABLE IV.--PERSONAL INCOME TAX RATE REFORM (DISREGARDING TEMPORARY SURCHARGE)

iRates In porentl

Recommended
Taxable Income bracket (single returns)" Present H.R. 13270 adjustments

0to 0 ......................................................... 14 13 ..............
to$1000 ................................................... 15 14 ..............

O to 5 ................................................... 16 15 ..............
.5O to ,000 .......................................... 17 16.........
,O to 000 ................................................... 19 18 ..............
0, O to $ oO ................................................... 22 21 20

...t....0......................................... 25 23...........
Ot 000 .................................................. 28 27 26

O0 to 1 000 ................................................. 32 30 29
1 0 t S14,000 ................................................. 36 34 32
14,00 to 16,000 ................................................. 39 37 35
1 00 to ................................................. 42 40 38
10t$ .............................................. 45 42 40
0,000 to 000........................................ 48 44 43

OOto 000 ................................................ s0 47 45
000 t o 0 ................................................ 53 49 48
,$06t0 000 .....00.........................................55 5 ..........
000 C to 000 ................................................. 58 52 ..............
000 to 000 ................................................. 60 54 ..............

$40 OOto ..000............ I ............................ 62 5 57
$0000 to , ................................................ 64 60 59

00to 00 .............................................. 66 60.........
0, 000 ......... ...................................... 68 61 ..............
0,000 1 00 69.............................................. 9 61 ..............

1 000 to$1 ............................................... 70 62 ..............
120,000 to 0,00.............................................. 70 63 ..............
I$O0OO to p0;000 ............................................... . 70 64 ..............

000a o ve ............................................... 70 65 ..............

tBrackets are double the Siven range for joint returns.

The reduction in rates with the adjustments we recommend would average
about 10 percent through the middle brackets, or one-fifth of the full cuts con-
templated in our complete program.

50% Maimum Rate on Earned Incom.-As a matter of principle, we believe
that the top rate of tax on all income should be no higher than 50 percent. The
maximum tax of 50 pereeit oi- earned income provided in Section 802 of the
House bill is a long step in this direction. We agree with the Ways and Means
Committee that this will diminish the pressures to avoid drawing down income
as earnings We also recognize that it would not be feasible In one step at this
time to reduce the top rate on all income to this level. Accordingly, we endorse
the provision as included in the House bill, and strongly recommend that it be
retained In ,the final legislation.
0l. Corporate eincome tae

As businessmen, we are acutely aware that the pace of business investment
in the contemporary period is thought to be a major factor in the continued
inflation. This spending, however, is the first line of defense against Inflation
over'any period of time enabling as it does the production of more goods at
lower unit costs. Such spending also Is necessary to keep us competitive in inter-
national trade. It is noteworthy, moreover, that there is little or no evidence
today that industry is building excess capacity, or putting new machinery In
place which it cannot use effectively. The question then is what is industry
doing wrong?

The answer Is that too much current activity Is being financed by borrowing
and too little from savings out of current income. From this standpoint, the
pending legislation is not going to help things. The drain of present taxes on
retained earnings of corporations is a primary cause of dependence on bank
financing for expansion. It is a disturbing matter therefore that H.R. 13270
as passed by the House of Representtives would Increase the overall tax burden
on corporations by almost $5 billion.

As much as we want to get the current inflation under control, we don't want
a new era of deflation with lagging growth and employment such as existed
a decade ago. We are especially mindful that deflation would decrease the
employment opportunities for marginal workers.
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We therefore were most pleased to note the Administration's proposal for
including in H.R. 13270 a one-percentage point cut in the corporate rate in 1871
and again in 1972. We do, however, recommend that the total cut be increased
to three percentage points, or one and a half in each year.

CONOLURION

In conclusion, may I note that, If long-term capital gains of Individuals were
broken out of the Income tax system, many aspects of capital gains taxation
which have proven troublesome through the years would fall into a rational
pattern. Overall, an unsettled and controversial field of tax policy-a sort of
breeding ground for reform proposals inimical to taxpayers--would become one
with a firm philosophic base consistent with the nature of capital and trans-
actions in capital assets.

In the field of income tax rates, moreover, H.R. 13270 offers the opportunity
to make a beginning towards full-scale reform over the years.

We appreciate the opportunity to present the thinking of the Tax Council
in these hearings, and we hope our thoughts and suggestions prove helpful to
you in your deliberations on Improving the tax law.

The CHAIRMAN. Mr. David Ehlers, president, Gibraltar Growth
Fund.

STATEMENT OF DAVID EHLERS, PRESIDENT, GIBRALTAR GROWTH
FUND, INC.

Mr. EiL ns. Mr. Chairman, gentlemen of the committee, m)y nam
is David Ehlers. I am engaged in the brokerage business in Fort
Lauderdale, Fla., where we serve customers who invest substantial
sums in equity securities. I am also president of the Gibraltar Growth
Fund, Inc., an open end mutual fund with over 21,000 stockholders
and investments in equity securities in excess of $75 million. I greatly
appreciate the opportunity to appear before you today as a concerned
citizen to testify against adoption of capital gains amenent con-
tained in the Tax Reform Act of 1969 passed by the House of Repre-
sentatives last month.

My statement is on file and I will limit my remarks to a summary
of those contained in that statement.

I firmly believe that the changes in the capital gains tax structure
as outlined in the bill will create a further shortage of investment
capital, thereby compounding our inflationary problems, contributing
to higher interest rates, further depress securities markets and ulti-
mately the possibility of unemployment.

The' act as by the House, fails to recognize and distinguish what I
believe is a very significant difference between capital and income. The
possessor of capital is not the captive of our system as is the recipient
of income. The capital possessor has a number of alternatives to the
taking of capital gains or to the utilization of his capital for risk
taking purposes. To the extent that he invisions or sees our economic
atmosphere as increasingly hostile to capital he will do something else
with his funds.

There are many alternatives to risk taking. I believe that any step
which tends to inhibit capital creative opportunities is decidedly not
in the best long-term interests of the economy.

The needs of our economy are now well known, including, for ex-
ample, answers to the problems of low-cost housing and the effective
utilization of the economically underprivileged. The private sector
cannot achieve these aims without the motivation to do so. That motive
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in our economy is the profit motive. If we eliminate it or retard its po-
tential, we also eliminate or retard the motive for its creation.

I believe that the practical effect of the amendment will be to dis-
courage needed capital investment just at a time when such investment
should be most encouraged. I believe that ounr domestic equity markets
as a result would become less attractive, thereby invitingan outflow of
investment moneys to foreign or other markets. To the extent that
investable capital is eroded by the imposition of taxes and inflationary
expansion of credit results, this problem as it exists today might be
aggravated by the present proposal.

I further believe that the 12-month holding proposal will reduce
to a dangerous extent the liquidity in our securities markets and that
the long-term effect would be to reduce, not increase, revenues to the
Federal Government, Should our markets become less liquid and less
attractive, foreign investors would most likely find our markets also
less attractive.

In '1968, foreign institutions and individuals purchased some $2.3
billion of our securities and greatly contributed to our balance-of-pay-
ments situation. If additional revenues from taxation of capitalare
imperative, I believe they might be raised through a kind of with-
holding tax on foreign investments.

Now, I am aware that we have certain tax treaties to stand by but
nonetheless, wealthy foreigners, both institutions and private individ-
uals, deal extensively in our markets, take advantage of our economic
system yet make no tax contribution to its maintenance. This is the
equivalent of their using our schools and our highways and yet paying
no taxes.

I believe that an imaginative capital gains tax policy could generate
substantial amounts of new capital for our economy. For instance, a
graduated capital gains structure with a downward hook at the end
of the curve Might be very beneficial for the economy. A progressive
scale of taxation might reach a maximum rate at, say, $300,000 per
year 'and thereafter incremental gains would be taxed it a regressive
rate.

Another provision which would provide more risk capital for the
economy would be one which wouldpermit capital to be moved from
one place to another without any taxation, say within a 6-month
period, and incur no tax as is a similar provision for housing.

In summary, I feel that the capital gains provisions of the Tax
Reform Act of 1969 are not in the best interests of the economy since
they would discourage risk-taking, particularly at a time when such
risk-taking should be encouraged, and moreover, would render our
capital markets less liquid and less attractive, thereby inviting an out-

.flow of both domestic and foreign capital. If anything I would urge
a program designed to render the movement of capital more flexible
by less, not more taxation.

These steps, I believe, would best contribute to real economic growth,
a 2oal we all seek.

Senator Goiw. Thank you very much.
QuestionsI
Thank y&6 sir.
_(Pvid Ehler's prepared statement follows:)
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STATEMENT OF DAVID EHLEB, PRESIDENT, GIBRALTAR GROWTH FUND, INCORPORATED

Mr. Chairman and Gentlemen of the Committee, my name is David 0. Ehlers;
I am engaged In the brokerage business in Fort Lauderdale, Florida, serving cus-
tomers who invest very substantial sums in equity securities. I am also President
of The Gibraltar Growth Fund, Inc., an open-end mutual fund with over 21,000
stockholders and investments in equity securities in excess of $75 million. I appre-
ciate the opportunity to appear before you today as a concerned citizen to testify
against adoption of capital gains amendments contained in the Tax Reform Act
of 1969 passed by the House of Representatives last month.

Industrial, financial and governmental leaders have recognized and agreed for
the past several years that a world-wide shortage of capital exists. The problem
has not been corrected and all indications point to a worsening of the situation.
This is true not only in the undeveloped nations of the world where It is so pain-
fully obvious but in the industrialized countries as well, including our own United
States, the most industrialized nation of all.

A clear indication of the shortage of capital in the United States is the present
Inflationary climate, including sharply rising interest rates, depressed securities
markets, and increasing unemployment.

In the face of a serious shortage of capital and the accompanying alarming
symptoms present in the economy today, the U.S. House of Representatives has
included in the Tax Reform Act of 1969 amendments to the existing capital gains
tax structure which can only have the effect of worsening the situation.

My purpose in appearing before you today is to make three basic points:
First, that the capital gains amendments adopted by the House do not make

allowances for the significant difference between capital and income;
Second, that the amendments will discourage needed capital investment at a

time when such investment should be encouraged; and
Third, that as a result of the proposed legislation, our domestic equity mar-

kets will become less attractive and less liquid, thereby inviting domestic capi-
tal to consider domestic or foreign alternatives and foreign capital to cease its
recent flow toward the U.S., thereby aggravating our already serious balance
of payments problems.

There is a direct relation between capital and progress. A dramatic example
of this relationship within the memory of many living in this country today is
the depression of the 1930's. During that period investment capital disappeared.
Our economy *as stagnant. Savings were not being channeled into development
of new industry or enterprises.

Since World War II, there has been generally a greater recognition that a
high rate of savings or Investment is necessary to support a high rate of con-
sumption; that tbz existence of one does not deny the other. Savings and con-
sumtUon will both falter, of course, if there is not a steady expansion of credit
and the supply of money. Credit and the money supply are expanded in our
capitalist economy by savings being distributed through the nation's debt and
equity markets. To the extent that investable capital is eroded by the imposition
of taxes, an inflationary expansion of credit results.

The importance of capital investment to American industry can be suggested
from Department of Commerce statistics published last month. During 1968
total expenditures for new plant and equipment were slightly more than $84
billion, while the total labor force on payrolls increased by about 2 million per-
sons. This means that for each additional job created in 1988, industry had to
spend about $81,000 in plant and equipment alone. Comparable figures for the
more capital intensive manufacturing sector or our economy during the same
period indicate an investment of about $79,000 for each new Job. This high cost
of creating new jobs emphasizes the large amount of capital necessary to sus-
tain expansion of our industry and to employ our growing population.

The '$4 billion needed to buy plant and equipment in 1968 came of course
from a variety of sources, including bank lohns and retained earnings as well
as sale of securities. The Department of Commerce reports that in 1968 Ameri-
can corporations raised approximately $16 billion of this amount from the sale
of securities or 25% of the plant and equipment expenditure& The figures also
show that on a percentage basis, total sales of equity securities (common and
preferred stocks) about doubled in 1968 over 1967, while sales of debt securities
(bonds) declined, 20%. Because of a number of conplex factors, industry Ap-
pea" to be relying more and more on equity financing and less on debt securi-
ties. It seems obvious that any policy that will negatively affect the sale of
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securities will jeopardize future plant and equipment expansion and the creation
of new and better Jobs for our increasing labor force.

It should be noted that the repeal of the investment credit contained In the
Tax Retort Act will make less funds available internally to industry from
profits, Thug, Industry will become even more dependent on outside sources of
capital. If outside sources are made less available, as I believe they will be be-
cause of the capital gains tax amendment, industry will have to curtail invest-
ment and will find whatever capital is available to be costly.

r heartily agree with a statement contained In the Wall Street Journal's Sep-
tember 8th 'Review and Outlook" column:

"Thus Treasury Secretary Kennedy Is quite right in telling the Senate Finance
Committee that the House measure contains a bias against investment in favor
of consumption. 'Such overweighting, embodied in the proposed treatment of
capital gains as well as corporate tax Increases, could impede economic growth
in the years ahead by curtailing the incentive to make productive investments.'

"It ts important, we think, to stress the long-term aspect here. If the economy
is to maintain a much larger future population in conditions of reasonable well-
being, a high degree of capital formation is absolutely essential. And intention-
ally or not, capital formation Is one of the principal targets of the House bill."

Contrary to what apparently is assumed by many members of our national
community, capital is not easy to create or to replace. It takes time, care and con-
fidence to develop and nurture its increase. An increase in capital is very differ-
ent from Ordinary income earned from labor or sale of goods. True, it super-
ficially looks the samp. One may save by capital increase or save out of ordinary
income. However, the Increase In capital or gain "realized" when one asset is
transferred for another really is not income at all. One "whole" has been ex-
changee for another "whole." When a person spends the increase in value he
is really disposing of a part of his asset, not Income. In short, there is nothing
about a capital "gain" to distinguish It from the rest of the capital; the entire
capital is equally as spendable or disposable. "

Jhis quality of capital gains distinguishes it from income. Since the incep-
tion of federal taxation bf capital gains this distinction has been recognized
by Congress as one justification for extending different tax treatment In this area
than'imposed in the area of ordinary income. The amendments now enacted by
the House largely ignore this Important distinction, seeking to tax the increase
in value of an-asset as if It were ordinary income. Not only does the House dis.
regard this basic difference between capital gains and income, but also it has,
in an effort to reform the tax structure, chosen to Ignore another basic reason
for offering so-called "special treatment" for capital gains that has been recog-
nised'by'past Congresses, namely the necessity of encouraging capital investment.

I firmly believe that the amendments enacted by the House, in particular the
repeal of" t41 alternative capital gains tax and the lengthening of the holding
period,'Will'iesult in investors curtailing investments so that expansion of the
economy tlrotgh, creation of new or expanded facilities will be sharply reduced.
The effee' Rf repeating the altehiative tax rate and increasing the holding period
for capital gains on exchange of prblerty will be most damaging to our equity
markets "ad, in my Opinion, the federal government is bound to loe, not In-
crea*, revezue as A result of the inevitable decline in the attractiveness of U.S.
seeuity investments I am sure it Is not the intention of this Congress to kill
the 6o6se that lays the golden egg.

The eipislion'of the holding period from six months to one year will'lessen
the Attrativenes of an inVeAtment in the first instance,'and will further serve
to postpone sale of securities that otherwise-would be sold, reducing liquidity of
thebfdifties markets. The damage to be sUftered In the securities markets
froni lose of; ll1ditj, will be much greater than any revenue benefits that the
House apparently feelW will ariseefrom denying lofg-terni capital gains treatment
to a6S ald in th* period seven to twelve months after aquisition. I '.

Wealth )rinfetors aeoitdt for a major portion of the capitl provided In our
eco046a. TWo present alterfative capital gains! ta--a maximum of 25% on net

mg~e c l[ ". ag opposed 'to the iniposition of a I regular tax 9&l 50%
of not emapItlAins-does benefit te: Wealthie members of or 'com-

in ibet'iore 1Wti6fttt i %the encour*6ing factor that spu- the *eAlthy
invOtr'wtniake biln e pital available. If the repeal of the alternative tax as
Prokdeid ithe Ati retained, there is no doubt that trans'ctions will be
curbd and that the capital of the wealthy will be less reddily, available.
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Increasing the corporate maximum rate to 80% from 25% will have a similar
adverse effect.

Other undesirable results can be expected from increasing taxes on capital
gains. Possessors of large amounts of capital may be expected to shy away from
common stocks, venture capital and other capital gains situations 'n favor of
either taking capital abroad (perhaps even changing the domicile of the pos-
sessor) or deferring the realization of capital gains. It seems apparent that at
the very least possessors of capital will, upon consideration of the burdensome
taxes imposed, begin to look elsewhere than the organized domestic stock market
for investing their capital. I believe that investment funds in our free enterprise
enconomy should be permitted to flow to the point where return is maximized,
and should not be impeded by artificial tax considerations which will further
aggravate capital shortages.

The Nation's already serious balance of payments problem may be worsened
by passage of laws non-beneficial to holders of capital. In 1968, our balance of
payments was greatly aided by an estimated $2.8 billion of U.S. securities pur-
chased by foreigners.* After a number of years of decline, foreign confidence
in U.S. common stocks is on the increase because of, for among other reasons,
the substantial levels of foreign sales of American mutual funds. To the extent
that our equity markets deteriorate in liquidity or atractiveness, foreign invest-
ors will look to other forms of and areas for investment. Thus, the significant
inflow of foreign capital may well be expected to decline, thereby compounding
the already unfortunate balance of payments problem.

CONCLUSION

I feel that the amendments to the existing capital gains tax structure adopted
by the House in the Tax Reform Act ignore the difference between Increase in
value of capital and income, the need to encourage rather than discourage capital
savings or investment, and the dangers to the economy and securities markets.
While I have directed most of my remarks to the effect on securities markets
of but two of many proposed amendments, it is my opinion that the amendments,
as a whole, by Increasing the tax burden on holders of capital or reducing their
freedom of action will have serious negative consequences for all capital markets
in this country.

Therefore, I respectfully urge the rejection of the capital gains amendments
contained in the Tax Reform Act of 1969, and suggest instead that considera-
tion be given to setting up a separate structure for taxation of increase or "gain"
of capital, part from the income tax. This would give clear recognition to the
distinction between capital increase and ordinary income, and would permit
incentives needed to attract capital required to benefit the long range needs of
our economy. Further, it would increase revenues to be colletced by the Federal
Government, not only through sums realized by. a capital gains tax but also
through the tax revenue from the general increase in business activity that
would result.

This might best be accomplished by progressive tax on capital gains at a rate
lower than that applicable to ordinary income. At some point, say $300,000 of
capital gains for the year, incremental gains would be taxed at a declining rate.
While. the decline might appear to be somewhat novel, I believe that it would
permit possessors of substantial capital freedom and flexibility not now possible
to Channel great amounts of capital to points where new capital might otherwise
not be available, so that new industries and Jobs could be created for our grow-
Ing population. t f o grow-
A further ianovatio4 might include taxatio' ,at the source of foreign investors'

capital gains.' Capital gains 9f foreigners currently are not taxed. By placing
their capitall in our economy, 'foreign investors are, in essence, utilizing the ad-
vantages of the most highly developed nation in the world without contributing
to its support. In this respect these foreign investors enjoy a free participation
in the American eco omy, 49t accorded our own citIne,_ 1p al: fairness, foreign
capital should b, to bear afair share 'f our tax on capital gains..

Think you. .... 1 ar9 our.. • apt.l.ain.

*Fortune Magazine, August 1960.



1928
STATEMENT OF D& HARLEY H. HINRICIS, ASSOCIATE PROFESSOROF ECONOMICS, U.S. NAVAL ACADEMY AND LECTURER IN E.-NO1M0C, UNIVERSITY OF MARYLAND GRADUATE SCHOOL

Mr. HxiNRCHs. Mr. Chairman, I am Harley H. Hinrichs, AssociateProfessor of Economics at the U.S. Naval Academy and lecturer ineconomics at the University of Maryland Graduate School, and amember of the Educational Advisory Board of the National Tax
Journal.

Now, Mr. Chairman, I presume that my short summary will beprinted by the committee, so let me summarize it extemporaneouslyand focus on four areas which I do not think have been or will becovered by the other speakers.Number 1, I think it should be clear to the committee that thecapital gains area is by far the most important quantitative area fortax reform before the U.S. Congress this year. As you can see by thechart on page 3 of the summary, the treatment of capital gains isby far the most important reason why the average tax rate begins tofall after individuals earn $100,000 or more. So quantitatively, it isthe most important source of inequity in our tax system.Secondly, the magnitude involved as to the tax losses: as most pro-fessional economists and students of public finance would agree,because the fact that capital gains are seriously undertaxed, the magni-tude of revenues lost will range up to $100 billion over the next gen-eration. In fact, if capital gains were treated as ordinary income asthey were between 1913 and 1921 and when there was a marginal taxrate as high as 77'percent, the U.S. tax system would generate $8.5billion more in revenues. Furthermore, if the present loophole of nottaxing capital gains at death were closed-and this loophole allows$20 W $25 billion worth of gains to escape through the tax net-thiswould generate approximately $3 billion. So, I am saying that youhave before you an area worth $100 billion or more of revenues overthe next meyation. friends from the stock exchange will always dis-
cuss the 100 million or more people affected by their holdings of stockbut I think that some people may not realize that in fact some two-thirds of the gins, capital gains, on long-term security transactionsare received by individuals with incomes above $25,000 and in fact,as you can see on the table which is on page 2, o .u h..ve over 80 Per-centof the'stock and the gains on that stock bing held b some 4mi Hion * *dviduals acrding to statistics of the U.S. Treasury De-partment. So that in fact, what you have now is a system which allowssonm 4 million individuals to 'receive a very low tak burden on theircapital tr-satio1s whereas on the other hand, you have the anomalythig ' the &.I iax burden, Federal, State, local, .nd soial securitytaiee1 on the income group from zero to $2,000 of income as measuredbv the Council of Economic Adifisers is 44' percent which is a rela-tively sho "cing figure. I think this shditld be brought to the attention
of the committee.

SenatorOom. What percent IMr. nMWuWs Forty-four percent of the income of the incomegrlup froht zerb to $2,000 goes out in the form of Federal, State, local,and social security taxes.
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Now, this, of course, is a fairly high percentage because the income
base is very low but the point I am trying to make is that other
income groups in society pay a fairly high share of total taxes on
income whereas we have this flow of capital gains, about $20 to $25
billion being realized every year in terms of transactions, plus another
$20 to $25 billion every year being transferred at death, and this total
flow, $40 to $50 billion of capital gains, pays less than 10 percent as far
as Federal taxation, which is about $4 billion or so which we pick up
in terms of capital gains revenue.

Now, what are the alternatives I What are the possible solutions? I
suggest really three solutions.

No. 1, you could in fact within a system of income averaging
and by lowering the top rates down to 50 percent or even below, you
could include capital gains as ordinary income. This would enormously
simplify the tax system as well asH.R. 13270 and it could be sup-
ported on grounds of both equity and economic growth.

The economic growth and capital mobility argument is used often
as a bogeyman to reject any taxation on capital gains whatsoever. Thisis simply not true, at least on the basis of any scientific studies that
have been made, and by the way, I do not regard the interview study
done by Merrill, Lynch, Pierce, Fenner, & Smith as to be the epitome
of scientific research because obviously in an interview study when
'You ask the people what they would do if you raise or lower their
income tax I imagine few would say they are going to buy more stocks
if you raise the tax on stocks, but if you look at the actual number
involved you find different things.

The second point is that there are strong equity grounds and eco-
nomic grounds for having a holding period of 12 months. Indeed, the
holding period was at 2 years between 1922 and 1934, then it shifted
down in a graduated system to. 12 months and then back to 18 months
until 1942. So, there is strong precedent here in the United States and
elsewhere for a holding period of 12 months.

In the analysis done at the Treasury, the effects on transactions
would be, of course, to lower transactions slightly which meansyou
lower transactions by about 1 percent, whereas as we know, in the New
York Stock Exchange itself, transactions have increased by 100 per-
cent over the last 5 years alone. So, therefore, I do not think there will
be imminent collapse of the American economic system if the holding
period were moved to 12 months which is the holding period we as
wage earniers and others have, and I think it would be only fair if
those in capital gains would receive the same holding period.

Thirdly, the most important thing that could be done would be to
close the $20 to $25 billion loophole of letting this amount of capite1
gains escape at death. This would generate approximately $8 billion

and should in fact be supported by the financial community because
the only serious lock-in effect, would be by those individuals who
would hold onto their assets so they would pass them on to their heirs.
In fact, this would be supported from the economic growth point of
view on the grounds that the heirs of these 4 million who once more
have 80 percent of the security gains locked up, might in fact be
encouraged to work a little bit more if they received less in their in-
heritances So that on that ground the increase in capital mobility
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from eliminating this loophole ,at death might stimulate both stock
transactions and economic growth.

...If there is any time left, I would like to save it for any questions.
All I am saying is unless this committee does something in this area
the American public will be had to the tune of $100 billion over the
next: generation.

Thank you.
Senator ADozEsoN. Any questions I
Senator BENNETr. I have no questions.
.Senator Gonu. By what rule of logic or social justice would you hold

that a person making a profit of $10,000 in the stock market next year
should pay at a lower rate than one who made $10,000 working with
hishands or his mind I

Mr. HEUNoHs. If anything, the system should be the other way
around as in the Anglo-Saxon tradition of giving a lower rate to so-
called earned income as in fact is done in most of the systems of theworld where unheard income pays a higher tax rate.

In the United States we have been doing that slightly upside down
in the sense of wage earners usually paying a higher rate than so-called
unearned income, such as capital gains income and dividend income.
And I m;ght add capital gains in, the United States were treated as
ordinary income between 191,3 and 1921.

In a sense, if I cain continue with the philosophy of capital gains
taxation, there seems to be a great misunderstanding as to the change
,in both the public finance theory and in the facts surrounding capital
gains. Before it was assumed in the old British system that you always
t*x the fruit of the tree but you never touch the tree or, if I can mix
a paetsphor, this would kill the goose that lays the golden egg or the
tre thtt sprouts the golden apple, whichever the case may be.

Sea or. oIw. Golden Delicious apple.)
Mr. 1]rwxcns.fRigh And the point being that now you have in

fact people with some wealth who no longer are fruit-pickers. They
are tree-g.owers for a living. Over half of the income of those withTi
inc - Iq above $100,.0 flows from caiptal gains basically on an
everyyeariOrt of thing. So, it is not the special nonrecurring wind-
fall g that goes to the widow. This is primarily a flow of income
to thoseh the upper income categories, t is why, as Senator Long
poi~itfd ot ew Orleans back in 1965 to the -onvention of theIiational Tax Association, you have this severe horizontal inequity
among the upper income groups. And the'way to eliminate that is to
hmply, classifyi capital gains as ordinary income because. for most

people it is oid'inary nJ me and that in conjunction with income
averainga' in conjunction with the top rate for everybody at no
o th 4 4,5, 50 prcent,.you gain-revenue and you rnplify the

law. an4L yoU eliinate thio nbrmous inequity wh we have today.
iSq~ntqr, 0oig If ,Congrss should think it wisq-and just and

.qpil to 'giv a preference to earned income 'ver, unearned in-
em" " udyou ave it begin with 'ower brack-ts, top brackets or all

Well, it seems Qbvious to me that if you would
g iAo! any preferernces, you woidld start with the lower, bracket

kop, A01heir ability .to pay and you would support such thngs as
t1 B4 ifi18t.ration has in terms of a low income allowance. Possibly
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another way to support such a philosophy would be to shift your
deductions or your exemptions of $600 into specific tax credits.

You see, this way in a sense you will provide more of an exclusion
from taxation for those who are at a subsistence level because now,
of course, the $600 deduction means $420 in savings to the man in the
70 percent bracket but only means $84 in actual cash savings to the
fellow who is in the 14 percent bracket.

Senator Gonn. You are aware, I take it, that the administration
has recommended that a preference be given to so-called earned in-
come in the higher brackets while reducing-

Mr. HIIoRias. It seems to ., that this necessarily complicates
things and as this whole H.R. 13270, as pointed out by the Chairman,
is a horribly complex measure. Now, if you want to simplify it
and you would eliminate the need for any preference for earned in-
come at all if you would shift into a combination of capital gains
taxed as ordinary income. Then all ordinary income regardless of
the source would be taxed at a much lower, more reasonable rate
schedule going up to maybe only 40 or 45 percent for everybody
without any exceptions for any class of income.

Senator Gonm. Would it seem surprising to you that in a democratic
society, in one 5-year period, the progressivity in the Federal income
tax will be all but abolished by reducing the top bracket from 91
percent in 1964 to 50 percent in 1969?

Mr. Hinmrcus. Actually, that has affected the progressivity of the
system very little because virtually nobody pays those high rates. Only
a few really are involved in those rate categories. What you have- done
in essence is to provide, as Senator Long has pointed out earlier, some
equal taxation for the rich which they should have 'as well as equal
taxation for the poor. Now, the point I am focusing on-

Senator GoRE. What do you mean? .
Mr. HiTwNicns. The rich should be taxed more equally than the poor.

So because of this, I think it is almost irrelevant what the rate is above
50 percent because the wealthy have never paid it substantially. The
average tax rate-

Senator GORE. Well, that is no justification for it.
Mr. HINwcHs. It is a justification-
Senator GORE. The fact that there are loopholes by which the wealthy

can avoid paying the prescribed rate, is no justification for eliminating
pXfr. diN aHS. It is a justification to a degree' that a law is a bad

law if you cannot enforce it and I as a liberal would rather have a
law that has a top rate of 40 or 50 percent which can be enforced
rather than have a maximum 25-percent rate on capital ins for those
transactions during a person's lifetime. This is much lower than, let
us say, the average wage earner. As Philip Stern said, you Senators
may be paying in the 40; and 50-percent bracket which is not fair to
you. Why should you pay in the 40- to 50-percent area when Philip
Stern or John D. Rockefeller pays 25-percent or less ?

Senator Gonz.,I think one of the Rockefellers testified before the
Ways and Means Committee that he never enjoyed any income tax
liability.

Mr. HmcuHs. As I recall, he pointed out he would be happy to
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gVe, just in a noble spirit, something like 5 percent a year to the
federal Government.
Senator GoPE. He did not say 5 percent of what.
Well, if this bill should be passed in the form recommended by the

administration, take two men as an example. Taxpayer A with a wife
and two children and an earned income of $10,000 a year will receive
a tax reduction by this bill of $57. His cost of living has increased
more than that in the last 3 months. This same proposal would give
to taxpayer B, the highest paid corporate executive of last year, with
an earned income of $795,000, a tax reduction of $116,000. This is
proposed in a so-called democratic society.
What would be your reaction to that?
Mr. HINRICHS. Based on those premises you are absolutely right if

that were the only choice.
Senator GoRE. I am right about what?
Mr. i iNncIs. You are right in that you obviously should not give

more to those who have than those who have not. But that is not the
only alternative. If you give such a substantial reduction to the upper
income group, you take away, as in the Noxon proposal, $1.6 billon
from the lower income group. Oddly enough this adds up to $1.6 bil-
lion from the income groups from zero to $10,000 and this would be
the amount which would flow to the reduction of the corporate income
tax. And so I am saying if that were the only alternative I would
gree .with you completely, but I am saying it is not the only
alternative.
iThe, way to make a substantial breakthrough, especially in other

areas such as simplifying the tax law, is to move into the capital gains
area, in terms of the 12-month holding period, in terms of taxing gains
at death which is good for $3 billion a year, and in terms of the ulti-
mate reform to simplify it. This would be with lower rates for every-
body including the poor as well as the rich by including capital gains
as ordinary income. As Sheldon Cohen told me the other day, you
would simplify the tax code like this. I do not know whether you can
put that on your machine.

The CHAIRMAN. Push it together like an accordian, you mean.
Mr. HffiNCH. Yes.
Senator GoR. Since you and I are establishing such an affinity, per-

haps I will venture to ask you if you would also say that I am right
in suggesting that the most equitable tax reduction is to leave the rates
as the. are and raise.the personal exemption so as to give the most
tix relief to the man in latest need of it that is the man with chil-
dren t0 feed, clothe and educate.

Mr., HI[rimWIs. Essentially, this would be true if you change the
exme option from a deduction to a taxcredit and then eventually as-

:,Senator'Goi&. Tax -redit is not worth,too much for the fellow-
Mr. TmTusCHs. As I mentioned before, a $600 deduction, if you

Sdouble this, then you simply create huge revenue losses, the major
* beneficiaries being the middle and upper middle classes, whereby it
w4wod help-lower income groups more if you change the $600 dedtuc-
'ton, the Kennedy administration, suggested in 1963 for older folks,
to, beu8 say, a $150 or more tax credit. In fact to provide a stimulus
in cop unctiop with the Nixon welfare program rather than give the
tAitcridit back as a negative income tax for poor groups, you could
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provide some carry-forward of these tax credits to future years so that
you have a zero marginal tax bracket for those who become employed
and are job trained and move up the income ladder.

Now, this would, make much more sense than simply doubling the
standard deduction from $600 to $1,200, for example. So, I am saying
if you want to give back money, give it in terms of dollars rather than
deductions from the income tax base which benefits the rich at $70 a
100 and the poor only $14 a 100.

Senator GoRE. Thank you.
The CHAIRMAN. Mr. Hinrichs, I regret I did not hear the first part

of our testimony. I was called from the room temporarily and I came
in in the middle of this interesting colloquy between you and Senator
Gore. I was so intrigued by the fact that you seem to agree with some
of my views that I find myself agreeing with some of your views.

Talking about the general theory of how you ought to go about
trying to finance this Government, it seems to me that we ought to
start out by recognizing, (a), we cannot do it all with an income tax.
I wish we could. I see you are nodding. You agree?

Mr. HiNucHs. Right.
The CHAIMAN. But we can do a lot of it with an income tax. We

can get a lot of money out of income taxes and we do.
Now, trying to figure what is the maximum we can do and how

we can do it most equitably, I think we have to arrive at a second con-
clusion. I arrived at it reluctantly. We just cannot get any huge amount
of money through an income tax, by getting it all out of the rich. I
wish we could but unfortunately, there are just not that many of them,
so then we have to think in terms of taxing somebody else. We have to
reach down and tax the middle class and those people are really the
ones who are carrying the big burden of this Government. I am sure
you know that. And while we do not collect as much out of each one
as we do from the rich, we have so many more prospects to work on
there that we get a lot of money out of middle income brackets.

Then we proceed to reach down and get what we think we can afford
equitably and fairly from the poor and there one can make a case
that here are some poor people paying an income tax where perhaps we
should be giving them a welfare tax rather than extracting an income
tax check from them. I understand all of that.

Now, logically, one would think that the fair way to do this would
be to determine about how much of this revenue you want to raise out
of each class of taxpayers by income brackets , and having done that,
you then try to see how much you can get and you try to write a law
that will treat all people fairly and equally insofar as possible.

Now, when you look at the upper bracket payers, I think you are
right. When you say that if you go beyond the 50 percent tax rate
and the Government starts taking more than half of a man's income,
you provide that man with so many reasons why he should not sub-
Ject himself to that tax--either by not making an investment or by
doing something which he can do such as making a charitable con-
tribution to his own foundation-that you just do not get the money
you are hoping to get. The rcult is that you look at the frustrating
experience of the 90 percent rate and the frustrating experience of
the 77 percent rate by just bringing in the tax returns and finding that
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the people you are trying to tax are nt paying anything near what
the rates of taxation would indicate.

Now, I would think that if we work on the principle of trying to
tax a large income, less exceptions, less exemptions--I am not talk-
ing about the personal exemptions, that is available to all and I agreew th that-but as we take away advantages from some, we should
try to give those advantages to that poor fish who really is actually
paying at that rate with the result that you then put everybody in the
position. that they pay some reasonable amount of taxes, hopefully a
large amount if they are rich and they have the incentive to go ahead
and do business.

Do you agree when you go above the 50 percent bracket, you are
reaching toward the point of diminishing returns I

Mr. IIwucoos. It seems to me and to most people in the public fi-
nance area that you are reaching after shadows when you get above 50
percent on two grounds.

No. 1, I think for many people it would seem basically fair not to
take more than half of a person s income.

Secondly, usually the wealthy can find loopholes faster than the
Internal Rvenue Service or the Treasury can close loopholes. So,
what you do is end up with an unfair unenforceable system once you
go above 50 percent. But even though most of the money is in what
you would call the middle class, I would not simply ignore the upper
middle class and the rich class because as in table 2, the total assets
of the so-called top wealth group, that is the one which files Federal
estate taxes upon death, that this group of 4 million individuals with

of above,$60,000, has in fact a total body of assets of over
$, billion, which ia.$1 trillion, and in that you have approximately

$400 billion worth of capital gains. Now even a 1-percent net wealth
tax would generate $10 billion and you would find in fact a fiscal
dividend which would not be as evanescent as a cloud above San
Clemente.

The CHAR AN. Well, -my father thought that that kind of tax
would be a good idea. He got in trouble advocating that.

Mr. HiNRrcns. Basically, you would have the last adverse economic
growth efrects from that because when you tax wealth as such, you
give the gentleman an incentive to work harder so he can pay his tax
gill rather than as now you give him a free ride. So, I am saying there
is wealth above the category of, let us say, $50,000 of income. The
people really, losing today in a relative sense are the young rising
middle class entrepreneurial groups from $15,000 to $50,000 who pay
very high taxes relative to other groups in our society. And so, I think
you still can get something from the group with incomes above $50,000
because as we have seen from the chart, their average tax rates do fall
and their average rates run, at only about 30 percent a year. If you
raise it up to 45 percent, truly nobody is going to starve and yet you
could generate by these two capital gains proposals I mentioned, as
much as $5 to $10 to $15 billion a year.

So, there is money available and if you take it away fi-m the low-
income people to give it to corporations as under the Nixon plan, you
may not have the most equitable of all worlds.

The CH xMMAX. It just seems to me we ought to recognize at some
point you reach the point of diminishing returns and that there is
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nothing to be served by doing that. Once you have reached that point,
even though you may find it unkind and might not like the idesc't4
having some millionaire make enough money to where after taxes he
can keep $3 or $4 or $5 million, if what you are doing is trying to raise
money and you have put the taxes so heavy that you are getting less
rather than more, then you ought to think in terms of finding a better
way to raise revenue.

I think that you and I are pretty much in agreement that that is
about the way we ought to handle that point, I think.

Mr. HINmIUJIS. Yes. Along with that same point I think you would
probably also favor certain ideas which have been circulated by, in a
sense, both the left and the right, from people like Earl Rolf, or Jack
Stockfisch or Norman Ture, who would say that probably the sim-
pler system would be to have a simple proportional tax rate, say 30
percent for everybody, but then you would have very high personal
exemptions combined with even a negative income tax so that you have
increasing average rates for everybody but the same marginal rate,
so you do not have any disincentive eifects and this rate would apply
to not only capital gains but also corporations and individuals. You
would eliminate the great travesty we have now upon both justice and
simplicity by a great melange of rates which confuses everybody and
at the same time allows John Paul Getty to pay only $500 a year in
incoire taxes.

Senator FANni. At that point, do you agree that one of the most
serious problems facing us today is our ability to compete with foreign
industries ?

Mr. HiNriOHS. Yes, This is true. This is true.
Senator FANNIN. We are talking in theory., Of course, it is all right

in theory to come to some conclusions just as you came to the conclu-
sion that going from 6 to 18 months--I think you said-would lower
the transaction by only 1 percent.

Mr. HINRICHS. Yes. '1 is is basically according to looking at the
statistics as to the distribution of the gain realizations and trans-
actions over time. In other words, the'%e is a slight increase in trans-
actions after the 6-month holding period but it is relatively minor
compared to the total amount of transactions.

Senator FANNIN. But you are reading people's minds, I think, when
you come to that conclusion because you do not know what attitude
they might take.Mr. liwiPcts. No. I am looking at the distribution of securities

realizations and you find that, No. 1, there is a slight hump of realiza-
tions after 6 months, so we know that some people do hold for 6
months obviously, and we Oso know, as in an article in the National
Tax Journal which I wrote, that it is primarily those in income
brackets above $100,000 who are holding for that period because at
that point, you see, it is to their advantage. Why should anybody pay
at that point 91 percent or now 77 percent if he can hold for another
month and only pay 25 percent ?

Senator FANNIN. But certainly from the standpoint of the number
that would still stay in the investment group, when they change from
tht 6-month period to the 12-month period-

Mr. HTRICOH1S. Those surveys were primarily bought and paid for
by either the New York Stock Exchange in the earlier Louis Harris
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surVey back in 1963 or the recent survey by Merrill Lynch, Pierce,
er & Smith and those surveys are nonscientific. You do not

find out what happens in the real world by asking people what they
would do in the future.

Senator FANNIN. But you are coming to a conclusion but you do not
acce t their conclusions.

Mr.HINRICHS. No. I am looking at the facts of what real people
did in fact in the real world.

Senator F rNiN. They are talking to real people. You are not.
Mr. HiNPnucs. I am talking about people who put their cash where

their mouth was and looked at when they bought and sold stocks.
Senator FANmzi. We are in disagreement. There is no point in argu-

ing about it but I think the surveys certainly should be given some
attention.

Mr. HINicHs. Of course they should be and it is possible-
Senator FANNIr. Some reliable concerns.
Mr. HiNImiCHS. Nobody knows all the answers. They could be right:

I could be wrong but I am saying that most scholars who have looked
at this question would seriously discount the legitimacy of such.

Senator FANNIN. One is a theoretical conclusion, the other is prac-
tical, brought about by direct contact, but in any event let us go to the
next thing

You talked about what would be done as far as capital gains are
concerned. Here we are. We are talking about the foreign competition.
Canada doesnot have capital gains tax and they feel this provides
greater amounts of investment capital. We know that in many of the
European countries, certainly in Great Britain, we have seen an in-
centive program promulgated on the idea of not having the high capi-
tal gains tax and still you are talking about the taxing capital gains
the sameas you do just ordinary income.

Mr. HiNRIcHs. No. 1, for many people it is ordinary income as I
mentioned the treegrowers versus the fruitpickers of long ago.

No. 2, there is no statistical correlation between capital gains tax-
ation and economic growth rates. In Great Britain there was no
capital gains taxation until the early fifties and Britain certainly
was no paragon of economic growth in the first half of this century.

Thirdly we have had a faster growth rate in the last 8 years than
Canada. go, there is no statistical relationship between the capital
gains rates and the growth rate of a country, especially when our
capital gains rates merely get people into the Broadway theater, into
dry holes, into raising prize bulls and racehorses.

Senator FANNIN. rth ink you are getting a little ridiculous. The
incentive system has been brought about to a great extent by the
capital made available through capital gains. I do not think we can
discount that.

Mr. INMzcHS. I think essentially capital comes from the use of
capital and not the trading of secondhand paper on the New York
Stock Exchange. It comes from entrepreneurs who are making invest-
ments, from discoveries, innovators, inventors, plus workers.

Senator FANNiN. YoU get down to the small business level and look
at what has been involvedover the years and, if following your theory,
under present-day consideration you say that a firm was worth a
million dollars 10 years ago and toay they sell for $2 million and you
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would take the revenue that has been produced therebetween there and
then take off the inflationary trend, ttat this is taking care of a great
deal of it, then where do you stand I You are really invading capital,
are you not I

Mr. HNRICHS. No. The point is that everyone else is subject to
inflation. If I were working, let us say, 10 years ago for $5,000, now
I make $10,000, I may be in a higher income tax bracket. Nobody gives
me a rebate for inflation; so, therefore, why should capital in a sense
be protected from inflation when nobody else is?

Senator FANNiN. But you were paying accordingly for your pur-
chases 10 years ago.

Mr. HiNRicHs. Now my purchases are twice as much.
Senator FANNIN. But the man who had a business that has increased

in value, supposedly the sale price, but as far as his purchasing today
as compared to 10_years ago it is not in that relationship.

Mr. HIziwCHS. Except the way it works out once more is that you
come to the ultimate question would a change in capital gains rates
affect either capital mobility or economic growth and there is no cer-
tain answer that it would destroy the economy. As in other countries,
economic growth is really a function of other things. If we wanted to
speed up economic growth you would put back the investment tax
credit. I mean, if that is what you wanted. Now, we do not really
want the great capital goods explosion. We want to fight inflation now.
So, therefore, you are wise to, of course, repeal the investment tax
credit, but I am saying that it all depends on what you want.

Now, the only question gets down to is it fair for the average income
tax rate to fall once you get over $100,000 worth of income? Is it fair
to tax the working man with income from $5,000 to $50,000 more than
to tax the individual who may not be working at all but may be buying
and selling paper ?

Senator FANNIN. Of course, now, I certainly agree from the stand-
point of preference to earned income. We are not arguing that point,
but we are, I think, in a different position as far as providing jobs is
concerned, and I am thinking about our ability to compete with other
industries in foreign countries. When we realize what is happening
now, the automotive industry is one, we are now an importer as far as
our balance is concerned in the automotive industry, with our elec-
tronic industry, and many others. So, I am talking about jobs in the
future and talking about the way we can provide investment capital to
make us more competitive and this is what worries me and it does not
seem to concern you.

Mr. HINMICHS. Well, I certainly sympathize with your goal of eco-
nomic growth. I am saying it depends on what you want. Now it was
my feeling that the country is moving toward a reordering of social
priorities whereby more investment was needed in urban development
or in maybe State and local public facilities, in social infrastructure, in
housing, in the private sector, and the way to get money there is to in
a sense remove money from the corporate sector.

Senator FANNIN. But this money is coming from private industry,
and because of the advantages that have accrued in these different
areas you are talking about and the improvements that have come
about. Employment of more people has come about from private in-
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dusty. We hear expressions every day from Government that this
must bedone by private industry.

Mr. HINRICHS. It is also said that the public sector seems to be some-
what starved for funds or at least is looking for a fiscal dividend to
invest in certain areas. So I am saying that the capital is there and
will be fully employed with wise Government policies. So, it is a ques-
tion of where you want to spend it.

Senator FANNIN. You say the capital is there. Where is it now for
the small businessman, at SPA? c We are trying every way we can to
provide sufficient capital and we have not been able to do so.

Mr. HINRICHS. And what is the reason for that?
Senator FANNIN. Well, I think one reason is because of the increased

taxation.
Mr. HiNwRcHs. Oh, the taxation has relatively-
Senator FANNIN. What we are talking about now is increasing your

own capital gains. We are moving in an additional amount of capital
investment that would be available.

Mr. HINIcHS. But the real capital is in terms of machines, build-
ings, amount of work and all this capital would still be there. It is
a question of where it is employed. I am saying it is the Government
and the people who want to reorder these priorities and put more into
housing.

Senator FAN IN. You said it could still be there but still I know
Secretary Kennedy although he is very much for removing the in-
vestment tax credit, did state that we must provide some sort of a
tax system that will give incentive for modernization of our plants
and equipment so we can compete with other countries of the world.

No further questions, Mr., Chairman.
The CHAUMVAN. Thank you very much, sir.
(Dr. Hinrichs' prepared statement follows:)

RMMORMIN0 CAPITAL GAiNS: THE $100 BLLoN MISUNDESTANDINO

(By Dr. Harley H. Hinrichs )
" " SUMMARY

1. Professional economists and students of public finance generally agree that
the capital gains provisions of H.R. 13270 are an Improvement over existing tax
law. The Treasury proposals are not.

2. Further significant improvement can be made:
(a) Treating capital gains as ordinary Income in the context of Income averag-

Ing and lower top rates (to 50* or below) would be the most significant tax re-
form that the Senate could accomplish. This would:

Generate up to $8.5 billion in new revenues making other reductions and
reforms possble.

Enormously simplify the tax code (and H.R. 13270).
Advance both equity and economic growth.

(b) Closing the $3 billion loophole of allowing $20 billion In capital gains an-
nually to escape taxation by transfer at death would eliminate the present reward
of of a tax-free step-up in basis. This would:

*Associate Professor of Economics, U.S. Naval Academy, and Lecturer in Economics.
University of Maryland Graduate School; member of the EFitorfal Advisory Board of the
Natinal 2W Journal. the official Journal of the, National Tax Association, and Consulting
Editor of the Center for Political Research. publisher of the Notional Journal. The views
express in this paper ate those of the author and do not necessarily reflect the views of
any pf the above organtsatons. The author was a Fiscal Economist, Office of Tax Analysis,
omc* of the Secretary of the Treasury, and participated In preparatloa of the Revenue
Acts of 1962 and 1964.
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-Unlock capital now frozen in anticipation of the tax-free transfer at death.
The financial community would serve its best interest by promoting such a reform.
Furthermore, this reform combined with the House-passed 12-months holding pe-
riod would increase capital mobility and Improve the allocation of resources. In.
deed the Treasury recommended It in 1963.

-greatly Improve the equity of the tax system and at the same time generate up
to $15 billion between 1970 and 1975. As a minimum start capital gains accrued
after January 1, 1970, can be Included; better yet, past gains (some $400 billion
in gains outstanding held by some 4 million top wealth-holders) represent a po-
tential federal revenue flow of nearly $100 billion which should not be allowed to
escape over the next generation.

BASIC DATA SUMMARY FOR CONSTRUCTIVE REALIZATION OF CAPITAL GAINS AT DEATH

(in billions of dollars
Decedents' unrealized

Individual wealth Decedent' wealth capital gain

Appreciable assets Total Top' Other Total Top Other Total Top Other

1953:
Real estate ..................... 442.6
Stock- ......................... 127.2
Noncorporate equity ............. 187.4

Total ........................ 757.2

1958:
Real estate ..................... U 3
Stock .......................... = 0
Noncorporate equity ............. 243.8

Total ........................ 1,129.1

Real "tte..................... 800.0
Stock .......................... 400.0
Noncporate equity ---------- 3 s 0

Total ....................... 1,50. 0
1968:

Real estate ..................... 1,300.0
Stock ......................... 580.0
Noncorporate equity ............. 500.0

Total ........................ 2,380.0

70.1 372.5 9.757 1.552 8.205 4.545 0.853 3.692
105.7 21.5 3.487 2.983 .504 1.463 1.312 .151
20.0 167.4 4.498 .480 4.018 1.397 .192 &.205

195.8 561.4 17.742 5.015 12.727 7.405 2. 357 5.048

114.0 519.3 13,934 2,509 11.425 6.521 1.380 5.141
216.7 35.3 5.797 4.985 .812 2,437 2.193 .244
31.7 212.1 5. 850 .760 5.090 2.059 .304 1.755

362.4 766.7 25.581 8.254 17.327 11.017 3.877 7.140

160.0 640.0 17.600 3.520 14.080 7.390 1.70 5.630
350.0 50.0 9.200 8.050 1.150 3.890 3.540 .350
45.0 255.0 7.200 1.080 6.120 2.270 .430 1.840

555.0 945.0 34.000 12.650 21.350 13.650 5.730 7.820

250.0 1,050.0 28.600 5.500 23.100 12.490 2.750 9.740
500.0 80.0 13.300 11.500 1.800 6.470 5.750 .720 .
100.0 400.0 12.000 2.400 9.600 5.040 1.200 3.840

850.01,530.0 53,900 19,400 34.500 24.000 9.700 14.300

a Gross estate tax ilers (assets over $60,000).
l Stock hald by individuals but excluding personal trust fund held stock.

Source: Harley H. Hinrkhi, Center for Political Research; estimates for 1953-63 originally Prepared for the Office of
Tax Analysis and these Hinrkhs estimates are published with their methodology in Martin Davd, "Alternative Approaches
t Capital Gains Taxation," Brooklngs Institute, 1968, p. 100.
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STATEME.T OP THOMAS L WATERBURY, rROFE8SOR OF LAW,
UNIVRITY OF MINNESTA

Mr. WATnBURY. Mr. Chairman, I am Thomas Waterbury, Univer-
sity of Minnesota Law Faculty. I am here to urge the amendment of
the House bill to provide for realization of the gains tax upon a gratui-
tous transfer of property, inter vivos or at death on a comprehensive
basis.

The general topic of realization at death has come up this morning.
It was brought up by two other witnesses, Mr. Bixler and Mr. Hin-
richs. I have submitted a statement which outlines the problem in
specific terms, that is to say, states the principal sections of the tax
law that would be affected by this chance. One is section 1014, which
now provides for a new basis for appreciated assets held until death.
There are some exceptions to that but they may be ignored for present
pur ose.

The practical effect of this, I take it, is clear. A person buys a stock
for $10,000, holds it over a period of time until it achieves a value of
$50,000, and dies. His successor to the stock will acquire a Federal
income tax basis of $50,000 which means that the successor may sell the
stock without paying gains tax.

My recommendation to the committee also extends to the realization
of unrealized gains in the event of an inter vivos gift. Here the present
law is different. The section principally involved is 1015. Since 1920,
this section, and its predecesso-s have provided that the donor's basis
carries over to the donee. Illus' ratively, going back to my hypotheti-cal, if the man bought the stock for $10,000, held it until it appreciated
to $30,000 and gave it to a child, the child would receive it at a basis
of $10,000 and if the child then sold it, the child would pay the gains
tax on the $20,000 of appreciation.

This is commonly referred to as a carry-over basis rule in contrast to
the foregiveness at death rule of section 1014.

I suggest that the practical effect of the carry-over basis rule may not
be very different than that of the forgiveness at death rule in par-
ticular cases, however. For instance, the donee still has to sell the asset
to realize a gain. If the donee retains the asset until he dies, the gains
tax will be forgiven. Or if the donee is a trustee, he may continue to
hold it for the duration of the trust and a private trust in this coun-
try may endure for a very long period of time. So, it is not inconceiv-
able that an asset which was regarded as a dumbly satisfactory invest-
ment could remain in trust in its appreciated status for 100 years and
be distributed ultimately to the beneficiaries of the trust. The distri-
bution would not be a taxable event, and the gains tax would not then
be collected until the distributees chose to sell, or died nnd achieved

ins tax forgiveness.
Senator WILLfuAS. How would you relate that with the inheritance

tax I They both come due at death.
Mr. WATuyY. Yes. Well I suppose I would relate it in this way,

sir. I would say that it is different because people who realize their
gains during their lives or people who earn some other kind of income
which is realized during their lives have to pay an income tax on their
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gains and What, if anything, they have to transmit to beneficiaries
when they die is what is left over atr the income tax is paid.

Senator WiLIAMs. As I understand it, you are suggesting that you
eliminate the capital gains foregiveness at death.

Mr. WAT muY. Right.
Senator WILLIAMS. Now, if a man leaves an estate, you are charging

the capital gains first and then would your inheritance tax come on
the remainder?

Mr. WATERBURY. Exactly. The Kennedy administration's realization
at death bill which was brought to the Ways and Means Committee in
1963 proposed a deduction on the estate tax return for the amount of
gains tax realized at death.

Senator W Ams. Now, in gifts to universities, are you suggesting
that anybody who gives an appreciated stock or appreciated value of a
gift to the university, that they should pay the regular tax on the ap-
preciation before they give it or how would you explain that ?

Mr. WATmBUnY. You can accuse me of cowardice, because I work
for a university that would like some endowments, but seriously, that
is a different issue and I do not speak to it.

Senator WILLAMs. No. They are the same issue. We are talking
about capital gains and appreciated stocks.

Mr. WATERBuY. Then let me state why I think it is different.
Senator WLLAmS. I understood you to say that a man could make

a gift and get the advantage of the full market value of the gift
and I thought you were criticizing that. Now, the suggestion has been
made to charge him some tax, and I am asking you were you recom-
mending that those who make gifts to universities pay tax on the
appreciated value of the gift at the time they make the gift?

Mr. WATERBURY. My answer is "No," I do not recommend it and
I do not oppose it, either. I put it to one side and here is why.

Senator WrLLAMs. We have to either recognize or-
Mr. WATERBURY. I understand that.
Senator WLIMs. I would like to have the benefit of your opinion

because in your position I recognize you as an authority.
Mr. WATERBURY. I take it that-
Senator WILUAMS. I am sure in your classes you insist on an

answer.
Mr. WATERBURY. Very good.
Senator WLIAMS. AndI would really welcome an answer.
Mr. WATRBmuY. Good. Let me give you one that will take a couple

of minutes to lay out.
Senator Wri-ites. Take your time.
Mr. WATERBURY. As I see it, the realization at death issue is in this

posture. I think the Congress has legislative discretion here, within
the Constitution, to amend the income tax law in the way that I
suggest. I have an article that was published a couple of years ago
that went into thatat length. I have some reprints for the Finance
Committee staff if they are interested.

I also think that as a matter of legislative drafting you could
provide for this without any more difficulty than hhas been encountered
in drafting other provisions in the code. So, I do not think that that
is a serious problem.
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I mention that because the Ways and Means Committee had some
trouble at the drafting level in 1963 according to one of their releases.

I also do not think that this is fundamentally a problem in eco-
nomics. That is to say-let me back up. I think it is a problem of
legislative policy.

All right. What are the legislative policy considerations? There
has been a good deal of discussion this morning about the capital
needs of the economy. I am certainly for capital in the economy. I
am also for the accumulation of wealth. I teach wills, trusts, estate
Planning, and related courses in the law school, so I make my living
worrying about the problems of people who succeed in accumulat-

ing some. I did investigate the economic aspects of this problem in
the article I referred to and it seems to me that the importance of
economic factors is relatively minor. So, I do not think that economic
factors ought to be regarded as decisive by the Congress.

So what else is there I In the case of gifts to charity, the legislative
policy considerations are what kinds of charities do you want to sub-
sidize and how do you want to go about doing it?

Now, I am not an authority on charities. I teach trusts, so I know
something about charitable trusts. But I am not an authority on char-
ities. And I know that a great deal of charitable endowment does stem
from gifts to charity by people of great wealth. And so I know that
there is a substantial interest on the part of various charitable or-
ganizations in retaining that source of endowment,

I would think on the basis of my analysis of the noncharitable trans-
actions that you ought to realize gains in the case of a gift to charity
too. But after all, the Kennedy administration did not recommend it.
The Kennedy administration recommended that there not be realiza-
tion in the case of transfers to charity.

I am saying even if you conclude that you ought not to do it in
that case, I think that there is a clear case and a strong one for doing
so in the case of noncharitable gifts and that is simply this. Statistical-
ly it is perfectly clear the primary beneficiaries of private wealth
that is transferred by gift or at death, exclusive of transfers to chart
are the families of the people who transfer the wealth. And I think
that the indefensible thing about gains tax forgiveness It death is
simply this. If you exempt a lot of capital gains altogether from tax,
the efect is a subsidy to the inheritance of property. I am certainly
not against the inheritance of property. I make my living from it.
But it does not seem to me that we can justify an exemption from gains
taxation as a subsidy to the inheritance of property when we tax, as
has been pointed out repeatedly here this morning, relatively modest
personal service incomes that are required to provide a reasonably
Adequate level of family maintenance, and at a substantial rate.That is it.

Senator WILLrAMS. That is an excellent answer and I understand
your position as far as estates are concerned but perhaps it is my con-
fused mind. Did you or did you not recommend that gifts to univer-
sities be taxed on the unrealized income by the recipients at the regu-
lar rate or at any rate at the time of the gift, and also in the evev.t that
a man in his estate wills a substantial bloc of stock to the universities,
should that be taxed at capital gains rate or at regular rates prior to
the gift and deducted from the gift?
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Those art the two questions I would like to have answered. Perhaps
you answered them but I just did not quite understand.

Mr. WATME URY. I did, but I did it pretty fast.
Senator WLtAxs. Just a short answer.
Mr. WATERB Y. One, yes, I do recommend it. Two, I do not recom-

mend it as strongly in the case of transfers to charities as in the case
of transfers within the family.

Senator WILLIAMS. Well, you recommend it be printed in a little
lighter print but be done.

Mr. WAT muRY. What I am really worried about is this. I think
enough of the importance of realizing gains at death in the case of
transfers within the family so that I would not like to see that change
in the law lost because of the .unwillingness of the Congress to with-
draw a subsidy to charitable giving which the Congress felt, all things
being considered, ought to be retained.

I would say if that is your concern, leave the law as it is in the case
of the transfers to charities but make the change in the case of trans-
fers to private individuals.

Senator WILLIAMS. I do not know what the position of Congress or
my own to be. I was just trying to get your position and I wanted it
clear. So, I think I have that clear now.

Senator Bi~mwz-r. Mr. Chairman, I have one question. If you forbid
or if you require the payment of capital gains at death, you will effec-
tively destroy the existence of closely held family corporations.

Mr. WAERy. Thank you for the question. I do not think you
will. Certainly, you need not for these reasons.
I One, I do not say that it is desirable that the aggregate burden of

taxes imposed at death on estates be substantially increased. If the
Congress is concerned about the Lggregate burden of taxes imposed at
death, then I would say, fine. Enact realization of the gains tax at
death so that everybody pays an income tax and all people e who have
accumulated wealth start even and make such reductions as you think
appropriate in the burden of the death tax.

Senator BE NNrr . But you cannot balance those two because the
forces that create the two factors are completely different.

Mr. WATmRr. I guess I do not appreciate the point, sir.
Senator BmNNETr. Well, here is a man who started out with a fruit

stand and $1,000 and by the time of his death he has got a million
dollar enterprise.

Mr. WATmuRY. All right.
Senator BE NK.,rr. BuL here is another man who started out with

$900,000 and at his death he has got a million dollar enterprise. So the
capital gains burden at his death is very different and yet both of them
have a million dollar estate) to transfer on which the estate tax must be
identical.

Mr. WATMRURY. Well, I guess now I know why I did not under-
stand you Why do you think that it is wrong to collect more taxes
at the death of the fellow whose estate includes $900,000 of capital ap-
preciation than from the estate of the fellow whose estate includes
only $100,000?

Senator BENNErr. Well, you said you were going to ameliorate the
tax by reducing the rate so that the burden would be approximately
the same as it is now, and, of course, you cannot do that.

r
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Mr. WATERBuay. You can do it in the aggregate. All right. You are
worried about liquidity problems and the retention of control of fam-
ily enterprises in particular cases, then. You are not worrying about
the aggregate impact of taxes.

Senator BENNEIT. Well, we have to take both into consideration in
this committee.

Mr. WATERB y. All right, of course you do.
Senator BENNETT. All right.
Mr. WATERBURY. I think that in particular cases-I go into this in

this article that I wrote which as I said is available to the staff-I
think there is no doubt that liquidity problems can be very serious in
particular cases, L± the case of closest held business. They are certainly
not serious in the case of a great many. One of the most common estate
planning transactions that I teach and that is discussed in the litera-
ture and that is handled by practitioners, is to arrange among a group
of associated businessmen who are the stockholders in a closed cor-
poration or partners in a partnership for the purchase by the survivors
of the interest of a deceased stockholder or partner at death.

Senator BEN.vr,. Yes, but I am talking about-
Mr. WATERBURY. And that takes care of-
Senator BENNETr. I am talking about the family situation, the mem-

bers of which do not have the assets to buy each other out at death.
All their assets are involved in the same business.

Mr. WATERBURY. The question is whether or not they will be forced
to sell a family business that they might want to retain.

Senator BENNETr. That is right.
Mr. WATERBURY. I woi'ld say to that two things. One, from the

standpoint of the economy, even if they have to sell it the business may
not suffer. The buyer may do just as good a job of running it as the
family did.

Senator BENNETr. Have you tried to find a market for a closely held
business?

Mr. WATmURY. Many of my friends have.
Senator BENNETr. I think you have a theoretical appreciation or a

theoretical approach to a very practical problem and why should you
force the family out of the business ? Why should we use tax policy
to forbid the transfer from one generation to another?

Mr. WATERBURY. Well, let us put it this way. If the Congress wants
to enact a realization at death scheme that says that it shall not apply
to closed corporations and define them, go ahead. There is a lot of
wealth in this country in respect of which there are unrealized gains
at death that does not consist of closed corporate wealth. Go ahed
and tax that. If a man owns at his death a, million dollars' worth of
listed securities that have $800,000 of appreciation, there ii no reason
not to realize gains at that man's death because somebody else owns
the small business you are talking about.

Senator BENNETT. Well, I do not want to continue this, but you
are facing the problem we face. You close onc loophole or you attempt
to legislate special legislation to take care of a situation.

Mr. WATERaURY. Can I make a final point, Senator?
Senator BENNwrr. All right.
Mr. WATERBURY. We have in the estate tax law now have had since

1958 if I recall correctly, a section which was put in there in order to
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'solve the problem you have been speaking of. It permits in the case
of closely'held business an installment payment of the estate tax
overlO ysare

Senator B Iim. I recognize that.
Mr. WATiiaUm . Now, let us focus 'oh this for a minute. The estate

tax escalates in its rates a good deal higher than the capital gains
tax. Therefore, the liquidity problem or the problem of coming up
with the money to pay the tax can be much more serious in the case
of the estate tax than in the case of the gains tax.

Now, -here is where my point comes in. If the thought is that the
gains tax.-i-he burden of taxes imposed at death on closely' held
bulem is excessive, one thing you can do is to cut estate tax rat6s.
Anotheputhingyou can do is to permit, as the Kennedy administration
recommended in 1968, that these provisions for the payment of the
estate tax over 10 years in the case of these businesses be extended to
cover realization at death.

Wha I am saying is, in other'words, if you are concerned about
not forcing sales of some assets, you do not need to go to the extreme
of continuing a general exemption of gains from tax in order to give
relief in those situations.

Senator Bi3wir. At what rate would you tax these capital gains,
the present' tax rate 6r, as the previous witness suggested, the normal
income tax rate?

Mr. Wrm,. I am not an advocate of subjecting capital gains
to taxation at ordinary income fates. There is a good deal of debate
with, a narrower range that is illustrated by the difference' between
the.Kenn:dy administration's proposals as to capital gains in 1968
and the proposals in the-House bill Th6 House bill increases the rates.
ThWlesiedf y administration would have reduced the gains tax rates.

I do not have a settled conviction as to whether they should stay
wh tierire or go up or go down. All I am saying is, decide, on
the basis of whatever factors you gentlemen find persuasive, what
the gains tax rate should be and then collect it, "

Senator Bz rT. One rate to be applied under" all circumstances?
Mr. W AT&=itr. Yes. Applied at death'or applied in the event of

senatorr Wiuauk&a, I have just one other question here. Spea "ki of
capital minsrate aidhwe.are all-I noticed here in the charts that a
man ith- -, $10 million estate, would automatically pay $6,088,000 in
ineherlce tax which is,60 percentt of it and in our State, and most
StAtWA .h. wold. pay a sizable State inheritance tax., .

N.0w,.say ho leaves an estate of $10 million and pays a little over $6
mifwkin u.edral taxee. The State tax is estimated at about a million
anslc half, ow, that wovld leave him about 25 percent of his estate
an o e getingtha we should put before that--we will
assume for the moment that this $10 million .s all capital: gains. You
WOW 44P~ extra $9.5 million capital rains tax under existing

kv- 4 l .4le,three and a quarter miUo under. the bill, is that

ir, , tla,~x. correctec. e I amfmonot fond of the higher
bw*s4a :of0 th_.ederal estAte tax If you;- g Ien agree, -,with

a"4 yg uv ik . redIe thea1 ypu cOt -io with my being.
*~wp~~x~tb n ae e h *0You pose, the, odds are
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very small that an estate of that size containing that kind of appreci-
ation would be subjected to anything like those rates. I do not say it
will never happen. But do not forget that the Federal gift tax puts
an enormous.- premium on inter vivos gifts. It is imposed at thtree-
fourths of the rates of the estate tax to begin with, and if you split
an estate between gifts and transfers at death, you reduce the ceiling
rate very, very'much.

Also, do not forget that people who succeed in accumulating $10
million ordinarily. receive competent counsel. Competent counsel will
call these possibilities to their clients' attention. Not all people have
private beneficiaries in whom they are seriously interested. The larg-
est estate I ever had anything to do with-I wish I had been counsel
for the executor, but I w.ant'--i ve$tOmillion and it went
almost entirely to chaity. But if such a person h s private benefici-
aries, I think substdtial gifts and that in the usuari there, Sena-

tor, in aL case suc as that which you 4escribe, with" vergreat appre-
ciation, the odds'are quite hi h that a 1Wt that app iation will
have occurre after gifts h v ibe~n mide.

Senator V iALms. W ,l, to steak tvthe that'you said ou were
administr r of, $100 million, updere ipig' aw--

Mr. W iwuRy. No6 ;1-Wsi n& t i I rator. I/ju had a I tle bit
to do wi a very small prgbrni co ecti w th a ye large

Sena W31 ~ ell, ~4hat-partic V. estate the (jove iTnt
would lect abo~ $7 '1 10 ioh Ra c -an in addito 'to
that the isa Stat inherit cetax. taMr. Tmuy. Thot ge IUCh f any because it nea ly allMr. W iuvuax. Teyd~ ot getr uc ne

wenttoc arity./Senator irL AM And, of oUrse y a recoil nd i a it goes
to charity, the colleges, that jtJ Dhod have bee u taxe lkewise?

MrWA' uRx. Ihi*~t t wo Id be refer debut Iepeat if
you do not w nt to, do thot-I am si re in d would he limited
enthusiasm for --if you do--hot-want o o tht, dd not d94t but please
still do realize gah .at death for private individuals.

(Mr. -Warury preparedd statement follows:)
A Recommendation t atj*.R. 13270 te Amend "Co Provide, Corn-
prehensively, for the Realltationf- ap1ta Gain or Loss on Trans-
fers of Capital Assets by Gift or by Death, and that Unrealized,
Gains in Respect of Property Held in Trust be Taxed Once In Each
Generation-And a, Comment Upon a Related Aspect of Federal
Estate and Gift Tax Reform

STA=MT OF TROMAs L. WATExeUay, PoFEsSOR OF LAw, UNIVEsrSY oF
MINNESOTA

Let me first state the change in the gains tax law which I am supporting. At
least since 1918, the federal income tax law has provided that assets owned by
a decendent at his death should acquire a new cost basis for federal Income tax
purposes in the hands of the dependent's successors. The Section of the Internal
Revenue Code of 1954 which so provides Is Section 1014. This new cost basis is
equal to the market value of the assets at the date of ath (with limited ex- !
eeptions which maybe ignored for present purposes). ' .e result of this new
basis is to permanently eliminate the payment of gains ta:tws on any appreciation
in the value of such, assets during the period of the decdt nt's ownership. (E.q.,
If A, bought shares of X stock for $10,000 thirty years before his death, and still
held them at his death when they were worth $50,000, the new basis would be
$50, and no gains tax would be due if A's exeeutor sold the shares in the

,Course of administration of A's estate.) Of course, this new basis at death can
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wipe out deductions for unrealized capital losses too-if an asset declines in
value between the date that a decedent acquires it and the date of his death.
But since investors are more prone to retain their successful investments than
their unsuccessful ones, the principal consequence of this new basis at death is
the "forgiveness" of the gains tax on appreciation.

(rhe change in the gains tax law that I am supporting would, realize thesegains at death, requiring payment of the gains tax in a decedent's final federal
income tax return, which will be filed by his personal representative after his
appreciation in X stock in A's final income tax return, and pay a gains tax on
this appreciation. This change in the law is commonly referred to as a change
from "gains tax forgiveness at death" to "gains tax realization at death," and
I will use this terminology here.

I also support the realization of unrealized gains in the event of an inter vivos
gift of an appreciated asset, the gain to, be taxed to the donor in the year of the
gift. In the case of gifts made since 1920, the donor's cost basis has "carried
over" to the donee. The Section of the Internal Revenue Code of 1954 which so
provides is Section 1015. (Again, there are some refinements which may be
ignored for present purposes.) This statutory solution is commonly referred to
as a "carry-over basis rule," and I will use that term here.

It is true that the carry-over basis rule of Section 1015 does not immediately
result in gains tax forgiveness, as does theeforgiveness at death rule of Section
1014. Indeed, if the donee immediately sells the property, any gains will im-
mediately be taxed. But the donee may not sell. If an individual, he may retain
the property until his own death anti achieve forgiveness of the gains tax. If
a trustee, he may retain the property throughout the term of the trust (which
may be a century or more), and then distribute it (in a non-taxable transaction)
to terminal beneficiaries.

Realization at death has been discussed academically for years, and was re-
cently proposed to the Congress. The Kennedy Administration presented re-
strained proposals of this kind to the Ways and Means Committee of the House
in 1963. T'be Committee failed to approve them. Why, then, do I revive the topic
at this time?

In a few words, the reason that I think realization at death may have been
rejected by the Ways and Means Committee in 1963 because of errors of Judg-
ment in developing and supporting the proposal, and that I have some arguments
to offer in support of realization at death which the Finance Committee and ulti-
mately the Congress, may find to be persuasive.

'The Kennedy Administration presented its realization at death proposals as
part of a revision of capital gains taxation which included a lowering of gains
tax rates, and advocated realization at death primarily on the ground that if
an investor knew that he would have to pay gains taxes on his appreciated assets
at death if not before, the 'lock-in" effect of the gains tax would be reduced.
That is, investors would be less likely to regain appreciated assets that, gains
taxes aside, they would prefer to sell in order to make more attractive alterna-
tive investments, if they knew that they would ultimately have to pay the gains
tax anyway.

I am not a formally educated economist, but I have a basic understanding of
public finance, and have worked to some extent with public finance economists.
I have studied the economic aspects of realization at death in general, and the
"lock-in" problem in particular, with some care. I was ultimately able to sum-
marize the results of that work in about nine pages of a Law Review Article.
My conclusions, in most pertient part, are as follows:

"This brief look at the economic gains tax forgiveness and realization at
death suggests that it does not matter much to the national economy which
choice Is made.

"Apparently, the 'lock-in' effect of conditioning the gains tax, inter vivos,
upon a voluntary transfer would be somewhat reduced by realizing gains at
death, thought the national economic significance of the change seems sight." I

There is evidence that the Ways and Means Committee is not much impressed
with the "lock-in" problem in the current proposals of the House Bill to some-
what increase capital gains tax rates and lengthen the required holding period!
But even if one i# impressed with the economic importance of keeping gains tax
rates down In order to minimize "lock-in" effects, it does not follow that real-
izing gains at death would solve the "lock-in" problem. The central difficulty
with gains tax realization at death as a "lock-in" remedy is that it Is only help-
ful insofar as owners of appreciated assets decide whether to retain or sell them
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"in contemplation of death"-that is, with an eye to the alternative of holding
the assets until they die in order to avoid the gains tax. And it is not very easy
to accept the idea that the national economy is heavily dependent upon the in-
vestment decisions of people (or those of the investment advisers of people)
who expect to die soon enough so that holding appreciated assets until death
appears as a prominent alternative to "selling now."

Having concluded myself that the Kennedy Administration's economic case
for gains tax realization at death was not a very strong one, I have supposed
that the Ways and Means Committee might have reached the same conclusion.
And if they did, the Committee way also have thought that this realization at
death proposal ought not to be enacted until a further case was made for it,

I have spent a substantial amount of time investigating the subject since the
Kennedy Administration's proposal was advanced, and have emerged from that
investigation wit ha further case that I find persuasive. This case of mine was
published in the Minnesota Law RcWcw in the FaU of 1967, and I have
brought along some reprints for such use (if any) as the Finance Committee
Staff might wish to make of them.

Much of this Law Review discussion is concerned with essential technical
matters which need not be reviewed here. Thus this discussion includes an in-
vestigation of the constitutionality of gains tax realization at death. (I am
satisfied, for reasons elaborated there,' that the Finance Committee need not
hesitate to support gains tax realization at death because of constitutional
doubts.) And this discussion concludes with a review of the technical drafting
problems that would be encountered in giving legislative expression to gains
tax realization at death. (I am satisfied, for reasons elaborated there,8 that the
Finance Committee need not hesitate to support gains tax realization at death
because of drafting difficulties.)

What I want to discuss here are the basic reasons why I think that gains tax
realization at death should become a part of our income tax law, immediately,
and on a comprehensive basis. These reasons are not elaborate. They are as
follows.

First, most gifts and transfers at death of appreciated assets are made to, or
in trust for the benefit of, members of the transferor's family.' (Transfers to
charity are not uncommon, particularly in disposing of large estates, but they
raise distinguishable questions regarding the appropriate scope and character
of subsides to charitable giving, so I put them to one side for purposes of this
discussion.)

When we forgive the gains tax at death by giving the deceased property
owner's successors a basis for his appreciated assets equal to their market value
at his death, the practical result, then, is very largely a subsidy to the tranfer
of wealth within the family. The result is a subsidy because forgiving the gains
tax leaves more wealth in the hands of the family than would be the case if the
gains tax had to be paid. This fact alone is not a reason for opposing gains tax
forgiveness. I have developed at length in the Law Review discussion already
referred to my reasons for believing that the interests of families in the finan-
cial security and opportunities of their successive generations are important
social interests which are entitled to respect under our progressive income, gift
and death tax structure.' The objection to the subsidy afforded by gains tax
forgiveness is that it is an irrationally distributed one. This is my next point.

Family interests are of fundamental importance in our society, for the obvious
reason that the society is by and large composed of families. The family is our
foundational social unit. Therefore it makes no sense to have a tax structure
which contains subsidies to the financial security and opportunities of the mem-
bers of some of the families in the society, to the relative detriment of the fi-
nancial security and opportunities of the rest, unless those subsidies can be
Justified as achieving something of importance for the society that could not as
readily be achieved without them.

Gains tax forgiveness at death cannot pass this test.
No significant national economic interests are served by forgiveness at death

that could not be served, equally well, by offsetting changes in the tax law that
do not involve comparable subsidies. (I do not say that gains tax forgiveness
cannot be supported by economic arguments. As my late teacher Grover Grismore
used to say of the Law of Contracts. "You can find authority for anything."
Indeed, I know of an estate planner who is full of economic arguments in favor
of forgiveness at death. I only say that, if the Finance Committee consults pro-
fessional economists of good competence in this matter, they will support my
conclusion.)
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More specifically, gains tax forgiveness does not have peculiar value to the

economy as a source of incentives to work, save or iuvest. And gains tax for.
giveness does not have Peculiar value to the economy as a subsidy to the forma-
tion of private capital. And gains tax forgiveness is not required in order to
avoid economically undesirable liquidation problems in administering the estates
of decedents.1 ° And gains tax forgiveness certainly does not contribute to ellml.
nating the "lock-in" problem in an economically indispensable way. (It will be
recalled that the Kenedy Administration ad located realization at death as a solit.
tion to the "lock-in" problem.)

And, turning from the interests of the eocnomy as a whole to family interests,
gains tax forgiveness Is not a plausible subsidy to family interests in the In.
heritance of property.

Assuming that family interests in the inheritance of property are entitled to
due consideration in designing the tax structure, gains tax forgiveness is not a
plausible subsidy to family interests in inheritance. It is true that a fellow who
gives his appreciated assets to the members of his family inter vivos, or retains
them until his death and then transfers them to his spouse, or children, or other
relatives, has demonstrated that he wanted the transferees to have the assets.
But another who has found it necessary, or desirable, to sell his appreciated
assets during his lifetime scarcely demonstrates, by selling them, that he is less
interested than the first in the economic welfare of his spouse, or children, or
other relatives. What he has demonstrated instead Is that he thought it was a
good ideal to sell. Logically, this decision does not involve any rejection of the
interests of one's family.

Also, In terms of the priority of family interests, it is hard to see why the
family interest in inheritance should be subsidized to a greater degree than the
family interest In current maintenance. There are more families in the society
that havean immediate interest In an adequate level of annual maintenance
than there are families that have an immediate interest in the inheritance of
material amounts of property. Yet we have found it necessary to resort to mass
taxation under the federal income tax, and hence to raise a great deal of revenue
from families that have relatively modest incomes. If we are to continue to do
this, It seems inevitable that we will not be able to exempt incomes that are
reasonably required to fund an adequate level of current family maintenance.
And if this last is so, it seems Inevitable that gains tax forgiveness at death will
remain vulnerable to the objection that family interests in the inheritance of
property ought not to be subsidized in preference to family interests In an ade.
quate level of current maintenance. The gains tax, after all, Is levied at prefer-
ential rates, which are not notably progressive at the maximum-even under the
House Bill, which would increase the maximum gains tax rate to one-half the
maximum tax rate on ordinary income.

It Is true that the inheritance of property is restrained by federal gift and
death taxes which do not apply to family Income that is devoted to maintenance
expenditures, but it does not follow that these taxes are adequate substitutes
for collecting the gains tax at death if not before. The basic reason is that federal
estate and gift taxes apply in the same way to family wealth, whether or not
it was accumulated with the aid of the subsidy of gains tax forgiveness, and
without regard to the extent to which Its accumulation was otherwise impeded
by the income tax. It does not seem practicable, therefore, to use these taxes to
perform the function of gains tax realiUation at dea th.

Gains tax realization at death is not objectionable, either, on the ground that
It would result in excessive taxation of the inheritance of property, because
of our preexisting federal estate and gift taxes. Any such exception necessarily
assumes that family wealth which has been accumulated without the aid of gains
tax forgiveness Is now exposed to excessive taxation under the existing gift and
estate tax laws. Instead, gains tax realization at death should be enacted, and
federal gift and estate tax rates would then be reviewed in the light of the fact
that they will be imposed as a esoond, or subsequent, tax on family wealth that
has already been reduced by the income tax."

The foregoing will suffice as a terse statement of my general case for gains tax
realization at death. I have also said that realization at death should be en-
acted on a comprehensive basis. Something should be said about this, though
apart from one's view of the persuasiveness of the general case, the question of
comprehensiveness is inevitably a matter of addressing particular questions, and
many more of them are addressed In my Law Review discussion, already referred



1951

to, than can be addressed here. For present purposes, four, hopefully well-chosen,
points may be made.

First, would it not make sense to have a reasonably substantial exemption,
in order to avoid reducing "small estates" by realization at death? I think not,
in view of the very low level of exemption permitted under the Income tax for
incomes devoted to family maintenance. Exemptions on grounds of administra-
tive convenience (e.g., in respect of personal belongings, and household furnish-
lugs, which, with the exception of a few categories of valuables, are likely to be
worth less than their cost on the second-hand market) would, of course, be
appropriate.

Secondly, since a surviving spouse In community property states is regarded
as the owner of one-half of the spouses' community property, presumably one-
half of unrealized community property gains ought not to be realized on the death
of the first spouse to die. Therefore, in order to achieve equality of treatment
for surviving spouses In non-community property states, ought there not to be
an "equalizing" exception to realization at death for appreciated property pass-
ing to a surviving spouse? I think not, despite the availability of analogies to
income-splitting between spouses, and to the federal estate tax marital deduc-
tion. Income splitting between spouses, unlike gains tax forgiveness, does not
exempt income from taxation, and, unlike a carryover basis rule. does not per-
mit indefinite future deferral of the income tax-income splitting between
spouses only reduces the tax rate, and capital gains already benefit from a pref-
erential rate. And an exemption of a deceased spouse's unrealized gains from
realization at death, insofar as his appreciated assets were transferred to his
surviving spouse (perhaps subject to a ceiling of one-half by analogy to the
community property situation and the estate tax marital deduction) could re-
sult in the forgiveness, or indefinite deferral, of tax on a very large amount of
gain. Again, in view of the low level of exemption permitted for incomes devoted
to family maintenance under the income tax, this does not seem sensible. So I
think that, in this situation, the way to equalize treatment of surviving spouses
in common law and community property states Is to apply realization at death
to both the deceased and the surviving spouse's share of unrealized community
property gains. (I do not suggest that there is a strong case for such equaliza-
tion; arguably, the co-tenancy of community property spouses should be recog.
nized for realization at death purposes. After all, there are differences between
the marital property rights conferred by community property statutes, and those
generally prevailing in other states.)

Third, if gains tax realization at death is to be enacted comprehensively, does
it not follow that life insurance gains should be taxed to the owner-insured of a
life Insurance policy, who "gains" the proceeds by his death? Analytically, this
is a difficult question, which is treated at greater length in my Law Review dis-
cussion than seems appropriate here.* For present purposes, suffice it to say that,
at least in the case of the proceeds of "pure" life insurance (i.e., proceeds in ex-
cess of policy reserves-policy reserves contain an element of accrued, but un-
taxed, interest) purchased to insure the policy beneficiaries against the prema-
ture loss of the income-producing capacities of the insured, I think the answer
is no. Statistically, the families of "bread-winners" are unlikely to be fully in-
sured against the loss of future income through the premature "bread-winner"
deaths. So the proceeds of insurance on such a decedent's life are unlikely to
equal the provision which the insured would have made for the policy benefici-
aries, had be lived out his productive expectancy. Arguably, as a matter of social
insurance, the surviving contemporaries of such under-insured decedents ought
to make the latters' income tax contributions to the cost of government, leaving
the life insurance proceeds for dependents.

To be sure, owners of appreciated assets may die prematurely too, but they
will not in the average case, and asset appreciation is not normally created by the
death of the owner of the asset. Conversely, "pure" life insurance gains are cre-
ated by a death that is statistically premature.

Fourth, and finally, what should be done to insure that unrealized gains are
realized, periodically, in the case of assets which appreciate in the hands of a
multi-generation trustee? I think that such realization should be provided for in
the course of enacting realization at death legislation. But the kind of case in
which this problem arises is one involving enough factual detail to require a
rather lengthy illustration, and since the same sort of illustration will be re-
quired in connection with my next, and final, topic, economy of words will be
served by deferring this final point.
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So much for the comprehensiveness of the realization at death remedy that I
recommend. It remains to supplement the general case for realization at death,
and the particulars Just discussed, with some attention to an unmanageable
topic that is broader that either, viz: assuming that a comprehensive realization
at death remedy of the sort just described would improve the income tax struc-
ture, would it not be preferable, in terms of fairness, to postpone the adoption of
this remedy, pending other reforms in the income, estate and gift tax law to
eliminate more flagrant instances of subsidies to family interests in the inherit-
ance of property?

I addressed this topic in a limited way in the Law Review discussion pre-
viously referred to,8 suggesting that the adoption of realization at death ought
not to be deferred on this final ground. I have not changed my mind. But since
the publication of that discussion, I have about finished another (regarding the
avoidance of gift and estate taxes by means of multigeneration transfers in
trust) in the course of which I have given this topic further thought. Hence
some of the comments which follow.

Again, only an illustrative discussion is possible here. For illustrative pur-
poses, let us consider the relative priority of enacting gains tax realization at
death, and of doing something equally comprehensive to eliminate the avoidance
of gift and estate taxes by means of multi-generation trusts (which, under pres-
ent law, can insulate family wealth from federal estate and gift taxation for a
century or more). Let me illustrate this estate and gift tax problem (referred to
in a current American Law Institute study 1, as "The Generation-Skipping Prob-
lem") with a hypothetical case, which, in its federal estate and gift tax aspects,
seems quite realistic.

OASE A

In 1932, anticipating the imminent permanent enactment of the federal gift
tax, A, aged 55, transferred stock in several family corporations of the market
value of $1,000,000 to "independent" trustees (who were nonetheless reliably
interested in maintaining business connections with A and A's family). A's fed-
eral income tax basis for the stock was $100,000 (its value on March 1, 1913).
The trustees were authorized to retain this stock, and to participate in corpo-
rate reorganizations, and were directed to pay the trust income to A's daughter
D, aged 80, for life, and then to her surviving daughter G, aged 5, for life, the
principal to be distributed upon G's death to her then-surviving issue per stirpes,
or if none then over to other issue of D.

Now, in 1969, the trustees hold stock in several additional corporations in
which A's family is interested, but this stock was all acquired in the course of
income tax free corporate reorganizations, so that all of the stock held by the
trustees still has an aggregate basis of $100,000. Its market value, however, is
now $10,000,000. A is deceased, having paid no gift or estate taxes in respect
of the trust property, which was of the market value of $6,000,000 when A died
in 1960. D is now aged 67. When she dies, no estate taxes will be payable in
respect of the trust property. G Is 42, and has four children, ranging in age from
20 to 10 years. When G dies and the trust property is distributed, no estate taxes
will be payable in respect of the trust property. Thus the actuarial probabilities
are that the first estate tax liability to which this trust property will be exposed
will be in another 50 to 70 years, upon the successive deaths of G's children.
Thus far, no gains taxes have been paid by the trustees in respect of the ap-
preciation in the value of the trust property which has occurred since 1913. Con-
ceivably, no gains taxes will be payable at all in respect of this appreciation, for
the trustees might not make a taxable sale of this stock prior to the termination
of the trust on G's death, the distribution itself would not be a taxable event, and
G's four children might retain their stock until their deaths, and If gains tax
foregiveness is still in the income tax law in 50 to 70 years, their successors will
get a new basis for the stock equal to its then market value.

This hypothetical case Is surely atypical in its assumption of a trust principal
that has never been exposed to an income tax, and in its assumed deferral of
gains taxes for more than 50 years. Also, the emphasis placed upon the possi-
bility of further deferral for another half-century or more Is conjectural. These
aspects of the case, do, however, highlight the final point regarding the need for
a comprehensive realization at death remedy which was previously deferred-
that there must be some provision for periodic realization of gain in the case of
assets held in trust over several generations, if such trusts are assuredly to be
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prevented from postponing the realization of gains over very long periods of
time.

Such a supplemental remedy would be necessary n cases, such as Case A, In
which successive generations of trust beneficiaries did not have a sufficient
interest in the trust property to cause that property to be included In their estates
for federal estate tAx purpnnsp at death, Antd nre the gRinR tny JA nnt a nntbly
progressive version of the income tax, It is hard to see why the opportunity
for such prolonged deferral should be permitted to remain open-even though
the retention of an appreciated asset In a trust for more than a generation may
be more or less unusual.

Moreover, unless a currently enacted realization at death remedy were ex-
tended to multi-generation trusts such as this, the current and future bene-
ficiaries of such trusts would certainly enjoy a dramatic preference over the
beneficiaries of much more modest contemporary and future accumulation of
wealth, if realization at death were comprehensively applied to the latter. Op-
ponents of realization at death in the case of smaller estates could certainly
argue very forcefully that if the spouses and children of contemporary decedents
of modest wealth should accept realization at death in order to achieve a tax
structure that did not exalt family interests in the inheritance of property over
family interests in adequate annual maintenance, later issue of past decedents of
great wealth who have succeeded (to date) in avoiding our federal gift and
estate taxes should join the parade!

So much for the question whether a supplementary realization at death remedy
ought to be applied to such trusts. Let us turn, In conclusion, to the question
whether there is a stronger case for devising and enacting a generation-skipping
remedy to deal with prolonged federal estate and gift tax avoidance via such
transfers as that involved in Case A, than for proceeding with gains tax realiza-
tion at death.

In my earlier Law Review discussion, 5 I answered in the negative, essentially
on the ground that a generation-skipping remedy was, in its application to future
transfers, primarily a vehicle for collecting scconud and subsequent rounds of
gratuitous transfer taxes, while gains tax realization at death was merely a
vehicle for collecting an initial (and not very progressive) income tax. The
underlying thought was simply that a less progressive tax is easier to justify
than a more progressive tax because the appropriate degree of progression in a
tax structure Is an intrinsically vexed question.

I should have added that the income tax should be the first tax imposed upon
unrealized appreciation in order to apply estate or gift taxes to a base that has
in all cases been reduced by an Initial income tax (either an ordinary income
tax on personal savings used to purchase an asset which does not appreciate, or
a gains tax on realized gain if an asset which does not appreciate is purchased
with the proceeds of sale of an appreciated asset previously held, or a gains tax
realized upon a gift or transfer at death of an appreciated asset). And I should
have emphasized the Importance of this to achievement of a reasonably even-
handed gift and death tax system.

Also, I should have qualified the argument I did make. The levy of another
progressive tax upon an accumulation of family wealth once In each generation
Is not a repeated levy upon previously taxed wealth to the extent of unpredictable
asset appreciation occurring during the intervening generation. As to that appie-
clation, it Is an initial progressive death tax.

Also, there is a basic argument in favor of progressive gift and death taxes
which qualifies my family-interest oriented arguments, and which merits atten-
tion. That argument rests on the assertion that we do not permit the accumulation
of very large personal fortunes primarily out of regard for family Interests In
the inheritance of property, but out of regard for the advantge to our economy
of having people who have great skill in making investment decisions In control
of Investable wealth. (This Is not an economic argument to the effect that these
economic advantages are in fact very substantial. The point Is, merely, that our
practices In this regard have been Justified primarily upon economic grounds.
I think this Is true.

The next step in the argument Is the assertion that, once the person whose
economic skills accumulated the wealth is deceased, there Is abruptly less eco-
nomic reason to leave the wealth in a few hands. A good many economists of
undoubted fidelity to the free market system, and of undoubted professional
stature, accept this view. This is an economic argument, centering on Incentives
to accumulation.

33-865-69-pt. 3-13



1954

If one accepts these economic views, there is a pretty strong case for relatively
heavy progressive gift and death taxation of very large accumulations of wealth
(e.g., at maximum rates substantially in excess of 50 per cent).

And hence, if one accepts these economic views, there is a pretty strong case
for exposing large accumulations of the past to substantially progressive gift and
death taxation as soon as possible-particularly if they were initially accumu.
lated without being exposed to such taxes as in Case A.

And there a number of historical facts about the evolution of our progres.
sive taxes on incomes, estates and gifts to suggest that there may be quite a
few real cases which more or less involve the kind of estate and gift tax avoid-
ance illustrated in Case A. Some of these are synopsized in the following extract
from my Law Review discussion, previously referred to:

To briefly ri-view some familiar history, progressive taxation in this
century began with the enactment of a progressive Income tax which, by
its basis rules and exemption of gratuitous receipts, treated past accumula-
tions as sacrosanct. Several years later, an estate tax was added which
permitted an accumulation of wealth, once exposed to the tax, to escape
further death taxes for the period of perpetuitles if the transferor chose
to take full advantage of his chance to make a multigeneration transfer in
trust. Gains tax forgiveness at death accompanied the estate tax, allowing
the transferor to defer further gains taxes on appreciation in the trans-
ferred property for the full term of the trust, and indeed, beyond it If no
realization was required in the course of terminal distributions of principal.

A gift tax was not permanently added for another decade and a half,
during which interval, a well-advised inter vivos transferor could achieve
all of the multigeneration trust blessings above-mentioned, except gains
tax forgiveness at death, without sustaining the initial burden of paying
the estate tax."

(It might not be amiss to add that no such philosophy as that just outlined
is reflected in the American Law Institute's recently recommended "Additional
Tax" solution to the "Generation-Skipping" problem.

On the contrary, the American Law Institute would not apply its Additi.n-iq
Tax to past generation-skipping transfers. There Is a good reason on the facts
for this position. The Additional Tax is a generation-skipping "remedy" that
is vulnerable to astute pre-planning, and at the same time one that could pen-
alize failure to pre-plan very severely. Consequently, were the Additioral Tax
to be commonly applied to past and future generation-skipping transfers, the
past ones (necessarily designed without regard to it) would probably be much
the more heavily burdened.

I do not mean to endorse the Additional Tax. Instead, for reasons that are
elaborated in an article to be published in a few months, I think the Additional
Tax is a generation-skipping remedy better calculated to perpetuate the genera-
tion-skipping problem than to relieve it.)

To sum up, I am still of the opinion indicated at the outset-that the enact-
ment of a comprehensive scheme for realizing gains at death is a better first
step to take in bringing the burdens of the income tax upon family interests in
maintenance and inheritance into a more plausible relationship to one another
than a program of reform involving the federal estate and gift taxes, whi.h
treats as irrelevant the inescapably relevant question whether these taxes are
being imposed upon wealth that has been exposed to the income tax, and which
ignores the fact that it is easier to justify rigor in the collection of a less pro-
gressive gains tax rather than a more progressive gift or death tax.

Nonetheless, I am more respectful of the case for relatively heavy progressive
gift and death taxation of very large accumulations of wealth than I was a
couple of years ago. And I suppose that the enactment of a comprehensive
realization at death statute, which would yield gains tax revenues from many
smaller estates, would tend to enhance the appeal of that case.

So perhaps acceptance of these realization-at-death arguments of mine would
lead to more unfavorable adjustments in taxing the inheritance of property
than I had thought earlier.

Even so, I urge the Finance Committee to weigh my arguments with care.
because I think it of importance to the morale of the society that national
policies which have a substantial effect upon iml )rtant family interests be
designed thoughtfully enough so that they are reasonably defensible.

The financial burdens placed upon families of modest income by the federal
income tax are, I think, heavy enough to have a substnatial effect upon family



1955

Interests in adequate current maintenance. Unfortunately, I think that faintly
lnterestq in the inheritance of property now enjoy a relatively favored status,
and while I think these Interests are of importance and entitled to respect under
the income, gift and estate tax structure, it seems well to face the fact that they
are relatively narrow interests when compared with those in adequate current
maintenance. (It must not be forgotten that the opportunities afforded the
children of families with modest incomes are affected in important ways by
the level of maintenance that prevails.)

As a person who teaches law school courses which, in the main, are relevant
to estate planning, I am constantly faced with the question whether the tax
law in this area "makes sense." I have found law students to be an admirably
pragmatic lot, but they are not oblivious to questions of reasonableness. It i-
very possible that, since I deal more with students than with practicing lawyers
and the trust industry, I attach much more importance to this matter than tho
community at large.

Conversely, It is entirely plain that the practicing estate planning bar. and
the trust and other related industries, have their own build-in biases in this area.

So the question boils down to one of informed, political judgment, which is
why I have ventured to bring it to the Finance Committee of the United States
Seiate.
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Senator WILLIAMS. That is all. The committee adjourns until 2:30.
(Whereupon. at 12:15 p.m., the committee was adjourned, to recon-

vene at 2:30 p.m., this day.)

AFTERNOON SESSION

'he CHAIRM-AN. 'rlie meeting will come to order.
The first witness this afternoon will be Mr. John Seath, vice presi-

dent for taxes, International Telephone & Telegraph Corp. We are
pleased to have you, Mr. Seath.

STATEMENT OF JOHN SEATH, VICE PRESIDENT AND DIRECTOR
OF TAXES, INTERNATIONAL TELEPHONE & TELEGRAPH CORP.

Mr. SEATH. Mr. Chairman -
The CTAIRMAN. You are the Alice president of I.T. & T. for taxes.

That is a mighty important job, Mr. Seath. That company pays a lot
of taxes.

Mr. SEATH. Well, I am glad you feel that way about it. I know I do.
Mv name is John Seath. I am vice president and director of taxes

for international Telephone & '1elegraph Corp.
I am appreciative of this opportunity to present what I hope will be

considered a constructive view of restricted stock plans. We urge that
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the tax treatment presently accorded to restricted stock plans under
long-standing Treasury regulations be continued for plans whi3h offer
restricted stock to the employees of the issuing corporation or a
subsidiary.

Numerous articles have been written over the last 15 years about
the scarcity of management talent in the United States today. Unfor-
tunately, the articles are factual. In the statement we are stubmitting
today we provide examples of how small closely-held corporations are,
able to offer to managers large blocs of these stock at very low prices.
At the time of offer the basic values are generally in senior securities
with little equity in common, which means the stock price can be very
low-evei in pennies. Shortly after the manager accepts the offer to
purchase this stock at this vei:y low price, the company goes public at
i much higher price, with a corresponding huge gain to the employee
taxed at capital gain rates after 6 months holding.

This type of enticement is difficult, if not impossible, for us to comi-
bat.. One of our weapons, in fact a;- t our only weapon aside from the
fascination of working for a corpo,,ion that's alive and moving for-
ward constantly, is our restricted stock )lan. This plan offers shares of
the employing corporation to employees at half of the market value,
but the employee may not keep any gain through market appreciation
unless he remains with the corporation at least 5 years for 5 percent of
the shares, and 25 years or retirement, if that is earlier, for the whole
gain.

A plan such as this permits us to reward diligent employees and
gives the employee a strong reason to remain with and to work for
the success of the corporation. The point here is that this is not a gim-
mick plan; particularly not a tax gimmick plan. It is a plan to pro-
vide our management employees with a real financial interest in their
company and a reward for their endeavors through market apprecia-
tion, if their endeavors are successful.

It is no answer that the needs of industry can be met through the
use of qualified stock options. The changes in the Internal Revenue
Code of 1964 have made those options, while still usable and needed,
not particularly attractive as an employee incentive in view of the
decline of market prices, the higher rate of interest on borrowed
funds, the fact that 100 percent of market prices must be paid for the
shares, and that the shares must be held a minimum of 3 years.

It has been said that the present treatment of restricted stock plans
constitutes "an unwarranted and unintended benefit." It has been al-
leged that there are abuses under the law as presently written. It also
has been argued that the change in the treatment of restricted stock
plans proposed in the House bill would correct an inequity.

As far as the so-called unwarranted and unintended benefit is con-
corned, perhaps it should be remembered that when Mr. Dillon was
Secretary of the Treasury and testified before the Ways and Means
Committee during consideration of the Revenue Act of 1964, he called
the present regulations specifically and favorably to the attention of
the committee.

If there have been abuses which, as we understand it, means the
granting of the right to purchase shares in a corporation other than
the employing corporation or its parent, then we respectfully suggest
that the way to correct the abuse is to limit restricted stock plans to
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shares of the employing corporation or its parent. It makes little sense
to destroy a whole structure of management compensation for a few
abuses, especially when the abuses may be corrected.

The present interpretation of the aw has been in existence since
1959. Taxpayers desiring to set up plans to provide an incentive to
retain their management employees have been able to obtain rulings
from the Internal Revenue Service that such plans were in accord-
ance with the Internal Revenue Code. Suddenly we are faced with a
turnaround by the Treasury saying that for the last 10 years if it
didn't understand the law, and even if it did understand it, it should
be changed.

We feel strongly that this House provision has been hastily con-
sidered, in that it would not provide revenue for the Treasury. In
fact, examination of the examples given in our written statement
shows that the revenue would be even greater if the rate reduction
on individuals is enacted as proposed.

The House Ways and Means Committee report, in commenting on
the restricted stock provision, says:

The revenue impact of this provision is believed to be negligible in terms of any
pickup in revenues from existing law. This is because restricted stock plans, for
the most part, have the effect of transferring tax liability from the employees
to the company.

Also, the report prepared by the staffs of the Joint Committee on
Internal Revenue Taxation and the Committee on Finance says that
the revenue impact of restricted stock plans would be less than $2.5
million.

The administration has proposed that the provisions of the House
bill dealing with the deferred compensation and lump-sum distribu-
tions be deleted and left for further consideration. Also, we should
like to suggest that any provision characterized as providing an un-
intended and unwarranted benefit which, after the proposed change,.
can only result in lower revenue to the Government, be sent back for
further consideration.

Mr. Chairman, we have prepared for your review a more detailed
statement which has been submitted to the clerk of the committee. I
wish again to thank you for the opportunity of presenting our views
on this ill.

The CHAIRMAUN. Thank you, Mr. Seath. When you say that the
House bill was hastily considered, even though the house spent a lot
more time working on it than we will have available, am I to think
there are a lot of things in here like this that were hastily considered?
There is no doubt in my mind. I hope we will have enough time to
consider your suggestion and, if it has merit, that it will be agreed to.
Thank you very much.

Mr. 8EATII. 11ell, sir, I think that sometimes we use a shotgun to
kill mice and that is kind of drastic. You know, if you let off a shotgun
in the house you will do more damage than the mice ever could do.

Senator BENNETT. Just one comment. I am becoming more and more
aware of the fact, that one of the basic problems we face in this bill
is the danger of what various provisions will do to incentive.

Mr. SEATii. Well, that is true. I mean, here the job is to retain man-
agement and management is scarce. In the large corporations you have
professional managers, and how do you retain them? You have to give
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them the opportunity to accumulate something more than a pension
after 25, 30, 40 years of service.

Senator BENNETT. Well, it is not only in this field but in many other
aspects of the bill.

Mr. SEATH. That is true.
Senator BEN.NET. To the extent that the tax laws of the past have

provided incentive, it seems to me that many features of this bill are
intended to take that incentive away.

Mr. SEATH. Well, you see, when you talk about reform, you have to
look carefully at what the word "reform" means. Does it mean to
remake or to correct an abuse? And here I think what is forgotten is
that when these provisions were passed originally, they were carefully
considered. They were not something that slipped through.

Senator BENNETT. No further questions.
The CHAIRMAN. Let me ask you one more thing about your plan

at I.T. & T. Your company had a lot of subsidiaries and unless the Jus-
tice Department stops you I assume you are going to try to acquire
more subsidiaries. That doesn't make me mad. So far as f know there
has been no violation of the general tenor of trust or antitrust laws.
Some people evidentally feel that there is just something wrong about
being 1)ig, period. But are these stock options that you are talking
about do they involve stocks in one of the subsidiaries or stock in the
parent company?

Mr. SFAI\T. Parent company only-I.T. & T.
The (rAIRMAN. In other words, if I.T. & T. acquires a subsidiary

and one had a stock in that subsidiary, then if the sub does real well he
might conceivably make a large gain, but what he could contribute
toward moving the whole company ahead would be relatively small
compared to what he would contribute in his own individual company
which might be a subsidiary.

Mr. SEATI. Well, that is true. You see, all of these things are
weighed by our I.T. & T. compensation committees and it is the--these
things are not limited to a few people but, for example, the last award
was to something like 800 people. Now, that goes pretty far down the
management scale. You don't have 800 very highly paid people. You
have a lot of middle management and these are the people we need
to retain. So that the compensation committee considers the individ-
ual's position in the company or subsidiary in determining what his
award should be.

This applies to foreign employees as well as domestic.
The CHAIRMAN. And the stock he is receiving in terms of stock

incentive if lie stays with the company is stock in the parent company.
Mr. SEATR. That is correct.
The CHAIRMANq. Thank you very much.
Mr. SEATH. Thank you, sir.
(John Seath's prepared statement follows:)

STATEMENT OF JOHN SEATH, VIOE PRESIDENT AND DntioToR or TAXES,

INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION

SUMMARY

Mr. Chairman and Members of the Committee, my name Is John Seath. I amVice President and Director of Taxes for International Telephone and Telegraph
Corporation.
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I am appreciative of this opportunity to present what I hope will be considered
a constructive view of restricted stock plans. We urge that the tax treatment
presently accorded to restricted stock plans under long-standing Treasury regu-
lations be continued for plans which offer restricted stock to the employees of
the issuing corporation or a subsidiary.

Numerous articles have been written over the last fifteen years about the
scarciLy of management talent in the United States today. Unfortunately, the
articles are factual. In the statement we are submitting today we provide
examples of how small closely-held corporations are able to offer to managers
large blocs '>2 these stock at very low prices. Shortly after the manager accepts
the offer to purchase this stock at very low prices, these companies have gone
public at much higher prices, with a corresponding huge gain to the employee
taxed at capital gain rates after six months holding.

Tuis type of enticement is difficult, if not Impossible, for us to combat. One of
our weapons, in fact about our only weapon aside from the fa ,,Ination of working
for a corporation that Is alive and moving forward constantly, is our restricted
stock plan. This plan offers shares of the employing corporation to employees at
half of the market value, but the employee may not keep any gain through market
appreciation unless he remains with the corporation at least five years for 5%
of the shares, and 25 years or retirement, if that is earlier, for the whole gain.

A plan such as this permits us to reward diligent employees and gives the
employee a strong reason to remain with and to work for the success of the
corporation. The point here is that this is not a gimmick plan; particularly not
a tax gimmick plan. It is a plan to provide our management employees with a
real financial interest in their company and a reward for their endeavors through
market appreciation, if their endeavors are successful.

It is no answer that the needs of industry can be met through the use of
qualified stock options. The changes in the Internal Revenue Code of 1964 have
made these options not particularly attractive as an employee incentive in view
of the decline of market prices, the higher rate of Interest on borrowed funds,
the fact that 100% of market price must be paid for the shares, and that che
shares must be held a minimum of three years.

It has been said that the present treatment of restricted stock plans constitutes
"and unwarranted and unintended benefit." It has been alleged that there are
abuses under the law as presently written. It also has been argued that the
change in the treatment of restricted stock plans proposed in the House Bill
would correct an Inequity.

As far as the so-called "unwarranted and unintended benefit" is concerned,
perhaps it should be remembered that when Mr. Dillon was Secretary of the
Treasury and testified before the Ways and Means Committee during consider-
ation of the Revenue Act of 1964. he culled the present regulations specifically
and favorably to the attention of the Committee.

If there have been abuses which, as we understand it, means the granting
of the right to purchase shares in a corporation other than the employing
corporation or its parent, then we respectfully suggest that the way to correct
the abuse is to limit restricted stock plans to shares of the employing corporation
or its parent. It makes little sense to destroy a whole structure of management
compensation for a few abuses, especially when the abuses may be corrected.

The present interpretation of the law has been in existence since 1959. Tax
payers desiring to set up plans to provide an incentive to retain their manage-
ment employees have been able to obtain rulings from the Internal Revenue Serv-
ice that such plans were in accordance with the Internal Revenue Code.
Suddenly we are faced with a turnaround by the Treasury saying that for the
last ten years it didn't understand the law, and even if it did understand it,
it should be changed.

We feel strongly that this House provision has been hastily considered, In that
it would not provide revenue for the Treasury. In fact, examination of the
examples given in our written statement shows that the revenue would be even
greater if the rate reduction on Individuals is enacted as proposed.

The House Ways and Means Committee report, in commenting on the restricted
stock provision, says: "The revenue impact of this provision is believed to be
negligible in terms of tny pickup In revenues from existing law. This Is because
restricted stock plans, for the most part, have the effect of transfering tax
liability from the employees to the company." Also, the report prepared by the
staffs of the Joint Committee on Internal Revenue Taxation and the Committee
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pn Finance says that the revenue impact of retracted stock plans would be less
than $2.5 million.

The Administration has proposed that the provisions of the House Bill dealing
with the deferred compensation and lump sum distributions be deleted and left
for further consideration. Also, we should like to suggest that any provision char-
acterized as providing an unintended and unwarranted benefit which, after the
proposed change, can only result in lower revenue to the Government, be sent back
for further consideration.

Mr. Chairman, we have prepared for your review a more detailed statement
which has been submitted to the Clerk of the Committee. I w ish again to thank
you for the opportunity of presenting our views on this Bill.

STATEMENT

Mr. Chairman and Members of the Committee, we would like to submit for your
serious consideration our views with respect to the Tax Reform Bill of 1969, H.R.
13270, which is now pending before your committee. We urge that the tax treat-
ment presently accorded to restricted stock plans under long-standing Treasury
regulations be continued for plans which offer restricted stock to the employees
of the issuing corporation or a subsidiary.

There has been a myriad of articles written on the subject of the scarcity of
management taAent in the United States today. ITT, like other companies, needs
to retain the management it has in the face of talent "raiding" by other com-
panies. Our problems are real. A national business magazine once referred to ITT
as, In effect, a management training school, because our success as a company led
other companies to lure management personnel with offers of remunerations we
simply would not match. We need to retain our managers for our shareholders
and our employees-and to do so we have to give our management an interest in
Il's business future.

It is difficult for professional managers, most of whom enter industry from
modest backgrounds with their managerial capacities as their only capital, to
translate the carrying of vast responsibilities into savings which compare to those
amassed by their neighbors who, for example, may have invested in local enter-
prises such as an automobile distributorship, or similar enterprises. About the
only way that a prefessional manager of a large company can do so is to be given
an opportunity to earn an ownership interest in his employer's business. We
believe that the restricted stock plan which our shareholders have authorized is
an appropriate way to do this, since it makes acquisition of such an ownership
Interest financially practicable. It also provides the employee with an incentive
to remain with our company because his future Is then linked with ours. Also, it
results in no revenue loss to the Treasury under existing rules, in contrast to the
current proposals.

Our plan is not limited to high-level executives. It is open to virtually all of our
employees in key management, which number in excess of 1100 in the U.S. Em-
ployees are offered the opportunity to purchase restricted stock at of the cur-
rent market price. They have all the customary rights of ownership of the stock,
except that the stock is restricted so that under specific conditions all or part of
the stock must be re-sold to the corporation at its original purchase price if the em-
ployee-owner leaves before retirement, or 25 years of service. Restrictions requir-
ing re-sale of the stock to the company gradually are removed over the employee's
period of service. Specifically, 5% of any of the shares purchased become free of
restriction after 5 years of service, and another 5% become free for each addi-
tional year of service until 15 years of service have been completed. The remain-
ing 60% is generally not freed until the employee has 25 years of service after
the purchase or reaches age 65, whichever happens first.

This plan is not a "gimmick" plan-it is a carefully designed employee benefit
plan that works. And we need It as an important incentive to retain our man-
agement.

We have had numerous cases where our managers have been approached by
small, closely-held corporations and have left us because of the opportunities to
make substantial long-term capital gains through stock ownership interest. We
could not match the opportunities these smaller companies offered, often at bar-
gain prices, because the stock is made available at low cost prior to a public
offering at a much inflated price. Let mae give you but three examples from our
Ales:,
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Shares Offering price Market Estimated
Executive offered per share price gain

Mr. A ....................................... 20,000 .2000 $27.00 $734,000+
Mr. 8 ........................................------ 50,000 4.50 20.00 775, 000+
Mr.C .............................................. 42,700 13.63 39.25 1,300,000+

We have to compete against offers like these. It is idle to maintain, as the
House Ways and Means Committee Report indicates on Page 87, that employees
can be given an adequate stake in their em,-loyer's business through "statutory
stock options." To those who maintain that statutory stock options solve this
problem, we refer you to an article by the distinguished New York Times business
correspondent, Mr. John J. Abele, in the Business Section of the New York Times
of Sunday, September 7, 1969. This article shows clearly that statutory stock
options, especially in a period of declining stock prices, are not only of no value
to employees but, even worse, encourage employees not to stay with but to leave
their employer in order to obtain new statutory stock options at depressed market
prices. (A copy of Mr. Abele's article is attached.)

Even if stock prices were to rise, statutory options would still not be attractive
as long as interest rates remain at present levels, since the net cost (after receipt
of dividends) of the borrowings necessary to exercise statutory options would be
prohibitive. Further, the change in the treatment of interest cost contained in
H.R. 13270, limiting deductibility to $25,000 plus investment income, if enacted,
could further increase the effective cost of statutory stock options by not allowing
a tax deduction for interest paid on at least a portion of the borrowings. The
Treasury Department's recommendation that interest on funds borrowed for the
purchase of stocks be allowed as a deduction is one which we heartily endorse,
but we believe that to be effective that type of interest must also be eliminated
from "allocable deductions."

It should also be noted that the three year holding period required for capital
gains to apply to the sale of stock received on the exercise of qualified options is
far longer than the normal holding period. The fact that a qualified option is
at 100% of market value, whereas restricted stock is at 50%, means larger
borrowings and is an additional reason why qualified stock options are no
longer attractive.

Thus, the restricted stock plan which ITT and many other corporations use
is truly a long-range plan which serves desirable corporate ends. And it is not a
tax gimmick, or, as Treasury testimony Indicates, "an unwarranted ard unin-
tended benefit."

These plans are set up under rulings issued by the Treasury under long-
established regulations. In fact, during the consideration 'by the Congress of the
Revenue Act of 1964, Secretary Dillon called the Treasury regulations specifically
and favorably to the attention of the Ways and Means Oommittee. See Hearings
before the Committee on Ways and Means (8Sth Cong., let Session) on the
President's 1963 Tax Message-Part 1, p. 466.

Under existing law, an employee who receives stock subject to substantial
restrictions realizes ordinary income at the time the restrictions lapse. The
amount of such income is equal to the lesser of:

(i) the difference between the purchase price paid by the employee for the
stock and the fair market value of the shares (determined without regard to
restrictions) at the time of purchase; or

(ii) the difference between such purchase price and the fair market value
of the shares at the time the restrictions lapse, whichever is the lesser.

However, under the Treasury proposal, cOntained In Section 321 of the House
Bill, the employee will realize income when the restrictions lapse in an amount
equal to the difference between the purchase price paid by the employee for the
stock and the fair market value of the stock at the time the restrictions lapse.
(In other words, the initial spread existing between the unrestricted fair
market value of the stock at the time of transfer and the actual purchase price
no longer limits the amount of ordinary income taxable to the employee when
the restrictions lapse, even though such initial spread was the maximum
compensation intended by the employer.)

It must first be recognized that the new rules make re.qricted stock plans gen-
erally unworkable because of the high tax impact on employees, a high-tax impact
that the employee can probably only meet by selling his stock-thus defeating
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the very purpose for which the plan waits set up. Secondly, and equally important,
it must be recognized that the new rules do not have a significant effect on
overall tax revenues; they do not serve to bring additional income tax revenues
into the U.S. Treasury. To the extent that the new rules occasion more taxable
income to the employee, the employer will be entitled at the same time to a
larger deduction for the amount of compensation realized by the employee. Thus,
,consideratione other than Government revenue must underlie the proposal,

Further, if the employee sells his stocks after the restrictions lapse, the pro-
posed regulations will result in a significant loss of tax revenues to the Treasury,
as pointed out in the Ways and Means Committee report on the Tax Reform Bill.

For example, assume a married employee in the 45% bracket (taxable income
about $30,000) purchases restricted stock at 100 with an unrestricted fair market
value of 200. In four years, the restrictions lape and the employee sells the stock
for 800, its value at.that time.
Present law:

Tax on Ifieome to employee:
Compensation $100 (200-300) at 45 percent ---------------- 5
Capital gain $100 (800-200) at 22.5 percent ----------------- 22. 1

Total tax to employee ------------------------ 67.
Deduction to employer: Compensation $100 at 48 ..--- 48

Net tax paid to Treasury under present regulations --------------- 19.5

•Proposed amendment:
Tax on Income to "'pioyee

Compensation $200 (300-100) at 45 percent ------------------ 90
Capital gain 0 (800-800) ------------------------------- 0

Total tax to employee ----------- ----------- 90
Deduction to employer: Compensation $200 at 48 percent --------- 96

Net tax loss to Treasury under proposed regulations ---------------- (0)
(-The above figuresdo not take Into account the surtax which would increase

the los to the Tr~ury,)
Certainly, any tax proposal that can slmultaneontly cause responsible corporate

employer to object and, at the same time, reduce Treasury revenues Is one that
deaervea, areul eoasideration.,
• Wetnderte v4,tltAt the present Treasury regulations have been subject to
abuse by a few taxpayers. We recommend and heartily support any changes in
the lawto correct the abusee--such as a requirement that the reetscted stock
must be stoek of the employer corporation, or a corporation that controls the
employer corporation, or even a requremant denying restricted stock benefits
to, 5% or more uharewliders of the employer corporation, or 5% or more share-
bolders o an affilate 0 the employer corporation. However, to do away entirely
with restricted stock plans simply because abuses have been found would be
causing bprdshlp to. those who have not abused the law.
. Tho, IT' rqtrWA*d4stoek plan was adopted by the management and sbare-

holders to give Its esnploeeea an inentive to remain with us on a career basis-
o. lp .nti wAhch Is. t effectively Provided by other type* of qtook plans.

,..hte, few4 . bel!ve that abtses shold be corrected, we urge that there
is no reason for the enactment of a provision which will result In no increased
revpanoc but wbh will impede the efforts of large corporations to attract and
retain its a geat ithis imanaweme t which corpotions need.to keep
uiAWa & war# In ora tW, ntilaua the activities which provide employment
tp O*o, t *Awhlk* beutthe eonomy and the nation.,

~ORW~Q~Tim"SuWAYSett4, IMJ

o hke~ ow & Ores't Wht eOY 08 OW
0&%ft hwmy rp3o0nrxt itiiets or retalti exc.

1nWblmttO;MA *se Wmtrt*nhitcopany.
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But the bear 6farket In stock prices has put a decided crimp in the attract-
iveneIm of options granted In more bull~iah days.

As a result, many executives are glumly viewing options that were supposed to
be an important part of their compensation package, but, at today's stock prices,
are worthless.

To Pearl Meyer, the situation points up some basic weaknessts in option plpns.
The vanishing value of options, she contends, has cau"l considerable discontent
in executive suites and reduced the incentive the options were supposed to build.

Mrs. Meyer Is director of research for iensley Associates, Inc., a lending execu-
tive recrnitment concern that also serves as a consultant on executive compensa-
tion programs to many large corporation. -... .

"Stock options are not a sotnoe6tlnuing method of executive compensation,"
Mrs. Meyer said in an interview last week. "Options are wortblus In a declining
stock market and the effect On executive morale can be devastatiag,"

In Mrs. M1eyer's view, options "conetrate tbe Interest of an ex"eetive -on the
prive of his stock, noy he value. The whole fitbiu-depends on how tle market
is going. It's a game, bt.".-

In a typical optoA arrangemeat,.i company )ay grant)ian e:Kecutlve an option
to buy a certain amount of stgk at a ptice Oetrmine4-.by the market value on
the day the optloV s granted.,

An executive irnng $80,60 a year, ior eVmpje, may be. glten an optioI to
buy 1,000 share of a stock selling at $W A 4 re. It the prie ofthe stock Itter
rises to $10 a share, the executive cap. a dy prbf t. Mat It te price of he
stock goes dow to $20 a share, his opt rrs wo hless, / W

INIlng the Dw-Jones lzdlwtrial a V e as an analo'*y, Mrs. Myer declared:
"Suppmse you relved an Optidnmto buy a re# n t the -Jones Avepage Compay
in Feruary, 1 , at $1,090 a shilr.1 There wouldn'th ve been any time in tze
last three yea when tha. option tld have PemA0f ny value to you."

One result, Irls. Meyer n~ted, Is th tt.many executive! oding worthless optiqn
from their pre.nt employes are Wliied to 1jo.0 for 4os, elsewhere In the hofe"
(f receiving opti ns arraigeentas that wfltpev" iri table foft4em.

A TIME TO~b IA

For executives i\thls category,.h said, "th most nensibte time to ,iove Is
when the market. is dokyn." ' / /

Because the awouUt pf shares involvNd In option plans Is usuallytelated to
an executive's *Plary, e utives who receive options when a stocHl at a low
level are able to 1,eelve ziled shares than executives with com able salnrles
who received options when t.fttock was at a higher price.-

In the cane of a stock selling ata430 a share, a WaO,00- ear executive might
receive an option for 1,000 shares. Bift-If-tba-price godown to $20 a share, an
executive at the same salary level would receive an option for 1,500 shares.

One result, Mrs. Meyer noted, is that some executives have to Interview Job
enndidate. who will receive more attractive option arrangements than the Inter-
viewers themselves have.

Mrs. Meyer said that option arrangements could be equally troublesome when
the Ptock market Is rising, A strong market, she said, may result In some executive
making such substantial ptper profits on their option stock that the only way
they can cash in on their profits is to leave the company and sell the stock.

Mrs. Meyer said there were a number of other methods of executive coinmpensa-
tion that, In her, opinion, serve the best interests of both the conirwiy and the
e6iecutve, . -.One altrntttlve to the standard qualified stock option plan, she said, is a non-
qUallfied OPtion plan, ole that does not qualify for capital gains treatment because
of some restriction. The terms of these plans are not as confining as regular plans,
she said, and ,an be varied to meet particular situations.
Otlir po Ae a)etnatlves, ,Mrs. Meyer said, include deferred compensation

lats, stockk bonus arringememi and pto'fit-sharing plans.
The 'Ctaqx Ournext witness will be Mr. John A. Cardon of
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STATEMENT OF JOHN A. CARDON OF WASHINGTON, D.C.,
ACCOMPANIED BY IOHN X. SKILLING, R.

Mr. CAR O.N. Mr. Chairman my name is John Cardon, I am a
partner in the local law firm oi Lee, Toomey and Kent. I am accom-
panied by my partner, Mr. John Skilling, Jr.

I have for over 25 years specialized in Federal tax and other legal
aspects of tax qualified pension and profit sharing plans as well as
plans of deferred compensation. I appear here today as an interested
practitioner in opposition to section 331 of the bill which deals with
deferred compensation payments.

Although the statement that Mr. Skilling and I filed also covers
section 515 of the bill with respect to the taxation of lump sum dis-
tributions from qualified employee plans, I do not intend to address
myself to that subject this afternoon..Before specifying my objections to section 331, I would like to make
two general observations. First of all, deferred compensation plans
vary, in their coverage from a few to very many employees. They are
not confined to providing benefits for a few select top executives. Many
deferred compensation plans are designed to provide payments to
broad numbers of employees reaching down into middle income
brackets.

Mr. Skilling and I have written many contracts for small employ-
ers, covering their executives, maybe just one or two executives, in a
salary range of $15,000 to $20,000. These are certainly not the so-called
"fat cats."

The second point I would like to make is that deferred compensa-
tion promises4, which are contemplated by section 331, are not funded.
The employer does not set aside an amount in trust or segregate its
assets in any other way to meet the deferred compensation obligation.
The employee has nothing m6re than the bare unsecured promise of
an employer to pay a future amount. These are not comparable to
trust arrangements or to annuity contracts where the employee has
security behind the promise.

There are several objections to section 331.
(1) Deferred compensation is in no sense of the word a tax loop-

hole. Under present law every dollar of deferred compensation is taxed
to an employee at ordinary income rates. Payments under deferred
compensation plans are not capital gains. The employer takes no
tax deduction until the payment is actually made and then in the
amount of the payment.

The principal benefit of deferred compensation to an employee is
that it tends to level out his total earnings over a.period of time and
thus acts as an averaging price. I submit that this is a perfectly legiti-
mate tax objective. It is not tax evasion. It is true, that one of the
attractive features of deferred compensation to an employee is the
anticipation that he might be in a lower tax bracket when deferred
compensation, paments are ultimately made to him but there is no
guarantee that thiSiwill in fact be the case. There ar numerous in-
stances where just the opposite is true, either because'the empmlyee
has other income, his status has changed, or tax rates have been
increased.
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(2) Deferred compensation serves many corporate purposes. These
arrangements have been used for many rears, wholly apart from
the tix consequences as a method of attracting and retaining valuable
employees. This is particularly true in the case of smaller companies
which cannot afford the fixed annual cost of a pension plan or large
current salaries. More often than not, forfeiture provisions are pro-
vided for in these arrangements to further encourage the employee to
stay with the employer.

Deferred compensation also provides a method whereby an em-
ployer can provide additional retirement income when benefits under
a qualified pension plan are felt to be inadequate.

Under many deferred compensation arrangements the ultimate pay.
out is keyed to the value of the employer's stock. In these situations
deferred compensation provides the employee with a direct and real
stake in the business.

(3) Section 331 introduces undue complexity into the tax law. A
mere reading of the provisions of section 331 is enough to demonstrate
that the computational processes involved would be tremendously
complicated.

Assume, for example, that an employee had worked for a company
for 25 years, and under a deferred compensation plan lie is entitled
to receive upon retirement $25,000 a year for 10 years. Ignoring for
purposes of simplicity the exception for amounts earned prior to
1970 and the $10,000 exclusion, the employee must make three
computations.

(A) He computes his tax in the year of receipt including $25,000
of deferred compensation as ordinary income.

(B) He throws back $1,000 to each of the 25 years in which he
worked for the employer, computes the additional tax in each of
those years, assuming that the records are available, and totals the
additional tax.

I (C) He adds $1,000 to each of the 3 highest taxable years in his
last 10 taxable years, again assuming the records are available, com-
putes the additional tax thereon, averages it, and then multiples it by
25. The higher tax resulting from either A or the lower of B or C is
the tax due for the year of receipt, I think.

As if this were not enough, however, in the following year when
the taxpayer receives another $25,000 payment, he must go through
the entire procedure again, but this time taking into account the num-
bar of deferred compensation he received in the first year and includ-
ing it in the flowback process. More complex computations would be
required where payments are made in stock having a fluctuating value
or where other features of the deferred compensation plan are present,
such as a requirement of continued employment, prohibition against
noncompetition and the like.

No revenue or tax equity reasons can be cited to justify this complex
compliance problem.

(4) There is a potential loss of tax revenue in section 331. The pro-
visions of section 331 of the bill impose such a penalty on deferred
compensation plans that it is quite likely such arrangements will be
discontinued in the future.This means that current cash payments of salary will probably in-
crease, particularly with lower rates on earned income. Moreover, the
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increased cash salaries would be included in the pension base for pen-
sion plan purposes and thereby give rise to an increased current tax
deduction for the employer. The net result is likely to be a loss of
revenue to the Treasury. At any rate, a shift away from deferred com-
pensation and into current compensation most certainly will add an
inflationary factor to the economy contrary to at least one of the major
purposes of this bill.

. (5) There are inconsistencies in the bill. Section 802 adds a pro-
vision which would limit the marginal tax rates on earned income to
50 percent. While treating earned income more favorably under sec-
tion 802 the bill deals harshly and unfairly with another form of
income. his is deferred compensation in section 331.

There is no rationale for this inconsistent treatment.
(6) There is a departure from traditional concepts under this bill.

The proposed treatment of deferred compensation modifies radically
the concepts of the cash method of accounting and the annual account-
ing period. Both of these concepts have been fundamental in our tax
system and no adequate revenue purposes have been demonstrated for
so drastic a departure from them. Present rules have worked satisfac-
torily for quite a number of years and have the support of court
decisions and administrative rulings.

In conclusion, I submit that there is in fact no real problem of tax
avoidance in the area of deferred compensation that, deferred com-
pensation serves a useful and valuable purpose wholly apart from the
tax consequences and that the suggested solution in this bill is far
worse, both in terms of compliance and in terms of concept, than the
evil which it allegedly seeks to correct. At the very least, Mr. Chair-
man, we agree with the Treasury's suggestion that that matter not be
contained in this bill and that they have a chance to look at this in the
general concept of compensation as a whole.

Thank you, Mr. Chairman.
The CUAIRMAN. Mr. Cardon, you made a very fine statement. I don't

know whether everything you say is correct about this thing, but it
appears that much of what you say is clearly correct. And inciden-
tally, for your benefit and others who appear in the afternoon session,
because the Senate is in session we just can't have as many Senators
present.

I think the record ought to indicate that you will be well repre-
sented in your views when the committee considers these matters. The
staff is working with us in preparing these summaries. Here is your
statement that was prepared-for us before you arrived. Our staff fol-
lows this very carefully and if you hadn't said it, I was going to say
what the Treasury has said about this matter:

We will undertake a comprehensive study of both qualified and non-qualified
plans. Our study will be completed and will result in recommendations to the
Congress without extended delay. For these reasons and because of the basic
difficulties in these provisions of the bill.

That is the ones you are talking about-
The Administration recommends that this provision be deleted.frzt the prespet

bill.
Now, in addition to that I am advised by the chief of staff of the

joint committee that that 50 percent incoin. lmitati~n was intended
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by the Ways and Means Committee to have been available here and it
was omitted by inadvertence.

Mr. CAnDONJ. I am glad to hear that, Mr. Chairman.
The ChIAIRMAN. I have been personally inclined to think we would

do just as well to omit the whole section as was suggested.
Mr. CARDON. I agree.
The CHAIMIAN. Thank you very much.
Mr. CARON. Thank you.
Senator BENNFr. I have no questions.
(John A. Cardon's prepared statement follows:)

STATEMENTS OF JOHN A. CARBON AND JOHN M. SKILINo, JR., OF LE:, TooMEY &
KENT

SUMMARY

1. Dcferrcd compensation (1 331)
The proposal for taxing deferred compensation should not be adopted.
(1) Deferred compensation is fully taxable at ordinary income rates and in no

sense represents a tax loophole.
(2) DeferreJl compensation serves many corporate purposes: It attracts and

holds employees; it provides supplemental retirement income: and, when
awarded In the corporation's own stock, it creates additional employee incentive.
Moreover, its use is not limited to a few highly paid executives, but is applicable
to many employees at ninny levels.

(3) The proposal is unduly complex and presents a disproportionate compli-
ance burden.

(4) Adoption of this proposal may well cause a loss of tax revenue, and most
certainly will be Inflationary by encouraging current cash payments of compen-
sation rather than deferment.

(5) The proposed treatment of deferred compensation modifies radically the
concepts of the cash method of accounting and the annual accounting period.
Both of these concepts have been fundamental In our tax system. No adequate
revenue purpose has been demonstrated for so drastic a departure from these
basic concepts.

II. Distributions from qualified plan (§ 515)
The proposed method of taxing lump sum distributions from qualified employee

plans should be rejected.
(1) Such distributions represent the accumulation of employer contributions

and Increment thereon over a period of many years. The proposal to tax post-
1969 employer contributions on a five-year "averaging" is neither realistic nor
equitable.

(2) The proposal would substitute a complex set of rules for a very simple tax
computation under existing law. Data needed to compute the tax liability tinder
the proposal is not readily obtainable, nor is it always available to the taxpayer.

(3) The adverse effects of the proposal will be felt by all plan participants re-
ceiving lump sum distributions and not merely by those whose taxes on such dis-
tributions might be increased.

(4) The attempt to provide a five-year forward averaging will result in over-
payment of taxes by some retired individuals who can least afford it and yet pre-
vent them from recovering overpayments for a period of five years.

STATEMENT

This statement is submitted by John A. Cardon and John M. Skillng, Jr., In
opposition to Sections 331 and 515 of H.R. 13270 dealing with the taxation of de-
ferred compensation and the taxation of lump sum distributions front qualified
pension, profit sharing and stock bonus plans.

The undersigned are members of the law firm of Lee, Toomey & Kent. 1200
18th Street, N.W., Washington, D.C. 20030, and have for a number of years
specialized in Federal Income tax and other legal aspects of qualified pension.
profit sharing and stock bonus plans, as well as nonquallfied plaus of deferred
compensation. Our clients have Included both large and spiall corporations rep-
reseftting a cross-section of American industry.
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In view of this experience, we desire to bring to the attention of the Commit
tee certain aspects of the proposed changes in the Internal Revenue Code which
would be affected by Sections 331 and 515 of the pending Bill.

PAIT I. , VE u COMPENaATION

Section 331 of 1I.1. 18270 adds a new § 1354 to the Internal Revenue Code to
deal with the taxation of deferred compensation. This new section provides for
a minimum tax on deferred compensation payments in excess of $10,000 per year
determined by "throwing back" such excess to each year In which it is deemed t,
have been earned (the period of employment or sUch lesser period as the Sr'ere.
tary shall determine). Alternatively, the taxpayer may compute the ninuiml
tax by using the average increase fit tax in the three highest of the last ten
years and multiplying that by the number of years over which the deferred comi.
peusatlon is deemed earned. In any event, however, If the actual tax In the
year of receipt is higher than the lower of the minimum tax computations, the
higher tax will be due.

The objective of this provision Is to tax an employee on deferred compensationl
payments at the time he receives them, but at the higher of ( a) the tax he would
have paid hlad lie received the deferred compensation in the year it was earned,
or (b) the tax he would pay on the deferred compensation ii the year It is Hc.
tually received. The alleged purpose of the proposed revision Is to discourage
taxpayers from taking advantage of the fact that they may be in a lower tax
bracket after they retire from full-time employment.

We are opposed to any changes in the taxation of deferred compensation, and
specifically to Section 331 of the Bill, for the following reasons:

(1) Deferred Oompemsation I In No Sene of the Word a "Tao Loophole"
Under present law every dollar of deferred compensation will be taxed to

an employee at ordinary income rates, lCt as capital gain, and the employer
will get no tax deduction until the time of payment. Actually, the principal
benefit of deferred compensation to an emrloyeo is that it tends to level out
his total earnings over a period of tine more closely associated with his lifo
rather than his years of employment. Thus It acts as an averaging device and
any benefit arising from the difference In tax rates from year to year is
incidental.

It is true that one of the attractive features of deferred compensation to
an employee is the anticipation that he might be in a lower tax bracket when
deferred compensation payments are ultimately made to him, but there is
no guarantee that this wills in fact, bo the case. There are numerous instances
where Just the opposite is true, either because the employee has other Income or
because he Is a widower and thus subject to taxation at single taxpayer
rates, or because the tax rates have been increased (e.g., a year in which the
snrchtrge is applicable), Moreover, even in those cases where the tax rates
are lower in the year of receipt, the difference in rates is usually small and it
has not been demonstrated that It represents a significant method of tax
avoidance,

(8) Deferred Copcmnateox Strve Many 7orporato Purpo _We

Deferred compensation has been used for many years, wholly apart from
tax consequences, as a method of attracting and retaining valuable empolyees,
not only in the top echelons of management, but also in middle management.
This in particularly true in the case of smaller companies who cannot afford
the fixed annual cost of a pension plan or large current salaries. More often
than not forfeiture provisions are Included to further encourage employees to
stay with an employer. Deferred compensation arrangements constitute ont,
of the major tools of corporate management in acquiring and retaining capable
employees. I , I

Deferred compensation also provides a method whereby an employer can
do something raore in the way of retirement Income for some of its employees.
In many Instantc benefits provided by qualified pension and profit sharing
plans are felt to be Inadequate to do the Job desired in middle and upper man-
agement ranks, and deferred compensation can serve to supplement such a
retirement program.

'Under many deferred compensation arrangements the ultimate payout Is
keyed to the value of the employer's stock. In such case there is an obvious
incentive on the part of the employee to increase such value so that the amountI
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he ultimately receives will be that much greater. Referred compensation can
thereby provide the employee with a direct and real stake in the business.

)eferred compensation plans are utilized by thousands of vouiniasites, large
and small, representing a very large segineot of the business voinnunity. We
submit that these arrangements are not devices limited to at few highly paid
employees who are In it financial iosition to demand them. On the contrary,
many companies realize that orderly succession in executive ranks is vital to
the success of any enterprise and therefore apply such phlns broadly to techno.
cal and muaagerial personnel at nlny levels.

(3) Section $31 lntroducs Unduc Compkxity
A mere reading of the provisions of Section 331 of the Bill is enough to dem-

onstrate that the computational process Involved would WO tremendously
complicated. Assume, for example, that an employee had worked for a com-
pany for 25 years, and under a deferred compensation plan lie is entitled to
receive upon retirement $25,000 a year for 10 years. Ignoring for purposes of
simplicity the exception for amounts earned prior to 1970 and the $10,000
exclusion, the employee must make three computations:

(a) He computes his tax in the year of receipt by including $25,000 of
deferred compensation as ordinary income.

(b) lie "throws back" $1,000 to each of the 25 years in which lie worked
for the employer, computes the additional tax In each of those years (as-
suming the records are available), and totals the additional tax.

(c) lie adds $1,000 to each of the three highest taxable years in his last
10 taxable years (again assuming the records are available), computes the
additional tax thereon, averages it, and then multiplies by 25.

The higher tax resulting from either (a) or the lower of (b) or (c) is the tax
duo for the year of receipt. As if this were not enough, however, in the following
year when the taxpaper receives another $25,000 payment he must go through the
entire procedure again, but this time taking into account the amount of deferred
compensation he received In the first year and including It in the throw back
process.

While the computations required in the example cited are highly complex.
they are far simpler than the computations which would be required for many
deferred compensation plans, where payments are made not in cash but in stock
having fluctuating values and where other features, such as continued employ-
ment, non-competition, etc., add to the complexity of determining when an amount
is earned and thus the calculations involved.

When It Is recognized that the majority of the people affected by this provisloil
are relatively unsophisticated taxpayers, this additional computational burdenl
which must 1)0 complied with Is simply intolerable, No revenue or tax equity
reasons can be cited to justify this complex compliance problem.

(4) Potential Los of Tax Revenmue to the Treasury
The provisions of Section 331 of the Bill impose such a penalty on deferrerd

compensation plans that It Is quite likely such arrangements will be discontinued
in the future. This, of course, means that current cash payments of salary will
probably increase, particularly with lower rates on earned income. Moreover, the
Increased cash salaries would be included In the pension base for pension plan
purpo es, and thereby give rise to an Increased current tax deduction for the
employer.

The net result Is lightly to lie a lo.s of revenue to the Treasury. Although it
Is impossible to estimate this potential revenue loss, it is clear that the shift Its
emphasis away from deferred compensation and into current compensation may
not only cost the Treasury money, but most certainly will add an inlationary
factor to the economy contrary to at least one of tile major purposes of this Bill.

(5) Itnconsiatonies in the Bill
Section 802 of the Bill adds a provision which would limit the marginal tax

rate on earned income to 50%. We believe this provision is a step forward in
the taxation of earned income. It Is anomalous, however, that while the Bill
treats earned income favorably in Section 802, it turns around and deals harshly
and unfairly with another form of earned income, i.e., deferreAt compensation, in
Section 881. Thua the Bill Increases taxes on deferred conlensatlou while re-
ducing taxes on other forms of earned income. There is no rationale for this in-
consistent treatment.

38-865-00-pt. 8- 14
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(6) Departtre from Traditional Concepts
The proposed treatment of deferred compensation modites ridleally the con-

cepts of the cash method of accounting and the annual accounting period. Both
of these concepts have been fundamental In our tax system, and no adequate
revenue purpose has been demonstrated for so drastic a departure front them.
The provisions of this Bill represent one more abberration from standard ae.
counting and tax concepts an(d one more pmtch on the crazy quilt of the taxation
of employee benefits.

In addition, it should be pointed out that the present rules have worked
satisfactorily for quite a number of years. Through court decisions and admin.
istrative rulings the questions of whether an employee has Income at the time
lie receives a promli to pay from his employer and whether such a promise
(regardless of the financial condition of the employer) is equivalent to placing
an amount in trust for an employee have been settled long ago. and there has
been no Indication from the Internal Revenue Service or the Treasury Depart-
ment that these rides have been abtised or that any change in them Is required
except possibly in the context of an overall revision relating to employee benefits.

CONCLUSION

It is submitted that there is in fact no real problem of tax avoidance in the
area of deferred compensation, that deferred compensation serves a useftil afnd
valuable purpose wholly apart from the tax consequences, and that the suggested
solution In this Bill is far worse, both In ternis of compliance and in terms of con-
cept, than the evil which it allegedly seeks to correct.

PART II. DISTRIDUTION" FROM QUALIFIED PENSION, PROFIT-SHARING, AND
STOCK BONUS PLANS

Section 515 of the Bill would amend §§ 402(a) (2) and 403(a) (2) of the Code
with respect to the taxation of lump sum distributions from qualified pension,
profit sharing and stock bonus plans.

Under the present provisions of the Code, a lump sum distribution from a
qualified plan or trust made on account of an employee's termination of service
or death after termination of service is taxable as a long term capital gain to
the extent It exceeds amounts which the employee contributed under the plan.
The Bill would change this rule with respect to that portion of a lump sum
distribution which represents the amounts contributed by the employer after
December 31, 1969.

We strongly urge the Committee to reject the proposed change for the follow.
Ing reasons:

(1) The Existing Rule 18 a Fair and Reasonable One
Distributions from qualified pension and profit sharing plans at retirement.

death or other termination of employment represent contributions, earnings, and
gains from investments accumulated over many years. Many employees work
for the same employer for 30 years or more and a lump sum distribution of his
pension or profit sharing benefit at retirement represents employer contributions
to the plan and investment experience thereon over a considerable period of time.
It is obvious that a lump sum distribution cannot be taxed to the recipient aq
ordinary income all as of the year in which received without unduly reducing the
amount available for the employee's retirement or for the protection of his
beneficiary in the event of his death. Realizing this, Congress incorporated in the
Revenue Act of 1942 provision for taxing lump stun distributions as long term
capital gains, the net effect of which Is to average out the tax impact and avoid
depleting the employee's benefit&

This basic approach to the problem has been in the Code for some 27 years.
It was amended in 1951 and 1952 to avoid taxing unrealized appreciation in em-
ployer securities included in a lump sum distribution and in 1954 it was extended
to cover lump sum distributions on the death of an employee after his retirement
and lump sum distributions from annuity plans. Thus, the legislative history of
If 402(a) and 403(a) (2) has been to extend, rather than to retrt, the capital
gain treatment of such payments.

The proposed change would tax the recipient on amounts representing em-
ployer contributions made after 1969 on the basis of a so-called five-year forward
averaging. As pointed out In more detail below, such treatment is riot a true
averaging method and is not a reasonable substitute for the existing rule. It is
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Inequitable to tax the employee on a distribution on the basis of the five-year
spread when, in fact, he may have been in the plan for as long as 30 years or
more. We submit that the existing rule is far more equitable.

(2) The Prc.cnt Ridc Is a Simnple One and Easy To Adminfstcr
Complexity in our tax laws Is of growing concern, not only to the Government

but to taxpayers throughout the country. The present provisions of the Code
afford a method of taxing lump suim distriltions which is easy to understand
by taxpayers and is easily administered. Basically, the only computation wh!h
has to be made by the employee is the ldetermiiation of what he contributed to
the plan. The 1,,lance of a lump sutu distribution is taxed to him as a long terni
capital gain. Thus, the employee lived only divide the bahlnce by two and include
the resulting figure in his gross Income and compute his tax in the normal
manner. Having done this, his tax liability with respect to that distribution is
a closed matter.

By contrast, the proposed rule would subject the individual to several coin-
plicated steps at the end of which his tax liability would remain unsettled for
sei eral years. Specifically, the following steps would have to be taken:

Step 1: Compute the amount of the empjloyer contributions made after 1969.
This computation is not as simple ns it appears at first blush. In many pension

plans. tile employer's contributions are determined on the basis of aggregate costs
reflecting tile mortality, turnover, years of service and salary of tile group of
covered employees as a whole. The amount contributed for any one Individual is
not ordinarily determined. It can be determined but only upon rather elaborate
actuarial assumptions. It no case could the average employee himself determine
the figure. Under present law the employee can always determine his own con-
tribution, which is the only portion of a lump sum distribution he need identify
IIn computing his tax liability.

Even where employer contributions are allocated to the Individual accounts of
plan participants, the proposal will require the employer to maintain accounting
records in such a way as to show the post-1969 contributions separately. The iII-
formation will have to be supplied by the employer since the employee blis no
other way of obtaining it. Moreover, the employee will have to be given an ex-
planation as to the significance of the Information and the difference ini tax treat-
inwut between contributions made before and after January 1, 1970. The problem
of communicating anid explaining the information to the employee will Impose
a substantial burden on the employer.

step 2: Compute tile amount of forfeitures included in the distribution.
The Iieport of the Committee on Ways and Means (Part I, p. 155) states that

for purposes of determining the post-1909 employer contributions forfeitures will
be treated as c'ontrilbutions made by the employer. (Forfeitures are amlounts re-
linquished by reason of an employee's termination of employment before he has
acquired a fully vested right to a benefit.) Accordingly, another figure will have
to be developed which is not always identifiable on an Individual basis-l.e.,
where the cost of benefits is figured on an aggregate basis. Even where forfeitures
are allocated on an individual basis the rule will require an extra comluitation
of an amount which the employee is not able to determine for himself.

A further question Is raised as to whether or not certain amounts which were
contributed to a plan prior to January 1, 1970, but reallocated upon forfeiture
oin or after such date will retain their status as pre-1970 contributions subject to
the present rule. If so, it will be necessary to further break down forfeitures be-
tween those attributable to employee contributions prior to 1970 and those at-
tributable to employer contributions after 11H19.

Stcp 3: Deduct the amount developed under Steps 1 and 2 from the total amount
distributed.

,t ep 4: Determine the tax on the balance under the present rule applicable to
long termn capital gains.

step 5: Determine the tax due on the eniployee's taxable income without the
anmonut of post-1969 employer contribut lons.

Step 0: l)eterminur the tax liability which would be due by including 20% of
tine amount t of post-l96 9 employer contributions In the employee's taxable income
for the year in which the distribution is made.

Step 7: Subtract the tax liability determined under Step 5 from the tax liability
dctermnmed under Step 6 amd mul1tiply the result by 5. The product is the tents-
tiv, lax liability of the emmnloyee which must be paid In the year the distribution
is received.
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Step 8; Five years later, recompute the tax liability which would hare resulted
from including 20% of the post-1969 employer contributions in the employee's
taxable income for the taxable year in which the lump sum distribution was re-
ceived and in each of the following four years.

In this connection, it should be noted that the averaging device in Step 8 is
a different one from that contemplated in Steps 6 and 7. Thus, the employee
must not only recompute his tax liability but he must do it on a different basis.

Step 9: If the amount determined in Step 8 exceeds the amount determined in
Step 7, the employee is considered to have made an overpayment of his tax and
may file a claim for refund.

It would appear that the distribution of the employee's interest in a lump sum
amount in one year would also qualify for the income averaging rules proposed
under Section 311 of the Bill and the employee could compute his tax liability
thereunder. In order to take advantage of the averaging under Section 311,
however, the employee would have to face yet another set of complex compu-
tations.

It is submitted that there is no necessity for providing for such a complicated
method of taxing a distribution. The proposed rule would require every tax-
payer who receives a lump sum distribution to compute his tax liability twice
for each of the five years from his retirement or other termination of employ-
ment This is particularly objectionable when considered in light of the fact
that the rule is applicable to employees who have reached retirement age and
who may not be entirely able to cope with the necessary computations and
record-keeplng involved in the proposed rule.

(8) The (7ompleaittes of the Proposed Rule Would Be Felt by All Em-
ployees Under Qualified Plans and Not Merely by Those Whose Taa-
Liabilities Would Be Increased

The Report of the Committee on Ways and Means (p. 154) indicates that the
proposed rule is aimed at moderating the tax benefits to taxpayers with adjusted
gross incomes in excess of $50,000. Whether or not this is a valid objective, the
face remains that all employees under qualified plans will have to follow the
complex rules outlined above if the proposal is adopted. It has been estimated
that some 25 to 80 million employees are currently covered by qualified pension
and profit sharing plans and that this number will grow to approximately 40
million by the year 1980. Without attempting to estimate what percentage of
employees receive lump sum distributions, it is obvious that a very substantial
number of taxpayers will be required to follow the computations of the proposed
rule. It Is highly questionable whether the relatively small revenue gain antici-
pated from the proposed rule outweighs the disadvantages to millions of tax-
payers who will be affected by it.

(4) The Propaed Rule Is Not a True Averaging Device
The purpose of an averaging rule is to spread an unusual item of income over

a period of years to achieve a more realistic tax liability and avoid fluctuations
in income. However, under the proposed rule the tax on a lump sum distribution
is determined initially on the employee's situation in one year-the year in
which the distribution is made. Starting with income for that year, the employee
must add 20% of the post-1969 employer contributions received as part of a lump
sum distribution and recompute this tax liability and multiply it by five. If the
employee happens to have unusual items of income such as termination of eni-
ployment payments, his income for the year of distribution is apt to be inflated.
Such a distortion of income is very likely to occur merely because of the fact
that the employee receives a lump sum distribution in that year. The receipt of
that payment alone will Inflate his income.

Admittedly, the so-called five year forward averaging rule (Step 8 above)
Is a true averaging device but this Is not applicable until five years after the
distribution has been made. In the meantime, the employee has paid his tax
based upon his circumstances in the year of distribution and has been deprived
of the use of the overpayment during the five-year period. This is particularly
objectionable in view of the fact that the proposed rule is applicable to retired
employees who are the relatively older taxpayers. It makes little sense to require
an employee to overpay his tax at a time when he might need the money to
provide for his retirement and the security of his beneficiaries. The crowning
blow is the fact that he .7111 have to file a claim for refund. This means engaging
an attorney or other professional to prosecute the claim, thereby incurring an
additional expense to recover what wa; rightfully his in the first place.
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CONCLUSION

The proposed rule Is far too complicated to be practical. The existing rule is a
much simpler method of taxing a lump sum distribution, is far easier to adminis-
ter and, on balance, provides a fair and reasonable system of taxation. The
proposed rule should be rejected.

Respectfully submitted,
LEE, TooMEY & KENT,
JoiN A. CARoN,
JOHN M. SKILUNo, Jr.

The CHAIRMrAN. Mr. Arthur Wood, president, Sears, Roebuck.

STATEMENT OF ARTHUR M. WOOD, PRESIDENT, SEARS, ROEBUCK
& CO.; ACCOMPANIED BY CHARLES W. DAVIS, TAX COUNSEL; AND
T. D. BOWER, OF THE TAX DEPARTMENT, SEARS, ROEBUCK & (O.

Mr. WooD. Mr. Chairman, I am Arthur M. Wood, president, Sears,
Roebuck & Co. With me today are Mr. Charles W. Davis, tax counsel,
and Mr. T. D. Bower, member of Sears' tax department.

The CIAIMAN. Mr. Davis is well known to us here. He served at
one time over on the House committee staff before he decided to
depart for the lush green fields of private enterprise, for which I
don't blame him.

Mr. WOOD. Well, we are glad he is in our lush forest.
I do appreciate the opportunity to appear on behalf of Sears and

the 200,000 employees who are participants in Sears' profit-sharing
plan. The taxation of lump-sum distributions to retiring employees is
;a matter of very vital concern, since the assets received from our profit-
:sharing plan provide for the retirement security of the great majority
of our employees.

I would like to explain briefly how our profit-sharing plan works.
Each employee deposits 5 percent of his compensation up to a maxi-
mum of ?750 each year. Thus, he participates only on the first $15,000
4of his annual compensation. This limitation is provided so that higher
paid employees do not share unduly in the fund.

The company contributes a percentage of its profits before taxes
,on a sliding scale and that percentage is now 11 percent, which is the
inaximuni that the company can contribute. These amounts, employee
deposits and the company contributions, are invested primarily in
Sears, Roebuck & Co. stock. Each employee has his own account in
the fund, and he receives at each yearend an annual statement showing
the details of his account, including the specific number of Sears
shares that are credited to his account.

After the employee has been with the company for 5 years, his
interest in the account is vested and if he leaves the company, he can
withdraw his entire credit. Importantly, after 5 years the fund mem-
ber is entitled to direct-how the shares of Sears stock in his account
can be voted. So in truth he becomes a shareholder, although the shares
are held in trust.

Sears employees, because of profit sharing, are truly partners in thebusiness, They own a share of Sear, Roebick & Qo. through profit
sharing, And, because of this, they have an extrck ilWevtivoe to do, the
best possible job for us vevry day f the year,
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Now, there is no doubt that the company has benefited because of
the loyalty and devotion of its employees. And there is no doubt that
our emIloyees have benefited because of their participation in our
profit-sharing fund.

When an employee leaves the company, he receives distribution of
all the assets credited to his account, and most always he takes the
shares of Sears in kind.

In addition he receives the cash value of the miscellaneous invest-
ments credited to his account. And this combination for tax purposes
is a lump-sum distribution.

As I indicated, these are the assets which provide for the retirement
security of the employee and his family. They are the accumulation of
a lifetime career of work. Last year you might be interested td know
that the average distribution to employees who retired with from 25
to 30 years of service had a value of just over $100,000.

Now a word about the present tax treatment.
Senator BENNE'r. That is the average ter capita distribution.
Mr. WooD. The average employee who as served our company for

between 25 to 30 years withdrew just over $100,000 in net value of
Sears' stock and his miscellaneous investments on his retirement from
the company.

Senator BENNm'T. That is rather amazing. Do many other companies
have that much equity available to their employees when they retire?

Mr. WOOD. There are a number of companies who have had profit-
sharing plans in existence for as long as Sears. Procter & Gamble is
one.

Of course, having had a plan in existence during the life-time of
work of an employee, and in this case the example of 25 to 30 years,
means that he has deposited his savings, the company has made its con-
tribution, and the investment in stock has grown with America, has
grown with our company. Since it remains intact, it has ridden through
tle ups and downs of the market. This stock has appreciated many
times over.

Now, there are literally thousands of companies today with profit-
sharing plans, because they recognize the great incentive that is pro-
vided for their employees in having a share of the business.

The CRAIRMAN. That is a pretty good way to make a capitalist out
of a working man, I would say.

Mr. WOOD. That is exactly what happens and General Wood said for
years when he was chairman of our company and chairman of the
trustees of the fund-that our employees are capitalists.

Now, a word about the present tax treatment of profit-sharing dis-
tribittions. The pwwsent law provides long-term capital gains treat-
ment for distributions made in 1 year on account of separation from
the service. These provisions have their origins with the Finance
Committee of the SeVate and they (late back to 1942. The provisions
for long-term capital gains treatment of lump-.m distributions are
well underoood not only by our thosamds of employees but all the
employees in profit sharing across the country.

The House bill, H.R. 18270, and specifically section 515, drops
capital gains treatment for the company contribution that is made to
profit-sharing funds. Under the House bill when an employee leaves
the company and receives his accumulated interest in the profit-shar-
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ing fund, that portion of the account which represents the company
contributions would be taxed as ordinary income. The House bill
makes this prospective and would apply to company contributions
made starting from January 1 of 1970.

To alleviate the effect of bunching company contributions in one
tax year, that is, the year of withdrawal, the House bill provides a
method for averaging the tax in the year of distribution. And 1 would
like to-

The CHAIRMAN. Incidentally, this sound system wasn't made by
Sears. [Laughter.]

Mr. WooD. I would like to take just a couple of minutes to go
through the type of computation that would be necessary for the re-
tiring profit-sharing member to handle this part of the tax on his
lump sum distribution. The taxp aver first computes his income in the
year of retirement without including the company contribution. He
then recomputes by including 20 percent of the company contribution
in his gross income. He multiples the increase in tax thus obtained
b five in order to obtain his tax liability for the year of distribution.

he House bill then provides that 5 years later the retiree, the tax-
payer, may recQmpute the tax on the employer contributions by as-
suming that 20 percent of the contribution was received in the year
of retirement. And 20 percent in each of the 4 successive years. If this
results in a lower tax than that paid in the year of retirement. the
employee would be entitled to a refund.

Now, our study indicates that in most cases the taxpayer would
make this recoiputation and be entitled to a refund. We base this on
the probability that following his retirement he would be in a lower
tax bracket because of the discontinuance of his regular wage or
salary. These computations which are called for by the House bill
are complicated. They would confuse the taxpayer, because by that
time in most cases he would be a senior citizen, and they would add
burdens to the Internal Revnue Service in auditing the claim for
refund.

We feul that capital gains treatment is easier to handle. It is under-
stood by profit-sharing members the country over, and it is the proper
way to tax the profit-sharing accumulation which has been the sub-
ject of risk over the entire period of his carrer.

The employees profit-sharing account is truly a capital asset on
which the employee bears the risk of gain or loss depending on the
fortunes of his company and of the other companies in which the
funds may be invested. fIe is just like an ordinary investor in that he
has capital at risk during his career since it is invested in stock.

Now, an incidental effect of the long-term capital gains treatment
is that it does provide an excellent method of averaging. I think this
was taken into consideration years ago when it was originally adopted.
Our studies show that the method provided by -. R. 13270 after the
refund claim would result in approximately the same tax for the
average retiring employee as the capital gains tax. The House bill
really provides a complicated method of averaging, and it wouldn't

ermit the taxpayer to know his final tax liability until 5 years after
his retirement.

Just one more point I would like to mention i.3 the unrealized appre-
ciation in the shares of Sears stock which are taken by the retiring
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employee. Under present law Sears stock taken in a lump -sum distri-
bution is taxable at its cost to the profit-sharing fund. The tax on the
appreciation in its value is thus postponed until the employee sells
his stock.

This treatment, which would not be changed by the House bill, is
in our judgment entirely proper. A profit-sharing member should not
have to pay tax on the appreciation in the employee stock purchased
for him by the profit-sharing fund until he sells the stock. At retire-
ment he takes only the direct control, the legal title of those shares
which have been held for him in trust during his employment years.
Since other purchasers of stock are not taxed until they sell their stock,
until they have realized their appreciation, a profit-sharing member
in our judgment should get thQ same treatment. And we certainly are
pleased that the House bill continues this treatment. We urge with
all our conviction the importance of maintaining this aspect of tax
policy.

So, with one final reference to section 515 of the House bill, if the
Finance Committee should agree with the House that the employer
contributions to profit sharing should be taxed as ordinary income,
then we certainly ope that a better method of averaging can bo found,
one which avoids the possibility of the 5-year wait to determine final
tax liability. We feel that the peace of mind of our profitsharing
members would certainly be enhanced if they can know what their tax
is, if it can be determinable, and paid in the year of retirement.

Thank you very much.
The CuiRKAk. Thank you very much, Mr. Wood. You made a

very fine statement. I certainly don't want to do anything to unduly
confuse or place in doubt the rights of Sears employees in the profit-
sharing plans. You have a lot of employees in my State, my home-
town, and all over the country, I am sure. I guess-

Mr. WOOD. We are represented in all the States.
The CHAIRMAN (continuing). Sears is in every State of the Union,

am rou I
wxr. WOOD. Yes.
The CHAIRMAN. So if we so confuse your pension plan to where it

is difficult to administer and where people can't understand how to
use it, we will be creating a problem on a nationwide basis, won't we?

Mr. WOOD. I think so. Thank you.
Senator WILLIAms. No questions.
Senator BNurrr. No questions except a word of commendation.

I wish every employer in the United States had so liberal a plan. I
remember being picked up one day by a Sears chauffeur and being
told he had something like $160,000 under Sears' plan and this is
something that I wish every company could produce For its employee&

Mr. Woow. Thank you. We are very happy that our employees have
this retirement security and that the country has been good to them
and good to Sears, Roebuck. Thank you very much.

(Arthurk M. Wood's prepared statement follows:)

RT4T9UX.N(T IM AuT~ua INL WooD, Sr,&m, -Ron~uox 4AD, (Q9,
8 URLMABY ' '

.. Ohte fts Law ifa& WV P.R. 13270
Section 515 of HR. 18270 would change the taxation of employer contributions

Included In lump sum distributions frdm profit sharing plans. Sears, In its own
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interest as an employer, and in the interest of its employes, believes this change-
should not be enacted.
B. How Scars Profit Sharng Plan Work

The Sears Profit Sharing Plan was established in 1916. The employes con-
tribute 5% of their compensations, up to $750 per year. Participation in the
Plan Is limited to *15,000 per year compensation. The Company contributes up
to 11% of its profits to the Plan each year. The major portion of the Plan's
assets is invested In Sears stock. The employe's interest in the Plan is fully
vested after five years service, and most employes take the Sears stock credited
to their account when they leave.
0. Review of Present Law and Proposed Ohange

Under present law, complete distributions because of separation from service
are treated as long term capital gains. The tax on appreciation in any employer's
stock included in such distributions is postponed until the stock is sold.

This present, well-established tax treatment would be changed by the House
Bill. Under the House Bill all employer contributions made for years after 1969
which are. included in a complete distribution would be taxed as ordinary in-
come In the year of the distribution under an averaging method. A later recompu-
tation of tax would be permitted for the year of retirement and the four subse-
quent years on the assumption that 20% of such employer contributions were
included in income in each of such years. If this resulted in a lesser tax than
was paid under the averaging method in the year of retirement, the employe-
would be entitled to a refund.

In other respects, present law would continue. The balance of the taxable
amount of the distribution would be taxed as long term capital gain, and tax
on appreciation in employer stock would be postponed until the stock is sold.
D. Capital Cain Treatnwt Should be Retained in Its Present Form

An interest in a profit sharing plan is an investment at risk over a long
period, and therefore, is entitled to capital gains treatment just as is any other
investment. This is true of employer contributions as well as employe contri-
butions and earnings. Capital gains treatment is fair, easy to understand, and
workable, and is a desirable method for alleviating the effect of the "bunching"
of income accumulated over many years of service and received by the employe
in one year. The change made by the House Bill is complex and would be
difficult for employes to understand and for the Internal Revenue Service to
administer. It generally requires the retiring employe to overpay his tax in the
year of retirement and to seek a refund five years later.

The final tax liability of the average employe does not, in the long run, appear
to be significantly different under Section 515 of the House Bill than under
present long term capital gains treatment, and therefore, capital gains treat-
ment should be retained. If for some reason it is considered Imperative that
employer contributions be taxed as ordinary income, then an averaging device
ought to be found which arrives at a final and proper tax liability at the time
of retirement, and which is reasonably easy for retiring employes to understand.
E. Taw on Unrealized Appreciation in Rmployer Securities Should be Deferred

Since its inception in 1910, Sears Profit Sharing Plan has been Invested prl-
marily in Sears stock. The employes are part owners of the Company, and thus
have a real stake in its future. This results in an identity of interest between
Sears and its employes. The loyalty and hard work of thousands of employes is
largely responsible for Sears growth over the years. This growth has in turn,
benefited the employes, as Sears stock has increased in value almost sixty times
since 1010. Employes generally take their Sears shares with them when they
retire. Because of this the deferral of tax on unrealized appreciation in employer
securities Is of the utmost importance. The House Bill properly recognizes that
such appreciation should not be taxed before it is realized through a sale. The
retiring employe, when he leaves, does not receive cash but only receives direct
legal title to stock which was already his. He should be treated just as anyone
who purchases securities directly, and should not be taxed on the appreciation
wlittl he sells the stock. Taxing unrealized appreciation would work a hardship
on him because he would have to borrow money or sell some of his stock to'
pay his tax.
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STATEMENT

This statement is presented on behalf of Sears, Roebuck and Co. and Its
200,000 profit sharing employes with respect to the change which would be wade
by Section 515 of the Tax Reform Act of 1969 in the taxation of distributions
from profit sharing plans. The Act, as passed by the House of Representatives,
would tax that part of a complete distribution from a profit sharing plan con-
sisting of amounts contributed by the employer after 1909 as ordinary income,
rather than long term capital gain as under present law.

This change should not be enacted. Long term capital gains treatment should
be retained In its present form in recognition of the fact that an Interest in a
profit sharing plan is an investment at risk over a long period and is entitled to
such treatment. Capital gains treatment is fair, workable, and easily under-
stood, and is a good method of taxing "bunched" income. The change which
would be made by the House Bill is extremely complex, and would be difficulL
for employes to understand, and for'the Internal Revenue Service to administer.
It would in most cases require employes to overpay their tax at the time of
retirement. and then to seek a refund of the overpayment five years later.

Before discussing the proposed tax change, I shall first describe the Sears
Profit Sharing Plan.

DESCRIPTION 0V SEARS PIFIT SHARING VLAN

The Sears Profit Sharing Plan was established oil July 1, 1910, more than tifty-
three years ago. Its purposes were threefold-to permit employes to salmro In the
Company's profits, to encourage the habit of saving, and to allow employes to accu-
mulate a sum sufficient to provide for their retirement. While the plan has been
amended many times over the years, these basic purposes have remained the
same.

Under present rules all regular employes are eligible to Join the Plan after one
year's service with the Company. Although membership is voluntary, over 90%
of those eligible to join do join. As a member of the Plan, the employee contributes
5% of his own tax.paid salary to the Plan each year, up to a maxiiuu of $750
(5% of $15,000). This means that theemploye participites in the 'hl only oi
his first $15,000 of earnings. (Prior to the current year the maximum partieila-
tion was $10,000 of annmal earnings.) This limitation was adopted specifically to
prevent the higher paid employees from participating unduly in the Plan.

The Company also makes contributions to the Plan each year, based on a slid.
ing percentage of its net profit before taxes. The maximum percentage is 11%
of pre-tax profits, and It is expected that the Company will contribute this maxi.
mum amount during the current year. The Company contributions are allocated
to the members under a formula which takes Into account each employe's con-
tributions, year of service, and age.

Since the inception of the Plan in 1910, its assets have been Invested primarily
in Sears stock. An of December 81, 1968, Sears stock constituted about 86% of
the Plan's total assets, and other securities accounted for the remaining 14%
of Its amseta

Each employee has his own account In the Plan and receives an annual 8tate-
ment showing the details of his account, including how much he contributed
during the year, his allocable share of Company contributions, and the earnings
on the investments In his account. To the extent amounts credited to his account
are invested In Sears stock, his statement shows the actual number of shares hi
owns. To the extent such amounts are Invested in other seeurittes, his statement
shows their dollar value.

The employee's account In the Sears Plan becomes fully vested after he has been
with the Company for five year& After an employe's account Is vested, he can
Instuct the trustees of the Plan as to how to vote the Sears stock In his account
at the shareholders' meeting. Also, he s then entitled to take with him the full
aMount credited to his account if h leaves the Company for any reason. Sears
shares credited to his account are generally distributed to him In kind rather
than being converted Into cash.
From this brief description, It can he'seen that Sears employes are the true

Owners of their profit sharing Investments throughout their working careers.
They are not guaranteed any definite benefit on retirement, but assume the risk
of gain or loss Just like any other investor. Also, they are very definitely partners
in Sears business. Since the Plan s largely Invested in Sears stock-it now owns
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about 22% of the Company's outstanding stock-the employes themselves stand
to gain significantly front any su :vs which the Company may have. This gives
Sears employees a real stake In the Company's future and in the American free
enterprise system.

The actual dollar value of any particular employee's benefit from profit sharing
obviously cannot be determined In advance since it will be dependent on his years
of service, the increase or decrease in value of the investments in his account, and
other factors. However, it is possible to ,.how the benefits which Sears employes
who have already retired have received. Using 1968 as an example, the Plan's
records show that employes who retired In that year with twenty-five to thirty
years service received, on the average, cash and Sears stock with a combined
value of $100,401. Employes with longer service would generally have received
more. Those with shorter service would, on the average, have received less.

PRESENT IJ W AND CIhANGES MADE BY HOUSE HILL

With this background on how the Sars Plan works, I should like to discuss the
tax treatment of profit sharing distributions. Under present law, which has been
in effect for over twenty-five years, complete distributions from profit sharing
plans are taxed as long term capital gains, if they are made In one taxable year as
a result of the employee's separation from service with his employer. In addition,
where the distribution includes securities of the employer corporation, these secu-
rities are valued at their original cost to the plan. Thus, the unrealized apprecia-
tion in such securities is not taxed until the employe later sells them.

The House Bill would change present law so as to tax as ordinary income, rather
than as long term capital gain, that portion of a profit sharing distribution which
is made up of employer contributions attributatble to years after 1969. A special
averaging device is Included so as to minimize somewhat the effect of the "bunch-
Ing" of Income in the year of retirement. Under this averaging device, one-fifth of
such employer contributions is added to the employe's other income and a tax is
computed on it. This tax is then multiplied by five to arrive at the total tax on
such employer contributions. In addition, the House Bill provides for a recompu-
tatiotin of -the tax for the tarable year of retirement and each of the four following
taxable years. In making this recomputatton the retired employe assumes that
20% of such employer contributions was Includible in his income in the year of
retirement, and the remaining 80% was includibly ratably over the four years
immediately following retirement. If this recomputatlon results In a lesser tax
than was paid in the year of retirement (and It probably will), the employe is
entitled to a refund.

Other than the change in the handling of company contributlons, the future tax
treatment of profit sharing distributions would be the same as under present law.
That Is, to the extent that a distribution Is attributable to earnings of the plan
over the years and to realized appreciation in the value of plan investments, the
distribution would be treated as long term capital gain. Also, change would be
made in the tax treatment of the unreilized appreciation in employer's securities
distributed in kind. Tax on such unrealized appreciation would continue to be
deferred until it is realized through a sale of the stock.

There are other changes made by the House Bill which, although not specifically
directed toward profit sharing, could have an effect on %he calculation of tax on
protit sharing distributions. One of -these Is the removal of the 25% maximum tax
rate on long term capital gains. Another is -that Section 311 of the House Bill
makes the general Income averaging provisions of the Code (Sections 1301 through
1305) applicable to long term capital gains. Thus, under the House Bill a retiring
eml)loye would have two alternatives in computing the tax on his profit sharing
distribution. One of these would be to use the special averaging device and the
refund provisions described above. The other would be to use the general income
averaging provisions of the Code.

COMMENTS ON TAX TREATMENT OF PROFIT-SHABINO DISTRIBUTIONS

Our purpose In presenting this statement Is to point clit the essential fairness of
the present method of taxing profit sharing distributions. There are two funda-
mental principles which we feel are important-first, profit sharing distributions
are taxed as long term capital gains, and second, the tax on unrealized apprecia-
tion In employer securities Is deferred until the employe sells the securities. These
principles should be retained,
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L REASONS erOB RTA IN4 LONG-TERM CAPrTAL GAINS TREATUENT IN ITS RESENT FORM
A. Long term capital gain trcatmcnt of cm ployer contributions is correct

There are two major reasons why capital gains treatment is especially appro.
priate for lump sunt distrIbutlons from a profit sharing plan. Fikct, capital gains
treatment was developed for and has been traditionally applied to sltuatlons
where Income accumulated over a number of years Is "buncLed" Into one year.
Lump sum distributions from profit sharlug plan-, which have been accumulated
over many years of service end received by the employee in one taxable yeatr, are
an excellent example of the type of bunched Income for which the capital gains
method of taxation was developed.

Second, capital gains treatment should be applied to lump sum distributions
from profit sharing plans because the individual employee's profit wearing a,'-
count Is an investmtent at rlsk throughout his working career. Ie Is the true
owner of his profit sharing Investments, whether arising from his own contribu-
tions or from his employer's contributions. His Interest In his profit sharlil. .&-
count is subject to the same risks that any Investor in securities takes. If the
Investments turn out well, the employo enjoys the gain. Oa the other hand, If
the Investments turn out badly, the eanploye suffers the full loss. Thus, the ..i-
ploye's profit sharing distribution should be entitled -to capital gitins treatment
anl it should not ve fragmented so as to tax a part of It as ordlinry income.

The fact that a portion of the employe's Interest in his pioft sharing ane'ount
may originate from the employer's contribution, and thus aity be attributable to
the etploye's own labor, does not make it any letss a capital asset and should not
require that this portion of his distribution be taxed as ordinary income. As an
exwaple of thi, let us consider the Individual entrepreneur who builds up the
goodwill of big buhiess through his own hard work over a long period of years.
lie Is pertuated to have capital guins treatment on'the sale of this goodwill whenk
he retires and sells his business even though It resulted fromA his personal labor.
An employe's profit sharing account should be entitled to equivalent treatment.
B. Lw term capital gains Ircatmcnt 4 a better atvroping dricc than Cs prn.

Weid w.der the Hese Will
I'lie llout(e 1ll promceds on the theory that the eznployt'r contributions in.

eluded In a profit sharing distribution constitute compensation, and therefore,
should be taxed as ordinary income. It then rtcognizes the Inequity of bunching
this Income Into one taxable year, and adopts an averaging device, and refund
provisions to solve this problem. However, we submit that averaging Is hotter
aceomplimhed, with less burden to the taxpayer, by applying the present long term
capital gains tr(mtmient. It arrives at a fair result with a minimum of complexity
and is superior to the averaging device contained In the House 11.11.

The usual Sears employee begins working with the Company when he is just
starting his career and is in the lower tax brackets. He then works his way up
and probably earns his highest salary In the year of retirement. While long term.
capital gains treatment taxes only half of his distribution In the year of re-
tirement, it does so at tax rates whieh begin at the employo's hMpheit rate for that
yer and go upward from there. Thus, It results in a sizablo tax and Is generally
i good averaging device for determining the tax on te employC's profit .,hating
aIstribution which was built up over an entire career, perhaps thirty or forty
years or more.I 1brig torm capital gains treatment arrives at a fair result even for the few
.onployte who ultimately reach a high position In the Company. Such employes.
tave generaly started at the bottom of the ladder and worked their way up over a
lotx$ priod of years. For a good part of their career they were generally tu the
1*0ti' tax bracket and It Is not at all Improper to tax theni at rates lower than
the btra et in which they find themselves at retiremenL It should be noted also
th't the li0ubb Bill would eliminate the 26% maximum tax rate on long term cap-
Ital pins, and If enacted, this In Itself would raise the tax on employes in the
higher tAx brackets,

The averaging device pros, ded by Stction 515 of the House 13111 Is not satls-
oter , this, averagilig. device the ewploye eomluptes the tax nn one-fiftth
J.J-t lO) eppi1oyer (outrilhutlumi Ar id then multiples th.it re.-iult by live.

.Olejqb1 p within approach is that it assumes that the employer contributions
Vemr mvn Oyir flve year period e'in tjbough they were generally earned over
1A1*JIIr# "eer-. uipre sertos Pro'b3le, however, is that one-fifth of the post-
iDIO imptyer contributions is added on top of all other Income i the year of
retirement. hIs Includes both the e'mplole's salary and the eapil gains portion.
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of his profit sharug distrhution. Thus, the year of retirement Is generally his
very higheoit income year and the employer contributions would be taxed at these
high ratts.

The House Bill makes a sorlous attempt at correcting this problim through the
use of th- refund provl.ions which treat 80% of the IXst-119 employer nmtribu-
tions as taxable ratably over the four years sub.)Seluent to retirement. Our rough
calculations indlhate that the average Sears retirco would he entitled to a signill-
cant tax refund five years after retirement, and that after ho receives his refund
his net tax liability would not be greatly different than under the pronsent capital
gains treatment. Thus, an hiportant objection to the averaging provisions of the
Ilous Bill is that they deprive the employee of needed funds In the year of re-
tirement and the four subsequent years.

The law should provide a remsonable opportunity for the employee to pmy his
correct tax in the first Instance. Preferably this should occur in the yeflr of his
retirement. as Is the ctse with long termit capital gItlni. t eatimilt, Ilowevi-r, it
th th mry is to lie followed that. only 20% of the employer eontributlon Is to be
axabh, lit Oih year of rot iriliNt, 1111d the reinminimhg S(;', ratably ove4r the four

substmiltnt years, the employo should pay his tax each year on the pro rata
linlomit taxable in sueh year. 11P should niot liy tax on the entire amount of eat-

ployer contribution in the year of retirement, and then be required to seek a re-
fund at the end of five years.
C. The chatigo in tho treatment of employer contributions is c rnicly complcer

in its application
Long term capital gains treatment also has the advantage of being easy to

understand. It has been the law for over twenty-five years and Jople are familiar
with it.

The treatment under the House 11111, on the other hand, Is quite difficult to
understand. It would require a number of complex calculations to determine the
employee's tax for the year of retirement. First, a calculation would le made of
the tli x 4)o the Villploye's income, including his salary and the capital gain portion
of his profit sharing distribution, but entirely excluding the poot-19tl0 employer
coatributkons. Another calculation would he itiade of the tax on this same Income
plus one-fifth of the poet-100 employer contributions. The difference in those two
tax figures would then bm multiplied by five, to determine the total tax on the
lxmt-llNJI vanployer contributions. TPhis amount would then be added to the tax
on the enploye's other income to arrive at the total tax liability for the year of
retirement.

Then, five years after retirement a recomputation would be made of the tax
for the year of retirement and each of the succeeding four years. It would be
based on the assumption that 20% of the post-1969 employer contributions Is
Includible In the retired employee's income in each of these years. The total tax on
the employer contributions computed on this basis for the five year period would
then be compared with the tAx the employee paid on the employer contributions In
the year of retirement. If this total tax Is less than that paid in the year of
retirement, the employee would be entitled to a refund of the difference.

To illustrate how this proposed change in the law would work, we have at-
tached to this statement an exhibit showing the steps which an employee would
have to take in complying whit this now provision. This new provision would
obviously be far moro complex than merely including 50% 9 the guin in Income
at the time of distribution as is presently done in the cm* of long term capital
gain&
D. The refund provisions of the House bill present other *erdlou practical

problems
There Is another very practical problem which would arise from the new

averaging device and the reftind provisions. This is the faet that the elderly
retiree mary never remember to apply for a remind five years after retirement, and
it ho does member he may well have lost or misplaced vitAl records from the
intervening years.

As a mitter of fmit, the Internal Revenue Servico Would havent similar prob.
hem. In order to determine if an employee were really entitled to a refund, the
Service would Ifare to audit the employee's returns for the previous five years.
Somo of these uay have' been filed In other Internal Rovenmue iDfttriots alid'rtay
be difficult tO los t e, We be)love thlt t he*. refnd' prOlwsio Would, ea use eOstkrts
administrative problem to the Bevioe as wll aes to the emp"o' " W' - I ..
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In summary, we believe that long term capital gains treatment of profit sharing
distributions is fair, has the advantage of being easy to understand, and Is a good
method of taxing "bunched" income. We recommend that such treatment be re-
tained.

It. UNREALIEID APPRECIATION IN EMPLOYER SECURITIES SHOUT D) NOT BE TAXED AT
THE TIME Or DISTRIBUTION

Ever silce ilt inception in 1910, the Sears Profit Sharing Plan has been invvitstd
primarily in Sea.rs stock. The Rules of the Plan make sjxcific provision for 8u1ch
investment, so that "depositors may, in the largest measure possible, share In
the earnings of the Comlmny".

Consequently, Sears employes are nt only the -true owners of their profit shar-
ing accounts, but also the owners of a large portion of the Company for which
they work. Through profit sharing, they own 22% of the Company, and this
gives them a real stake In its future, and makes their interest and that. of tho
Company, insepurble and indivisible. They are entrepreneurs just as much as
any muan who owns his own budness.

Through the loyalty and devotion which their ownershlp in the Comlny has
inspired, the Company has prospered and grown. In 1916, when the Plan was
started, Sears was a mall order house with sales of $137,000,000. At the end of
10018, Scears had It catalog order plants and 818 retail stores, and Its sales for
that year were over $8 billion. This great growth In our business could not have
come about without the loyalty and hard work of thousands of employes.

Of course, this is a two way street. While the Company's growth has been due
largely to the loyalty of its employes, thp employes have benefitcd greatly from
that growth. 81ncv 1916, the price of Sears stock ha, Increased almost sixty
times, and through their Interest it the Plan, employes have shared in this
increase.

Even when an employs retires from Sears, he retains his ties with the Com-
pany. Sears retirees generally take their Sears stoA, with thew when they leave,
and continue a s.4da reholders, during their retirement yea rs.

At Sears, profit sharing and the principle of investing in Company stock are one
and the same thing, and therefore, the deferral of tax on unrealizAd appre'httion
is of the utmost importance. The House Bill recognizes the fact that it would Ibe
Inequitable to tax away suci appreciation before it is realized through a sale
of the stock. The retiring employee does not receive (cash but only receives direct
legal title to thetock which was purebased for him previously and held for him
throughout his employment. Individual purchasers of securities are not taxed oil
appreciation in securities which they own until that appreeiation has eemit rea-
lized through a sale, and profit sharing phin members should not he treated dif-
ferently.

To tax the employee on unrealized appreciation would work an umdeserved hard-
ship on him. Generally, he would not have the money to pay his tax, and would
either have to borrow or liquidate a portion of hits investment In his Colmny.
Hither of these courses would impair his retirement eturity sulstantially and
would be undeslrable.

The present tax treatment of employer securities is entirely proper and should
be retained.

CONCLUSION

in conclusion, we believe that the Mouse Bill properly r"golzes that tax on
lrealized appreciation in employer securities should be deferred. flowever, tihe

change In the treatment of employer contributions provided In Section 515 of the
Hotise Bill should not be enacted. It is extremely vo.mplex And will be very dit-
ficult for retiring employes to understand. In addition, it will require them to over-
pay their tax in the first instaiex, and then obtain a refund without Interest five
yea t later. +, ....I ,
Ite parent long term capital gains treatment is proper because it recognizes
the tocttbatan interest in a profit sharing plan Is an Investment at risk over a
long period. It Is fair, easy to understand, and provides a good averaging device
fo -4azing profit sharing distribution& If in spite of this fact, it Is con-
sder+l4 1peratlve to change the tax tneatmfnt of employer contributions, Iu bet-
te aver tingLdeve *ould be found than that. provided in the H1ouse Bill. Such
4,49I0e sh0qld be reasonablyy simple in ftt operation. It should -provide for the
.pAimbl 0'S, tax liablity to be, finally determined at the time of his retirement
i-a ould Obviate tbo necessity for reliance upon refund procedures.
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EXII1mUT

SAMPLE COMPUTATIONS OF TAX UNDER TAX REFORM ACT OF 1909 FOR COMPLETE
DISTRIBUTION FROM SEARS PROFIT-SHARING PLAN BECAUSE OF SEPARATION FRO,%[
SERVICE

A. Aasumptions

It 1, asuniwed that an employe begins working for Sears on January 1, 1971, at
a starting salary of $4,700 a year and retires at the end of 1995 after twenty-
live year.i service ata fatla salary of $18,650 per year. It Is further assumetd that
Company contributions to the Profit Sharing Plan are allocated to the emlloye's
account each year In amounts approximately equal to those bltwig allocated to ew-
pioyes currently, and that ears stock appreciates at a rate of 6% a year and
pays dividends of about 2% a yeatr on Its market value.

In the year of retirement, it is assumed that the employee has no Income other
than his salary and that the ezuploe does not elect general nlcoliti averaging onl
his (Iistrll1tion. In snllIetjvntiit years, his dividend incone on Sears stock and his
other In()liv Is rastu reuid to tIe $1,"W) I1'r year.

It. ''arab, r'dur of lniploy's profli-sharing dI.,ftribl ion

Under these tilulliis, thr followig aiaaly.SIs shows the toxablo value of
th eiiijloye's distrIllitlola tit retireienlt :

Total valenc of iN'Otint (Sears st. k ) ----------------------------- $87, 150
Less: Total of eu)loye's ananmal deposits --------------------------- 13, 460

Total --------------------------------------------------- 73,690

ITs: Apprelation o11 Sear stot.k -------------------------------------- 33, 654

Taxable value of ('ouit.--------------------------------- 40, 036

Emidjlryter eontrihiutlon intvilllded in tax ale, %,lue--OrdInary income------28. 718

lBalance of tax ih, value .-..otig-tern capjital gain ---------- 11.318

C. TAX COMPUTATION UNDER TAX REFORM ACT OF 1969

Tax on Income Tax on income
other than including 20 per-

employer cent of employerI. Tax in year of retirement contributions contributions

Income:
Sloary.... ............................................ $18,,60Pr'oItt.sharingl distribution:. . .........

Company contributions $28,718, 20.percent Includible ............................... 5,744
Balance of trxable value $11,318, 50-percent Includible .................. 5,659 5,65

Sinome ................................. . .... 24, 309 30,053
Less: exemptions and$,00standard deduction ................................. 3200 3,200

Taxable income. .................................................. 21,109 26,153

Tax on above pt proposed rates ....................................... 4,473 6,310

¢a~tstion of total ta:
ax on income excluding employer contributions ............................................ 4,473

Tax on employer contributions:
Tax on 20 perca,'t of employer ........................................ 1,837 ...........
Contributions ($6,310-$4,4 3) ......................................... X9, 185

Total tax In year of retirement ...................................................... 13,658

2, SUMMARY OF ACTUAL TAX RETURNS FOR FOLLOWING 4 YEARS

Years after retirement

.,2 3 4

tiiINryZ10.6U ; -ap pIk -- ...... 11,900 $1,900 $1,900 $1,900Is) ..nc......a.c0a0pe
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3. RECOMPUTATION OF TAX FOR FOLLOWING 4 YEARS INCLUDING 20 PERCENT OF
EMPLOYER CONTRIBUTIONS IN INCOME

Years alter retirement

1 2 3 4

Gross Incomneper returns fle...................- $1,900 $1,900 $1,900 $1,900
20 percent of company contribution .................. 5,744 5,744 5,744 5.744

Total grose income ........................ 7,644 7, 644 7,644 7,644
-Les 2 exemptions and 15 percent standard deduction... 2,347 2,347 2,347 2,347

Taxable Income ............................... 5,297 5, 297 5,297 5,297
Tam liability ........................................ 813 813 813 813

4. COMPUTATION OF REFUND DUE

Tax paid on employer contributions In year of retirement (see I above) ..................................... $9, 185

Tax due if 20 percent of employer contributions was Includable in each of 5 years:
Tax due for year of retirement I above) ........................................................ 1,837
Tax due for remaining 4 years (see3 above, 4 times $813) ............................................ 3, 252

TotL tax due .................................................................................. 5,089

Net retumd due at end of 5 years ................................................................. 4,090

The ChTAIRMAN. Mr. Raymond Giesecke, chairman of the board of
the Council of Profit Sharing Industries.

STATEMENT OF RAYMOND H. GIESCKE, CHAIRMAN oF THE
BOARD OF DIRECTOR, COUNCIL OF PROFIT SHARING INDUS.
TRIES; ACCOMPANIED BY STANLEY AX NOBLE, PRESIDENT,
COUNCIL OF PROFIT SHARING INDUSTRIES; AND JOHN R. LIND-
QUIST, LEGAL ADVISER TO MoGRAW-EDISON

Mr. GinsEcx&. My name is Raymond H. Giesecke. I am president of
the McGraw-Edison Co., the principal offices of which are located in
Elgin, Ill. Today I speak for the Council of Profit Sharing Industries,
a 110on)rofit asmkiation of approximately 1,500 companies of all sizes
from three or four employees to thousands of employees, having profit-
sharing plans covering some 1 million employees in all types of en-
terprises located throughout the United States. There are probably
.around 6 million people including dependents who are involved in, or
dependent upon, the profit-slisring plans established by members of
thioouncil.

I am chairman of the council and a member of its board of directors.
The headquarters of the council are at 29 North Wacker Drive,
Chicago. The company by which I am employed has had a deferred{
profit-sharing plan for over 16 years and is a member of the council.

I am accompanied today by the president of the council, Mr. Stanley
D. Noble on my right, and by the legal adviser to McGraw-Edison Co.
in employee benefit matters, Mr. Johin R. Lindquist of the Chicago
Jawfirm of McIernott, Will & Emery ofi ny left. '

On behalf of the council I wish to tiank the committee for allowing
the council to sppar here today on Ihaeh f of its members. In accord-
ance with the rules governing the hearings, copies of the council's
formal statement together withl a summary wore filed with the corn-
.i-tte lastl& F*iday and with thi consent of the comm ttge W, ask that
the council's formal statement and summary be inol'dael in the printed

meoord of these hearings.
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The CHAnmAN. It is already here.
Mr. GIESEACKE. Thank you very much.
The council opposes the provisions of M.R. 13270 which would pro-

vide a special-
The UIrAIRMAN. Not only do we have that but we also have a staff

summary of your statement.
Mr. GiFSECKE. 'hank you, Swintor.
The council opposes provisions of H.R. 13270 which would provide a

special method of taxation of portions of lump-sum distributions made
under qualified profit-sharing plans. Other changes contained in
H.R. 132i70 also would have a b a ring on the amount of taxes payable
with respect to lump-sum distributions. The next effect of these other
changes would be to increase taxes with respect to lump-sum distribu-
tions made to some individuals, keep taxes at about the same level for
other individuals, and actually result in a net reduction of taxes for
still other individuals. However, those other changes are not specifi-
cally directed at lump-sum distributions and, therefore, the council's
formal statement is directed primarily at the provisions which apply
solely to lump-sum distributions.

The three basic grounds on which the council opposes the special
provisions of H.R, 13270 which apply to lump-sum distributions are set
forth in detail in the council's formal statement. In the time allotted to
me, however, I should like to highlight just one of the points made in
the council's formal statement--the point that the special method of
taxation would introduce incredible complexity in tax administration.
The burden of this complexity, of course, would fall upon both the
Treasury Department and the taxpaying public.

I have been a certified public accountant for over 40 years and prior
to my association with my present employer, was engaged in public
accounting. Of necessity, both in .my career as an accountant, and as a
corporate executive, I have had to be conversant with Federal income
tax laws. The change which H.R. 13270 would make has been explained
to me, and my experience in accounting tells me that it is going to entail
almost endless complexity in tax administration.

In an effort to pm down ust how involved it would be, we asked a
tax attorney who, incidentally also is a certified public accountant, to
go through the steps which he elieved would be necessary in order for
a taxpayer to calculate his tax liability initially under the revised
method of taxation, and then to calculate, at a later date, whether or
not he had overpaid his taxes in the first instance and, therefore, would
b entitled to a refund as contemplated by H.R. 18270.

The facts were not "stacked" so as to show complexity that could not
exist in an individual taxpay her's situation. On the contrary, they
involve what we believe could be a typical situation where a lump-sum
distribution under a qualified profit-sharing plan is involved. In-brief,
they involve a taxpayer who is earning annualoopeneation of $10,000,
changing obs and receives a lumpaum, distribution under a qualified
profit.sharing plan. His lump-sum distribution totals $35,000, consist-
inof $5,000 of contributions made on'his behalf by his employer before
.,00. $5 000 of contributions made by 'his employer on his behalf in
1970 an thereafter $5,000 of contributions made by the employee
himself, and $2,00 of reinvested earnings and appreciation in the
values of investments of the trust fund.

83-865--69-pt. 3---15
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For computation purposes it was assumed the taxpayer filed a joint
return with two exemptions for himself and his wife, itemizing his
deductions in the amount of $15,000 and had unreimbursed medical
expenses for major dental work in the amount of $900 in the year of
distribution.

The computations showed that in order to determine his income tax
initially and then to use the forward aver&vging method contemplated
by H.R. 13270 to determine his refund, and then to collect his refund,
the taxpayer would have to go through a minimum of 102 separate
steps. Let me emphasize that those 1M'2 separate steps do not include
the steps which are involved for any taxpayer in filling out his income
tax return, nor do they include the comptutations necessary to compute
his tax initially assuming that -he is going to see whether the general
income averaging l)rovisions of H.R. 13270 will produce a lower tax for
him than would the special averaging which would be applicable to
lump-sum distributions. Neither do the computations include any com-
plications which could very well be involved in recomputing his taxes
in each of 4 taxable years after he receives his distribution.

Is such a complex method of taxation warranted? The council be-
lieves, especially in light of the estimated revenues involved, that such
complications for millions of average taxpayers are not warranted.

Incidentally, Senator, I have here a copy of the computations which
show the 102 steps that I was referring to, and which I would be glad
to leave with the committee.

The ChAmRM . I am not going to put that in the record if it is all
the same ,A'th you because I think you are right. We have already
asked the Treasury how you would go about computing this. They
don't know themselves. Thiat, is why they think this section should be
stricken out of the bill. I don't see any particular point in putting this
in. It has got t' be deleted unless someone can show us how this can be
made to work in some reasonable fashion. I couldn't do it. I don't think
anybody else could.

Senator BE NN MV. Mr. Chairman, I would suggest the staff might
like to have it.

The ChAIRMA-N. Then I suggest you make it available to the staff.
There is no point in us putting this'in the record because it would just
he a lot of unnecessary mental gymnastics for someone to try to work
all that out. It is too complicated to have any business being law.

Mr. GIm cKE. That is correct.
One additional thought with regard to a change which would re-

quire payments of larger taxes initially and then recovery of any ex-
cessive taxes through a refund procedure. Who is going to advise an
individual taxpayer that he may in fact be entitled to a refund ? Who is
going to bring such a possibility to his attention after 5 years?

As we see 'it, in order to enable taxpayers to get the refunds which
the situation would entitle them to, one of two thing will have to be
done. Either the taxpayer assistance program which the Internal Reve-
nue Service now renders to the taxpaying public in preparing their
returns will have to be expanded greatly, or, in the alternative, tax-
payers will be compelled to seek professional assistance in determining
'whether or not they are entitled to a refund. We doubt that most tax-
pAyers will think of the possibility themselves and if they do, we doubt
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if they will be able to determine for themselves whether a refund is
due.

Therefore, even in those cases where the full effect of H.R. 13270
would result in a net reduction of taxes, in many cases that net reduc-
tion in taxes would be consumed, insofar as the taxpayer is concerned,
by costs of determining whether a refund is due and then collecting
the refund.

In the concluding portions of our formal statement, the council has
pointed out the princl)" les which it believes should govern in deternin-
in how lump sum distributions are going to be taxed. If there is to be
a change, the council believes that any change adopted should conform
to those principles. The council believes that the present method of
taxation of lump sum distributions meets all of the tests set forth in
our formal statement and for that reason as well as the reasons di-
rected against the special method which hR.1 13270 would introduce,
urges that this committee retain the present method of taxation of lump
sum distributions.

Thank you very much for your consideration.
The CHAIRMAN. Thank you very much, sir.
Senator BENNE-rr. I think we have pretty well come to an under-

standing of the attitude on both sides of the table on this.
Mr. G 8zmEO . Yes, sir.
Thank you.
(Raymond H. Giesecke's prepared statement follows:)

STATEMENT OF RAYMOND H. GIESEOKE, CHAIRMAN OF TIE BOARD, COUNCIL OF
PROFIT SHARING INDUSTRIES

PuaRosE OF STATEMENT

The Council's statement opposes those portions of H.R. 13270 which would
provide a special, revised method of taxation of a portion of lump sum distribu-
tions made under qualified profit sharing plans.

The Council is aware that other changes made by H.R. 13270 also would have
an indirect effect on taxation of lump sum distributions, but does not direct its
opposition to these changes.

The proposed change would affect millions of employees, not Just a handful of
high income individuals.

The reasons for the Council's opposition are:
I. The change of law Is based on a misconception of what profit sharing Is atd

what an employee's Interest in profit sharing is.
II. The proposed change is not consistent with some of the underlying premises

of H.R. 13270.
III. Modest estimated revenue gains will be offset by Increased direct costs of

administering the revised method and by Indirect effects of the change which
could result In an elimination of any revenue gain and might even produce a
revenue loss.

I. MISCONCEPTIONS REGARDING PROFIT SHARING

A. An employer's profit sharing contributions are not simply and solely "de-
ferred compensation".

B. An employee's interest In a qualified profit sharing plan is "risk capital".
1. Reasons why employer contributions cannot be taxed at the time made.
2. Reasons why employer contributions should not be taxed as ordinary In-

come when distributed.

IT. IICONSISTENOIES OF THE PROPOSED METHOD OF TAXATION WITH THE PREMISES
Or RR. 18*70

Inconsistency with the objective of HR 18270 that special preferences should
be eliminated in order to preserve confidence in the fairness of the self-assessment
system of collection of Income taxes. H.R. 13270 also seeks to eliminate tax pref-
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erences in the Code which grant tax advantages to persons of substantial Incomes
and which were placed in the "ode primarily to aid a limited segment of the
economy.

A. Fairness of the proposal and improvement of the tax system.
1. Reasons why the proposed method of taxing parts of lump sum distributions

as ordinary Income Is not fair.
(a) Would provide taxation on the basis of other income and highest tax

rates in a single taxable year.
(b) Requires in many cases overpayment of taxes initially and the recoup-

ment of overpayment via a refund.
(c) Is unfair to younger employees as contrasted with older employees

2. The proposed change will not Improve the tax system because of the compll-
cations which will be introduced by the special averaging method and the refund
possibilities involved.

3. The bulk of the revenue gains envisioned will be paid by persons against
whom the revised method of taxatioii Is not directed.

B. The present method of taxation is not an abuse which is availed of by only
a handful of high income individuals comprising a limit segment of the
economy.

IM THE REVENUE EFFECTS OF THE PROPOSED METHOD

A. Increased costs of administration must be balanced against estimated rev-
enue gains. The complications introduced by the revised method inevitably will
require the employment by the Treasury Department of many highly skilled
individuals to administer those provisions.

B. Indirect revenue losses coupled with increased administrative costs could
eliminate any revenue gain and might result in revenue loss for the following
reasons:

1. Profit sharing Is successful.
2. The government shares, through increased revenues, in such succesS.
3. The proposal probably would discourage lump sum distributions with the

result that the government would not collect revenues which It now collects
when distribution is made In that form.

Iv. CONCLUSION

A. H.R. 18270 recognizes much of what the Council contends regarding profit
sharing. It also recognizes that employer contributions which are distributed as
part of a lump sum payment are "bunched income". The special averaging pro.
vision which H.&. 13270 would add does not go far enough in recognizing this
point.

B. If any change is to be made it should adhere to the following general
principles:

1. It should continue to recognize that a substantial part of an employee's
Interest in a profit sharing plan Is risk capital and should be taxed as such.

2. Any averaging method which is substituted for the long term capital gain
method of averaging taxes on bunched income should not be based upon the
recipient's income and marginal rates in a single taxable year.

3. Any averaging method should contemplate payment of the taxes due on
any distribution once and for all at the time the distribution is made. Refund
pomibllitiee should be avoided.

4. Any averaging method should be simple and should not involve the compli-
cations which the averaging method contemplated by HR. 18270 would entail.

STATMUNT OF TE COUNCIL or PROFIT SHARING INDUSTRIES TO THE SENATE
iOMiNTw OX fW Z U 1 Oo oir To THOSE Poxzows or H.R. 13270

WIxoix WOULD CHAnE Tz RULES FOR T.xAnoN or Lum pum DizsmuUTzoNs
USM QVALMr PSOrVI GHAM Pwis

Punroaz

This statement Is submitted in opposition to those portions of H.R. 13270
which would chang the method of taxation of lump sunm distributions which are
made under qualified profit sharing plan*, Other changes contained In H.R. 13270
also would have an effect on the amount of taxes payable by employees who
tecedv lump an diatributions. In brief, the three principal changes which would
affect the taxabtty of lump am distributions are:



1989
1. Change of Method of Taxation Speolfically Applicable to Lump Sum Distri.

bution,.-The portion of any lump sum distribution which consists of employer
contributions would be taxed as ordinary Income. In the year of distribution,
the amount of tax payable with respect to such ordinary Income would be five
times the amount of the increase In tax which Is attributable to the addition of
25% of such ordinary income to other income.

Five years later, the employee would be entitled to recompute what the total
taxes attributable to the ordinary income portion of his lump sum distribution
would have been if 20% of the ordinary income portion of his lump sum distribu-
tion had been included in his taxable income In the year of distribution and each
of the next four succeeding taxable years. If the ordinary income tax which he
paid with respect to the lump sum distribution in the year of distribution was
greater than he would have paid under the second test, he would be entitled to
file a refund claim as though he had paid his "excessive" tax in the fourth tax-
able year following the year of distribution. This change would apply to that part
of any lump sum distribution which consists of employer contributions made
after the calendar year 1969. The balance of any lump sum distribution would
continue to be taxed as a long term capital gain.

2. Change in General Income Averaging ProvLi~on.-Long term capital gains
would be included in the definition of "averagable income" for purposes of gen-
eral income tax averaging. Since portions of lump sum distributions will continue
to be treated as long term capital gains, and the balance as ordinary income,this change also would be applicable to lump sum distributions in their entirety.
8. Elimination of the Alternative Tax on Capital Gain8.-The alternative taxcomputation now provided for all net long term capital gains would be eliminated.This change would apply to that portion of any lump sum distribution whichwould continue to be taxed as a long term capital gain as is provided under

existing law.
The latter two changes would apply to those portions of lump sum distribu-tions treated as long term capital gains even if the first change were not made.The Council urges no special treatment of lump sum distributions, eitherfavorable or unfavorable, insofar as any changes generally applicable to capitalgains are concerned. However, the first change would single out lump sum dis-

tributions and provide a special method of taxing portions of such distributions.Therefore, the main thrust of the .Council's statement is directed at the por-tions of H.R. 13270 which would apply solely to lump sum distributions.
Contrary to any impression that may have been created to the effect that lumpsum distributions are a means used by relatively few, highly compensated em-ployees to escape taxation, any proposal affecting lump sum distributions wouldhave far reaching effects. It would not affect Just a few highly compensated in-dividuals. For instance, the Council conducted a survey in 1968 among its membercompanies regarding the use of lump sum distributions as a means of settlementof participants' interests in profit sharing plans. That survey showed that amajority of all distributions made under qualified profit sharing plans are made

using this form of payment. Moreover, 90%yo of the lump sum distributions madeinvolved distributions of less than $80,000.00. Nearly 70% of the distributions fellin the range of from $500.00 to $10,000.00. These resultij should be considered inlight of the fact that there are now approximately 80,000 profit sharing plans inexistence. Many of these plans have been established in recent years. For in.stance, the number of plans has approximately doubled every 4-5 years since1946. In the year 1968 alone, according to Treasury Department statistics, therewas a net addition of some 10,000 net profit sharing plans. In the period from1964 through 1968 the net number of new profit sharing plans established was36,119. Those plans covered a total of more than 1% million employees. In lightof the foregoing, it is safe to say that the proposed change in method of taxationwould be of far reaching effect and could eventually involve taxpayers numbering
in the millions.

The Council opposes those portions of H.R. 13270 which would tax, as ordinaryIncome, a portion of any lump sum distribution made under a profit sharing plan
for the following reasons:

I. The Council believes that this change of law is based upon a misconception
as to the nature of profit sharing and the nature of an employee's interest under
a qualified profit sharing plan.

Ii. The Council believes that the results wldch the change in method of taxa.tion would produce are inconsistent with some of the underlying premises of the
Tax Reform Bill of 1969.
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II. The Council believes that the added costs of administering tile revised
method of taxation together with other collateral effects which the changed
method would produce should be balanced against any estimated revenue gains
which would be produced by the change and that when all factors are taken into
account, the relatively modest revenue gain now antilcipated would be practically
eliminated, or might even result in a n(, revenue loss.

I. MISCONCEPTIONS REGARDING PRO T SHARING

The change in the method of taxation of lump sum distributions is based
upon the proposition that an employer's contributions under a qualified profit
sharing plan are nothing more or less than "deferred compensation". The
Council disagrees with this proposition. Perhaps the best way to demonstrate
why the Council disagrees with this proposition would be to describe what profit
sharing Is and what the nature of an employee's Interest In a qualified profit
shariii. plan is.
A. What M8 Profit sharingl

Profit sharing is a means of enabling employees to share in the fruits of the
companies for which they work. Without profit sharing, millions of employees
who nov have a stake in tile company for which they work would not have such
a stake. There are many reasons why they might not have such a stake. For ex-
ample, inflation and taxes (both federal and local) make the accumulation of a
"nest egg" for investment purposes difficult for the vast majority of employees.
Moreover, many companies are not publicly owned and traded. Therefore, even
if an employee is able to accumulate sufficient funds of his own In order to ac-
quire an ownership interest in the co)iupany for which lie works, he often is un-
able to do so for the simple reason that such ownership or part ownership Is not
for sale.

Through profit sharing an employee has an opportunity to share In one of the
benefits of ownership--a chance to share In the same thing iii which the In-
vestors in a business share--the profits resulting from operations of the business.

The Council believes that its concept of profit sharing fairly describes what
profit sharing is. Article II, Section 1 of the Constitution and By Laws of the
Council states:

"The Council defines its concept of profit sharing as any procedure under which
an employer pays or makes available to regular employees subject to reasonable
eligibility rules, in addition to prevailing rates of pay, special current or deferred
Nums based on the profits of the business." (Italic added]

Thus, profit sharing is something extra-something over and above normal coin-
lxnsatlon. Profit sharing is not a substitute for paying going wages for avenge
performance. It is an "extra" for doing better than average. True, employment
is a requirement for participation in a qualified profit sharing plan. To that ex-
tent it can be said that an employer's contribution is In consideration of the em-
ployee's services. However, since it is something in addition to regular com-
pensation, the Council believes that it is an oversimplification to simply
characterize It as "deferred compensation". The objective of profit sharing is not
simply to compensate employees. The Declaration of Principles contained in
Article III of the Council's Constitution and By Laws set forth the Council's views
as to the objectives of profit sharing.'

Coupled with the Council's concept of profit sharing as being something fi
addition to regular compensation, the Council's Declaration of Principles clearly
indicates that something other than simply compensation to employees is sought
as an objective in establishing a profit sharing plan.

DECLARATIONN Or PIUNOIPLES

SEcniox 1. The Council believes It to be highly Important to develop an economy
in which there is freedom of opportunity for each to achieve his maximum per-
sonal development. The Council bolds that profit sharing offers a most elgnlficant
means of bringing into being such an economy.

SECTIoN 2. The Council considers well-planned profit sharing -to be an effective
meanx of developing group co-operation and efficiency.

SOcirrio 8. The Council holds that widespread profit sharing will tend to
stabilize the economy.

SaCtIom 4. The Co, nqll holds that tbe true spirit of partnership which sound
profit harinj' entendeiv Is of plarmount importance. '
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S~eiiox 5. The Council is dedicated to the purpose of extending soundly-
conceived and adminIstered profit sharing in every practical way. At the same
time it does not offer profit sharing as a panacea, nor does It minimize the impor-
tance of other means of fostering its broad objectives."
B. What is the Nature of an Employee's Interest in a Qualified Profis Sharing

Plant
If an employer's contribution under a qualified profit sharing plan Is nothing

more or less than a compensating event, that compensating event occurs at the
time the employer makes its contribution under the plan. Thereafter, whatever
happens to the contribution also happens to the employee. No guarantees are
involved. The employer has no beneficial interest whatsoever in the contribution,
once it has been made, and neither receives any benefit from, nor bears any
burden of, the investment results which apply to the employer's contribution. On
the contrary, the results of investment of the employer's contribution, whether
good or bad, aftffect only the employee. Thus, once the contribution is made on be-
half of an employee and Is invested, It becomes risk capital. In this respect, It is
no different than any other inve.%tment of risk capital and therefore should be
treated no differently than any other risk capital.

Should the employer's contribution, therefore, be taxed to the employee at the
tine it Is made on his behalf? 'i'here are at least two reasons why this should not
be done. First, at the time the contribution is made it is not at all certain that
the employee on whose behalf it Is made will eventually receive it. Most plans
provide for graduated vesting of employees' interests, including the employer's
contributions, over a period of years. Whatever an employee does not receive be.
cause of premature separation (for example, on account of resignation) Is reallo-
cated among all other participants in the plan. Second, and perhaps of equal Im.
portancx, because of future investment results an employee may never receive an
amount equal to the employer's contribution which is made on his behalf even
though, at the time it is made, his interest in that contribution is fully vested and

nnot be defeated by his subsequent termination of employmen for any reason.
Since, for the reasons stated, It would be Inequitable to exact a tax from the

employee with respect to the employer's contribution at the time It Is made, should
It not be taxed as ordinary income when It Is distributed? There are at least two
reasons why this should not be done. First, throughout the time that the employ-
er's contribution Is held for the employee's benefit It is subject to risk. Second,
when the employer's contributions are distributed in the form of a lump sum
distribution they rep.reent "bunched income" which may have been accumulated
over an employee's working lifetime-perhaps as much as 35 or 40 years. H.R.
13270's answer to this problem would be a form of averaging. However, that
averaging would be based on the employee's total ordinary Income (including a
part of the lump sunm distribution) and his highest tax rates in a single taxable
year. Unless those factors had remained constant throughout his working life-
time (a most unlikely po-isibility) this would result in more tax being paid by an
employee than he would have paid had the contribution tben tared to him in each
year when and as it was made. Clearly demonstrate of the fact that Income, and
hence marginal tax rates, do not remain the me Is the fact that in the period
from 1O68 to 1967 the number of taxpayers with gross income in the $10,000.00 to
$15,000.00 range quadrupled. The number went from about 2% million such tax.
payers to more than 10 million such taxpayers. Those 10 million taxpayers alone
comprised about 2Ath of all the taxpayers reporting Income on individual returns
In 1967.2

It has been argued that deferral of taxes on contributions when they are made
Justifies the Imposition of tax on an ordinary income basis when distributions are
made. In essence the tax deferral Is a "tax subsidy" and therefore one should
not complain If one's taxes, as eventually determined, are higher than they might
have been if taxes had been payable on employer contributions when and as they
were made. This argument also ignores the fact that It is the employee who has
borne the risk all alhng. That the employee would continue to bear all risks is
borne out by I.IL 13270 it,-elf. As drafted, 11A.. 13270 would tax, as ordinary in-
Vowe, an amount equal to the employer's post-1069 contributions even though
4trough market conditions which could prevail In the future, those contributions

I Article III, Constitution and By Laws of the Council of Profit haring Industries.
$ Source: Preliminary Report, Statistics of Income-1907, Individual Income Tax

Returns, U.S, Government Prnting Oce, Puiblict Ion No. 198, 1-09.
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would be in a loss position. For example, assume that as of December 31, 196,1 an
employee's account consists of $20,000.00, broken down as follows:
Actual employer contributions up to Dec. 31, 1969 ------------------ $ 000
Reinvested earnings and appreciation -------------------------- 12, 000

Total value ---------------------------------------- 20,000

Suppose that after 100 the employer's contributions total an additional
$10,000.00. However, because of temporary market conditions at 'the time, when
the employee retires and receives a lump sum distribution In 1979, he receives only
$15,000.00. Under H.R. 13270, $10,000.00 out of the employee's total distribution of
$15,000.00 would be taxed as ordinary income. All the risk of future market
performance would have been borne by the employee.

In view of what profit sharing seeks to achieve and the nature of an employee's
interest under a profit sharing plan, it is respectfully suggested that it is
Inaccurate to characterize any part of it simply as "deferred compensation".

IL. INCONSISTENIZIS Or THE PROPOSED METHOD OF TAXATION WITH THE PREMISES OF
H.R. 132T0

For the taxable year 1907 over 71 million individual income tax returns were
filed. Those returns were prepstred and filed under a self-assessment system and
produced a total of nearly $63 billion of revenue. That record attests to the will.
Ingness of American citizens to be taxed and to their willingness to voluntarily
calculate and report their income and to pay the tax liabilities which result
therefrom.

The Council agrees completely with the Ways and Means Committee's statement
to the effect that:

"Our individual and corporate Income taxes, which are the mainstay of our tax
system, depend upon self-assessment and the cooperation of taxpayerK The loss of
confidence on their part in the fairness of the tax system could result in a break-
down of taxpayer morale and would make it far more difficult to collect the
necessary revenues. For this reason alone, the tax system should be improved."'
A. I* the Proposed Method of Twaing Lump Sum Distribu.Vtis Fair?

Conceding, for purposes of argument, that employer contributions are nothing
more than deferred compensation, what is "fair" in determining the tax which
shall be paid on that deferred compensation on -the basis of the employee's income
and marginal tax rates In the year of distribution? Is it to be assumed that an
Individual employee's taxable income and his marginal tax rates will remain the
same throughout his entire working lifetime? Only if the latter proves true can it
be said that there is no element of unfairness in using his income and marg!:al
rates In a single year, perhaps the year In which he reaches his highest peak of
earnings, to determine the tax on employer contributions which may have been
made on his behalf over his entire working lifetime.

A further element of "unfairness" in the changed metbod of taxation of lump
sum distributions is the fact that an employee will be compelled to pay a tax in
the year In which he receives his distribution and then will be compelled to wait
five years to find out whether or not he paid too much tax In the first Instance. For
employees whose Income Is drastically reduced following the payment, a refund
probably will be payable following the fifth year. In the meantime, of course, the
employee involved will have lost completely the use of the excessive tax which
be paid In the first Instanft. In the Interim, this money might be put to good use
in meeting his retirement needs The new method of taxation would not even
allow him Interest on the excessive tax which he paid in the first Instance and
which 'be aust eek by a eetund claim five years later.

Is the proposal fair to all employees? Looked at from the standpoint of an
employee whose working life Is behind him at this time, the proposal seems fair.
It to to apply to future employer contributions only. However, looked at from
the standpoint of the younger employee who is Just Joining a qualified plan, the
propoa sems mot ntifair. The taxes which will be payable by him with respect
to hl OYS"1p t oMtt lbutiois mar be substantially greater thab those payable
by his fellow employee who retires In the near future even though they have been
te ftted of tly o sawe und* te lanu.

,M o h omte on Ways and Means, Boo" of Rsresentativo. to accompany
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B.WtU Mhe Revised Method of ToPaaon Improve the T1ae System?
Quite apart from any questions of fairness, the workability of our self-assee.

ment system of tax collection clearly depends upon the capacity of the self.
assessor to determine his tax. In this respect, the revised method of taxation will
result in incredible complications in determining the amount of tax finally pay.
able with respect to a lump sum distribution. For example, assuming that an
employee is going to seek to pay the least amount of tax in the year in which
he receives his distribution:

1. For the year of distribution he would have to compute his tax on two alterna-
tive bases.

(a) First, he would divide his lump sum disrtibution into the portion which
will now be taxed as ordinary income (i.e., ,ost-1969 employer contributions)
and the portion which will continue to be taxed as a long term capital gain.
With respect to the ordinary income portion, the new special averaging provi.
sion will apply. In essence, this new special averaging provision Is the same
averaging provision which was added to the Code with respect to self-em-
ployed individuals as a part of H.R. 10. This provision was added to the law
in 1962. To date no form for calculating taxes payable under such special
averaging has been published. In calculating the capital gains tax payable
on the portion of his lump sum distribution, if his capital gain exceeds
$20,000.00 and if he itemizes his deductions, he will have to allocate his deduc-
tions between his "preference income" and his other income, as required by
Section 302 of the Tax Reform Bill of 1969.

(b) Next, after calculating his taxes as indicated above, he also will have
to calculate his taxes on the entire amount of his distribution using the
general Income averaging provisions of -Sections 1801-1305 of the Oode, as
amended by the Reform Bill. Flven after simplifications of general income
averaging which H.R. 13270 would provide, the form for calculating taxes
under general Income tax averaging alone will consist of 22 separate lines.'

2. If he paid his tax In the year of distribution on the basis of the special prorl-
sions which will now apply to lump sum disrtibutions rather than on the basis of
general income averaging, then after five years he will have to recompute what
the tax would have been if he had received the ordinary Income portion of his lump
sum distribution ratably over the year of distribution and the next succeeding
four taxable years. This alone will entail recomputation of the tax attributable
to such ordinary income In each of four tax returns. Whatever complications
already existed in preparing Those four returns will be compounded by the addi-
tion of 20% of his special ordinary income to his other Income in each of those
years. If, after all of the foregoing, It develops that he paid too much income tax
with respect to his special ordinary income at the time of distribution, he will
then be entitled to file a claim for a refund.

Returning to the subject to "fairness", is It fair to require an average employee
who Teceives a lump sum distribution to go through what has been described?
Doubtless he will have to emyloy professional help to calculate his tax liabilities
in the first instance, and then to recalculate them in the fifth year following his
retirement in order to determine whether or not he is entitled to a refund. More-
over, If it develops that he is entitled to a refund, he no doubt will require assist-
ance in preparing his refund claim. For a lower paid employee whose ultimate tax
might actually be reduced below what his tax would be under existing law, the
cost of calculating his tax and filing a refund claim, it apM.icable, probably'
would exceed the amount of any savings which the net method might produce
for him. Suppose that events prove that the employee is entitled to * refund of
under $100.00, but that the costs of both determining the amount of thst refund
and collecting it will exceed $100.00. Will he bother to collect it? If he d,*e not,
will not the tax collecting agency have been unjustly enriched since, in fact,
he paid more tax than he should have paid? Is this fair?
0. Where do the Burde,'s Imposed by the hanged MAthod FallP

One of the alleged bases of the proposed change in method of taxation is that,
since employer contributions under qualified profit sharing plans consist simply
of deferred compensation, qualified profit sharing plans are a means whereby
highly compensated individuals escape ordinary income taxation on sustantial
amounts of their income. At the same time, one of the clear objectives of H.Rl
18270 is, to ease the tax burdens on middle and lower income bracket taxpayers.

'Report of the Committee on Ways and Means, page 85.
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The Ways and'M4t4 (ohutt Report indicates that the more signifleant bene-
fits under the evistlng method of taxation accrue to taxpayers with adjued gross
incomes in excew of $50,000.00.1 At the same time, of the estimated additional
revenue of $70 mUllon ptr year which would be produced by the propoed change
in method of taxation, -tore than one-half will come from tWxpayers whose ad.
ousted gross inoxmes are less than $50,000.00.4 in this connection, it is noteworthy
that many lower and middle income bracket taxpayers may be In the "over
$50,000.00 clams" in the year in which tLey rcelve their lump sufi distributions
simply by virtue of the fact that the lumr. sum distribution is made to their.

On the basis of the latest available published information,' in 1962, 54, 484
individual returns were filed showing net long term capital gains arising from
lump sum distributions under qualified plans of all types. Of that number, 53,3t
returns, or 97.0% of the total, involved returns showing adjusted gros.s, Incomem
of under $',0,000.00. Moreover, 42,032 of those returns, or 81.3% of the total, in.
volved returns showing adjusted gross inconies of less than $25,000.00. The returns
showing adjusted gross incomes of le,,, than $50,000.00 Involved 81.3% of the total
dollar amount of gains so reported. It seems clear that although the objetXtive of
H.R. 18270 is to ellmhinte alleged favorable tax treatmtnwt for iersons whos-e
adjusted gross income exceed $50,000.00, the major portion of the burden will fall
upon persons whooe adjusted gross Incomes are lower than that figure.

Those who are fortunate enough to have adjusted gross incomes in excess of
$50,000.00, exclusive of any long term capital gains resulting from lump sum
distributions, no doubt will employ (and probably currently employ) professional
assistance In preparing their Income tax returns. However, thosv whose adjusted
gross incomes are in the middle and lower brackets frequently do not employ pro.
feslonal assistance in preparing their income tax returns. To the extent that any
complications introduced by the revised method of taxation require the employ-
meit of professional assistance, added burdens will be imposed upon persons
against whom the revised method is not directed.
D. I# the Preent Method of Tazat, an Abuse?

One of the key objectives of HR 13270 is the elimination of tax preferences
which enable a Telatively few persons with high Incomes to eacmupe tax on a large
proportion of their incomes, Thus:

"1'rom time to time, since the enactment of the present income tax, over 50
years ago, various tax incentives or preferences have been added to the internal
revenue laws. Increasingly, in recent years taxpayers with substantial incomes
have found ways of gaining tax advantages from provisions placed in the code
primarily to aid some limited segment of the economy." I

It is respectfully submitted that distributions from qualified profit sharing plans
are not one of the alleged preferences which benefit a relatively few high income
Individuals. arller it was pointed out that qualified profit sharing plans cover
millions of employees. These plans have been approved under a provision of the
Internal Revenue Code which forbids discrimination In favor of highly omip, n-
sated individuals, both in the matter of eligibility and the sharing of employer
contributions. These provisions were added to the Code 27 years ago to insure
that any tax provisions which apply to such plans would not be limited to a
handful of individuals.

Moreover, the Code currently limits employer deductions for contributions made
under quallaed proat sharing plans to an average of 15% of participating pay of
employees who are covered on a nondiscriminatory basis. Even if it be assumed
thatn employer's contributions on behalf of a given employee amount to 15%
o h"t pay in every single year Of his employment (a most unlikely possibility)

,.:%upon the employee's terminal pay the total of those contributions would
aino4 t ,rom 2% to 4% times the employee's annual terminal pay after 80
years of participation. Can the accumulation of such an amount as a "nest egg" to
take care of an employee and his spouse for the balance of their lives after retire-
ment, which may be as much as 15-25 years, be characterized as an abuse? In
the vast Wjority of cases it is unlikely that the average employee will receive
empicrer cofributioua ot 15% of pay In each end every year that he participates
in a -pmt oftring plan. iot example, a survey by the Council indicate that in

S: aig ca Meat. Committee Rport, ig 0 4.
t r. U94 , a rt, par* Ior

ijire4(Jn1iuIemTa *p imfle8 Report, Sales of Copital Assets
Mom ommtt Rtt, P416,' . 1
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198 the average of the percentagos of contributions related to particlitIng CowU
pettl.'ton was &6% in the ease of the companle. responding to the survey. The
results break down as follows:

mployer con tibution to deferred profit.eharing plat as a pcrcentagc of
participants' pay

Size of company by number of employees:
Under 100 employee -------------------------- ---------- 10. 6
100 to 491) employees ------------------------------------- 8
NO0 to 991) employees ------------------------------------- 7. 15
1000 to '5000 employees ------------------------------------ . 8
Over 5000 employees ------------------------------------- 7.3

Average of the percentages -------------------------------. 6
That survey covered 445 plans embrachig 1,423,640 employee ,. The Coutcil has
no reason to twileve that tie results produced are in any way atypical. Of course,
It employer contributions on behalf of an employee over his entire working life-
timi' average less than 10% of his partlelimting pay. the portion of his nie.t egg it.
retirement which is attributable to employer contributions will be ovenl smaller.
It might aniount to less tha twice his terminal pay. Whatever else he r,.,lvtvs
in addition to his employer's contribution will result from his having had his
share of employer contributions and his own contributions (if he Madet any) at
risk.

In view of the requirement that the benefits under a qualitfed profit sharlug
plan must be nondiserimninittory aifong employees and lit view of the Ileitis on
the amounts which may be placed in a qualified plan for employees, con it be
said that the method of taxation of lump sum distributions made under such
plans gives rise to an abuse or a tax prefereaice available to a limited segment
of the economy?

IM. TIt rEVE NUE KFFYO'T Or TitS PIOpBoKn 0ztAtIut Op MX'Tr10ti

At the outset it Is estimated that the revised method of taxatin will produce"
less than $21, mnillon of additional revenue in the year 1970. In 1)71, It is
estimated that $5 million of additional revenue would be produced, and by 1971)
It Is estimated that $50 million of additional revenue would be produced. It
should be noted that in 1971 the esUniated increased revenue arising froi this
single change will comprise only about 1/10 of 1% of the total revenue recoup.
went contemplated by H.R. 13270 and by 1070 will comprise only 7/10 of 1%
of the total revenue recoupment.

While IlI.C 13270 is Intended to be a reform bill, practical considerations which
may outweigh the modest revenue recoupment envisloiled by the change which
the bill would make In the method of taxation of lump sum distributions cannot
be Ignored. The increased burdens which would be cast upon the tax collecting
agency must be balanced against any estimated revenue gains which otherwise
might result from the changed method of taxation. Further, other reasonably
predictable revenue reducing effects of the proposed change must also be added
to the increased administrative costs. The Councll believes that the combination
of increased administrative costs plus any collateral revenue reducing results
might well eliminate practically all of the estimated revenue gain and, in fact,
might lead ultimately to a net revenue loss. In view of the groat care otherwise
exercised to see that the revenue cutting portions of the bill would be matched
by revenue inereases produced by the bill, this possibility should not be ignored.
A. Isr oaosd Ooata of Administration Must be Ralanced Against the Retimated

Revenue Gain
The complications Introduced by the revised method of taxation are almost

certain to Increase the costs of collection of taxes The Council believes that tie
complications introduced by the revised method of taxation Inevitably will require
the employment of many additional, highly skilled personnel by the Treasury
Department L order to administer the revised methtd of taxation. These addi-
tioual personnel will be nteded to review rMturMS initially Biled under the revised
method, and thereafter to review all returns Involved In determining whether a
refund Is dae. The Council believes that experience would demonstrate that all of
the direct costa which would be Incurred by the federal government would s5ig.
nlfcantly offset the estimated revenue gains envisioned by the bill.
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B. 2e I.ndroo Rev enu ,oea e., Whem Added to the Adminitratdve (oe, Might
Well Blimiate aw Net Revenue Gain and Could Even Produoe a Net
Rev Los#

In addition to the direct costs which must be balanced against the estimated
revenue gain, the Council believes that there are at least two reasons why the
changed method might eliminate most of the estimated revenue gains and might
even produce a net revenue los

lint, whatever the reason for the change, It would tend to discourage the
spread of the principle of profit sharing among employers. To the extent that it
does, it will constitute a reversal of long standing Congressional policy. The
Council believes that the federal government has long been a silent partner in
profit sharing. Why? Because It has been shown that where profit sharing works
successfully everybody, including the federal government, benefits

A study covering 176 companies In a broad spectrum of industry Is now com-
plte and will be published next month. The study has been conducted under the
auspices of Northwestern University. While the Council has supported the study,
It was In no way in a position to control the results of the study. The purpose of
the study has been to compare the performance of profit sharing companies with
the performance of companies which do not have profit sharing plans. The indus.
try groups covered were: chemicals, drugs, electronics, machinery & metal fabri-
cators, oil-tegrated domestic companies, publishing, retail department stores
and mail order houses, retail food chains and tobacco (cigarettes). Ten measures
of performance were used to compare the profit sharers and non-profit sharers
in each industry. The indices were: operating income margin, net income margin,
return on operating investments, return on investments, return on common stock
equity, earnings per employee, sales, earnings per share, dividends per share and
market price per shamr The study covered the years 1948 to 1968.

Among the results shown by this study was that the absolute letel of perform-
ance by profit sharing companies was superior In over one-half of the cases
studied and inferior in less than one quarter of the cases. Moreover, the trend of
performance of the profit sharing companies was even more significant In that
the margin of superior performance was even greater than when measured on
absolute levels. The following is a quotation from the summary and conclusion
at that study.

"lhere are innumerable factors that bear on the operations of a particular
business. They all, to a greater or lesser extent, affect its revenues, expenses of
asset investment and hence Its fnancial performance. Obviously it would be im-
proper to conclude that the adoption of a profit-sharing plan lfads directly to
superior financial results. Nevertheless, the strong showing made by profit-sharing
companies in this study would indicate that it to an important factor I the
final wlt.

This study confirmed the results of more limited studies confined solely to the
retail department store industry and retail food industry conducted under the
auspices of the Profit Sharing Research Foundation, Evanston, Illinois, which
covered the years 19062 to 1969 and was published in 1960.

Prodt sharing works Because It works, employees, shareholders and the fed-
eral government all benefit To the extent that profit sharing companies are more
proftable, nployee security Is enhanced. To the extent that profit sharing corn-
pane are more profitble, investors n those companies benefit through Increased
values In their Investment. Th the extent that profit sharing companies are more
pr~dtable, tb* federal government benefits through the Increased taxes which
reslt from tdose iceased profits.

Finally, as pointed out earlier in its statement, the Counell believes that em-
ployees' lntoref, in profit sharing plans are truly risk capital. That capital pro-
vides Jobe. Peope who have Jobs py taxes.

While It would be difficult, if not Impossible,, to measure, the Council believes
t Whatever Oong wOe dos which has a dampening effect on profit sharing also
will htve an if4Ireft dampening effect on revenues. If the incentives of profit
ha.IM atreaoZve, eompaew which share profits probably will perform les
=l*%)J8'.Vtt Mad dIvIdends, and hence income taxe#4 would be reduced as

a isult bf reddee4 performance. To the extent that the invited capital turnished
bt Is to;ute6, fewer jobs would be provided. Fewer jobs mean

an 16wer'revenne colleetdoM. OMnce itere are some 80,09Q profit
Today, It 4# not unreasonable to'speculate that any

'ythe thanke In methd of taxation cotild result,
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indirectly, in a reduction of revenues which, alone, exceeds the estimated revenue
gains envisioned by H.R 13270.

Second, estimated revenue gains of necessity must be based upon the assump-
tion that employees will continue to receive lump sum distributions. However, if
the taxes payable with respect to lump sum distributions become unduly burden-
some, it is likely that this form of distribution will lose its appeal. For many
employees, spreading of distributions over their lifetimes could result in either
no income taxes being payable with respect to their benefits or lesser taxes being
payable than would have been payable under the revised method of taxing lump
sum distributions. Revenues derived from distribution of benefits to such indi-
viduals would be reduced below those which are derived under the existing method
of taxation where lump sum distributions actually are made. Wealthy indi-
viduals having outside means will be In a better position to "let It ride" at retire-
ment rather than to receive lump sum distributions than will average employees.
Thus, the effect of the revised method of taxation way well be not to produce
revenue, but simply to compel employees to change the method of receipt of their
benefits. Yet there will be many whose major assets consist of their profit sharing
Interest. These employees, for other compelling reasons, will continue to want to
receive their benefits in a lump sum distribution. It Is on such employees that
the burden will fall. Others who are more fortunate will seek distribution in a
form which will reduce the taxes payable by them below what might have been
paid by them under the revised method of taxation.

IV. CONCLUSION

The Council couituends the drafters of II.R. 13270 for what is clearly an effort
to change the method of taxation of lump sun (istributions with a minimum of
dislocating and unettling effects upon millions of employees. The prospective
feature of i.R. 13270 bears witness to this. Moreover, in continuing to treat part
of any lump sum distribution as a long term capital gain, H.R. 13270 recognizes,
in part, what the Council incerely contends and has long contended-that at
least a part of an employee's interest in a profit sharing plan Is risk capital and
should be treated as such. While 11.11. 13270 would change part of a lump sum
distribution from a capital gain to ordinary incoue, it also recognizes, through
a special averaging method, that lump sunt distributions which represent em-
ployer contributions also constitute "bunched Income." The bunched income con-
cept, of course, is what underlies the entire concept of treatment of certain types
of income as capital gains rather than ordinary Income. However, the special
averaging provision contained In H.R. 13270 which is designed to recognize
the bunched income problem introduces extreme complications of administration
as contrasted with the present, relatively simple method of taxation of bunched
Income received in the form of a lump sum distribution. For these reasons, the
Council believes that the present method of taxation of such distributions should
be retained.

It remains the duty of Congress, however, to make a final decision. Should
that decision be to change the present method of taxation of lump sum distrlbu.
Uons to nome other averaging method, then for the reasons which have been
givent above, the Council offers the following principles which it believes should
be kept uppermost in mind in formulating any alternative method of taxation:

1. Any change should recognize, as does H.R. 13270, that part of an em-
ployee's interest in u profit sharing plan is clearly risk capital and should be
taxed as such.

2. Any averaging method which is to apply to the balance of a lump sum
distribution which Is not treated as a long term capital gain should not be
based upon the recipient's income and marginal rates In a single taxable year.

3. Any averaging method which applies to part of a lump sum distribution
should contemplate payment of the taxes due on the distributions once and
for all at retirement. The possibility of refunds following calculation and pay-
ment of taxes should be avoided.

4. Any averaging method should be simple. It should not entail complica-
tions such as those which H. 13270 would entail.

Since the present method of taxing lump sum distributions meets all of the fore-
going tests, it should not be lightly discarded.

The CHARMAN. Now, Mr. William Drake and Mr. V. Henry Roths-
child II, American Pension Conference.
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"STATERM OP WITLIA F. DRAKE AND V. ]WRY ROTHSCHILD
UI OF THE AMERICAN PENSION COIL' R CE

Mr. Rorsonur. Mr. Chairman, my name is V. Henry Rothschild.
With me is Mr. William F. Drake. I am appearing on behalf of the
American Pension Conference. I am an attorney; a member of the
New York Bar. I am a member of the steering committee and also
the committee on legislation of the American Pension Conference.
The records of the American Pension Conference indicate that our
more than 800 members are associated with organizations which over-
see the administration of more than 70 percent of all pension and
profit-sharin funds in the United States. I am also authorized to state

ihat the position of the Ameridan Pension Conference has been en-
dorsed by the Council on Employee Benefits, an organization of 127
businesses, with approximately 7 million employees. With your per-
mission, Mr. Chairman, I would like to file and make part of the
record their letter authorizing us to appear on their behalf and to
state their position.

(The letter referred to follows:)

COUNCIL ON EMPLOYEE BENEFITS,
September 10, 1969.

V. HENrY RO TuSCITTLD 2D,
J05 Lexington Avenue,
,New York, N.Y.

Dp-B M. RoYnsci.iiD: This refers to the statement which you Intend to
present to the Senate Finance Committee on September 16, 1969 on behalf of the
American Pension Conference. As you know, the Council on Employee Benefits Is
also interested In the impact that the tax reform proposals would have on private
pension plans. Members of the Board of Trustees have reviewed this statement.

With the concurrence of the Board of Trustees of CEB and of Roger Vaughan,
Secretary of American Pension Conference, I should like to advise you formally
that CER wholeheartedly concurs with the APC statement and would appreciate
it If the Senate Finance Committee were to know that CEB, representing 139)
major businesses employing over seven million employees, wishes to be associated
with those comment& It is our hope that such an arrangement will add further
weight to your position. We certainly commend you for your efforts .

Sincerely, R. A. ALDIUOIK, Presfdent.

,°*i 
' , ' '

, . '1 *' ' . . . .
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Mr. JIQTIISUHnLD. Finiilly, I also am chairman of the New York
State Bar Association Committee on ,mjployee Benefits which has
filed a report on seven measures includeAl in I .R. 13270.'That report
sets forth the same position as that of the American Pension
Conference.

I want to make one point and one point only. My point is simply that
if capital gain rates are increased and ordinary income tax rates are
reduced as proposed in the bill, the dilforence between the capital gains
tax on lump sum payments and taxes on ordinary hicome from a typ i-
cal annuity is so relatively small as to call for continuation of the
simple avera going formula represented by the capital gains treatment.
In other wolis,]t's forget about the term "capital gains" and think
of an averaging formula which involves taxing *0 percent of lullp
sum payments at ordinarily income rates. Them is just, not that much
difference between this tax and tlxes payable on ordinary income
basis-generally as a lifetime annuity.

We have pre pared tables to show that in the majority of cases the
taxes are actually more on a lump sum payment than on an annuity. I
am not going to go into those tables hev. ihey show that even going
up to a distribution as large as $500,000, the taxes would be relatively
the same unless the individual receiving it has substantial outside tax-
able income.

InI conclusion, the bill proposed that the averaging method repre.
seated by capital gains treatment be applied to the entire lmp1) sum
payment other than that part represented by einployer contributions.
We respectf ully, submit that there is no persuasive reason not to apply
the same averaging method to that part as well.

Mr. DiAK~E. Mlr. Chairman, members of the committee, I am Wil-
liam F. Drake of Peat, Marwick, Mitchell & Co. I am chairman of the
committee on legislation of the American Pension Conference. I ad-
dress myself to ump sum distributions under qualified pension and
profit-sharing plans-section 515 of 11.R. 13270.
The American Pension Conference believes that the bill in its present

form imposes an oppressive burden upon Government and taxpayer
alike due to the complex additional administrative functions required.
Last night's nationally syndicated colunm by Sylvia Porter stated, and
I quote:

l~ew business or professional men yet grasp what a mathematical horror and
additional expense the new tax law might be.

Now Mr. Chairman, please understand I don't mean to criticize the
entire ill, but the quoted passage seems quite apropos of the provision
being discussed.

Senator BEmNNmr. Why not, Mr. Drake I [Laughter.]
Mr. DAKE. Touch.
The employer contributions and forfeitures subsequent to Janu-

ary 1, 1970, must be segregated and then allocated to individual em-
ployees to whom ordinary income tax rates are to apply. The bill also
would require similar segregation and allocations of earnings on these
funds to individual employees to whom capital gains tax rates may

Those of us who deal with pension plans recognize that no employer
contributions are allocated to specific employees covered by most quali-
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Bed, penion plans and public pension plans, too. The exception is
primarily in the area of certain ty. s of insured plans for small
employers. Generally, company contributions are held on an unallo-
catd basis, with sufficient funds accumulated in a combined pool to
pay the required disbursements as they fall due.

The requirement to allocate employer contributions among indi-
vidual employees would result in a major retooling of, and increase
in the administrative expenses of, most qualified pension plans.

As has been demonstrated by my colleague, Mr. Rothschild, the
end results simply do not justify this additional expense.

Pension plans are rarely static. Each plan change in the area of
benefits generally requires additional employer contributions and, with
respect to such changes subsequent to January 1, 1970, would result
in additional complications in the administrative aspects of pension
plans.

Further complications involve the application of income averaging
provisions which in certain circumstances, apply retrospectively and
in others are applied prospectively. This ultimately requires a retired
employee to recompute his tax for 5 prior years to determine if he
is entitled to a refund.

This will be a unique experience for the vast majority of retired
employees and one well beyond their personal capacity to cope with.

Previous witnesses today have quite adequately and most accurately
described the almost unlimited number of tax computations to be
required of a retired employee which would ultimately result in a
refund of a tax overpayment.. This would be the unhappy lot of
most low and average income bracket taxpayers.

Mr. Chairman, these are American citizens who have always paid
their taxes on a simplified form. How in Heaven's name can they be
expected to persona ly prepare the tremendously complicated tax re-
turns this bill would require, if, indeed, such a tax return form can
be designed I And most taxpayers who receive lump sum distributions
will, in fact, have overpaid their taxes because their income in the
year of separation from service is bound to be higher than in the
folowing 4 years.

It seems to us that claims for refunds, which are basic to the aver-
aging theory in the bill, must be considered largely illusory. The
retired employees must not only maintain completed and accurate
records which, historically, they haven't done, but will find it necessary
to retain competent tax consultants at heavy exDense.
,. mp-.sum payments? pr ticularly under profit-sharing plans, and
well administered pension plans, too, have always been recognized as
providing a useful and desirable function for the retired. Therefore, it
is recommended that in the interests of a simple fair method of solving
the "bunch income" problem upon receipts of a lump sum in one tax-
able year, that the present method of tax treatment be retained.

Thank you.
The Ciaummi . May I just say this. Mr. Drake, and Mr. Rothschild,

what we are seeing here is one good reason why you shouldn't have two
Houses of Congress with a closed rule, just one. Do you understand
what I am talking about I

'Mr.DRiux Ye sir.
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The CHAIRMAN. Because when this bill was passed in the House of
Representatives, there was a great hue and cry about tax reform and
the fact that 154 millionaires got away with a lot of money without
paying any taxes. The House was asked: "Do you approve of that?"
Well, of course, we don't approve of that. I am against that. I think
everybody is against it. We all think if a man made a million dollars
in a year he should have paid some taxes. But having been told that
and given that image, then someone charges down the way and here is
some fellow who has worked his lifetime out to accumulate a little
something and he gets his pension plan retirement. So they foul up
his pension plan for him to where he can't figure what he owes to beginwith.

Then the thing is sent to us and we are told we must pass this before
we can consider any other revenue bill.

Well, now, I don't think anybody can sustain the case for doing what
the House did about your lump-sumi pension settlements if they have
to debate that item alone. But if the House is told that you have to
vote it all up or down, either take it all or leave it, then maybo you have
to vote it, "yes." But I am sure you will find a lot of support for your
position both in this committee and, if need be, on the floor of the
Senate because it sounds to me as though the Treasury should have
taken the same attitude towards this item as they did towards the other
items of deferred payment. That ought to be studied and they ought
to try to work up some reasonably simple plan that people could uner-
stand if they are going to change it.

I think you made a very fine statement and-
Mr. DRAKE. I think you have, too, just now, Mr. Chairman.
The CHAIRMAN. You can be assured that your position will be care-

fully considered by this committee.
Senator BeNNmt. No questions.
Senator Mrmu. I would just like to ask whether or not you would

favor leaving the lump-sum distributions alone but at the same time
treat the capital gains as a limited tax preference and also put them
in the allocation of deductions approach which the Treasury has
recommended.

Mr. RorjhSCmLD. Senator, if this averaging method is used and if
they are treated as capital gains I think they should receive the same
treatment as other capital gains. In other words, whatever the tax
preferences are, or allocation of deductions rules are, they should
aply similarly.__Senator ial. You are saying if other capital gains receive that

treatment, these should, too. But-
Mr. Ro'scmim. On the other hand, sir, if I may sa it, our point

is the term "capital gains" is, in a way, a misnomer. This is only an
averaging method. That is the way we think of it. The term "capita!
gains" has become sort of, particularly at this hearing, during the
course of this morning, a sort of a term of disrepute. Thisis not, should
not, be thought of as capital gains. This is an averaging method-50
percent of the total of a man's money being taxed as ordinary income.

Senator Mrum. Do you support the inclusion of capital gains in
the limit on tax preference treatment and also for purposes of alloca.
tion of distributions?

88-88 5-69--pt. 8- 16
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Mr. RoTmscHI. We have not specifically considered that point at
the American Pension Conference. However, my own personal view is
that, if they are treated as capital gains, they should have the same
treatment as other capital gains, whatever that treatment is.

Senator ir.IT.r. Thank you.
Mr. Ro'HSnciiiL. Did I answer your question satisfactorily, sir?
Senator Miujn. I think you answered it as honestly and as factually

as you are in a position to answer it. Thank you.
(Prepared statement of William F. Drake and V. Henry Rothschild

II, follows:)
STATEMENTS or WILLIAM F. DRAKE AND V. HENRY ROTUSOHILD I, AMERICAN

PENSION CONFERENCE

SUMMARY OF PRINCIPAL POINTS

1. The Tax Reform Bill, as passed by the House of Representatives (i.1.
13270), proposes to tax benefits under qualified retirement plans accrued after
December 31, 1969 attributable to amounts contributed by the employer as ordi.
nary income under a five-year "forward" averaging formula (five times the
increase in tax resulting from Including 20% of the distribution in gross Income).
If the tax paid by the employee proves, at the end of the five-year period, to be
more than the tax that he would have paid, for each year during such five-year
period, on 20% of the distribution, the employee would be entitled to a refund.

2. The five-year carry-forward formula with the proposed procedure for refund
claims would involve administrative complexities and heavy burdens on Govern-
ment and taxpayers alike, with a special burden on retired employees who have
not customarily retained tax consultants. Particularly if the 25% ceiling on the
tax on capital gain is to be removed and taxes on earned income are to be reduced,
its proposed In the Bill, the disparity between the rate of capital gains tax on
lump sum payments and the rate of ordinary income tax on annuity payments in
lieu of a lump sum will be sufficiently small in the preponderance of cases to
warrant continuation of the present simple method of taxing the entire lump sum
payment in excess of employee contributions at capital gains rates.

3. It is accordingly recommended, In the interests of a simple, fair method of
solving the bunched-income problem upon receipt of a lump sum in one taxable
year, that the present method of capital gains treatment be retained.

September 8, 1969

STATEMENT CONCERNINo TAx REfoRM BILL PROPOSALS RELATING TO INCOME TAX
TrATMENT Or LUMP SUM PAYMENTS FROM PENSION AND OTHER QUALIFIED
PLANS

SUMMARY OF PROPOSED OHANKOE

Under present law, if an employee (other than a self-employed individual) re-
ceives his total accrued benefits from a qualified plan in a distribution within one
taxable year on account of separation from service or death, the amount of the
distribution in excess of employee contributions Is taxed as a capital gain, rather
than ordinary income. Section 515 of H. 13270 (the Bill) would limit this capital
galin treatment to the amount of the total distribution in excess of employer con-
tributions made during plan years beginning after 1969. Thus amounts attribut-
able to employer contributions made during plan years beginning after 1969 would
be treated as ordinary income, table at regular income tax rates.

'he Bill provides for a special five-year "forward" averaging of the amounts to
be treated as ordinary income, provided the employee participated in the plan
for at least five year. Under this averaging method (which under present law
applies to lump um distributions to self-employed individuals), the employee
would compute the Increase in tax as a result of including 20% of the ordinary
Income amount of the distribution In his gross income for the taxable year of dis-
tUbudon, and then multiply the Increase In tax by fire to determine the amount
of tax a the ordinary Income portion. ,

T Bill further provides that an employee may recompute the tax paid on the
ordinary income part of the distribution at the end of the five taxable years by
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including 20% of the ordinary income amount In gross income for each of the five
years and determining if the tax he would have paid had he received the amount
ratably over the five years is less than the tax he had actually paid under the
five-year forward averaging rule. If the recomputed tax is less, the employee
would be entitled to a refund. If the employee dies within the four-year period be-
ginning on the last day of the taxable year of the distribution, the employee's
estate would be entitled to a refund if the tax paid by the employee exceeded five
times the average of the increase in tax which would result from the inclusion of
20% of the ordinary income portion in the gross income of the employee for each
of the taxable years the decedent lived in the five-year period (excluding the
year of his death).

The amount of the distribution treated as a capital gain would be eligible for
averaging under the provisions of the Bill (f 311) permitting capital gains to be
included In income averaging. However, if the employee chooses the benefit of
income averaging, the Bill provides that the five-year carry-forw, rd averaging
provision for the ordinary income portion of thp lump ,-i distribution would not
be available to him.

REASONS GIVEN FOR THE PROPOSED CHANGE

The House Ways and Means Committee gave the following reasons for the
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 means of achieving an "averaging" effect for these amounts re-
cvived 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 more
favorable capital gains tax rate.

2. The capital gains treatment allows employees to receive substantial amounts
of what is in reality deferred compensation at a more favorable tax rate than
other complen.-;atlon for services rendered. The more significant benefits from capi-
tal gains treatment of substantial amounts go to those with adjusted gross income
of over $500,000.

CONCLUSIONS Or THE AMMOERAN PENSION OONFERENCE

1. Te five-year carry-forward formula with the proposed procedure for refund
claims would involve administrative complexities and heavy burdens on Gov-
ernment and taxpayers alike, with a special burden on retired employees who
have not customarily retained tax consultants.

Rules and procedure would have to be developed for determining the portion of
-a lump sum distribution attributable to employer contributions for plan years
beginning after 1969. The allocation of a distribution into portions representing
employer contributions, forfeitures and investment earnings would add adminis-
trative burdens and costs to Government and employers. Such allocation would
be particularly burdensome and expensive in the case of the typical aggregate
funded pension plan in which individual determinations are rarely made or rec-
ords kept of the amount of employer contributions (including forfeitures) or in-
vestment earnings which could be considered attributable to specific individuals.
-Ultimately the added administrative costs of preparing and maintaining such
records would be reflected in the amount of the employees' benefits.

Computation of the amount of tax on the lump sum distribution would be ex-
tremely difficult for most employees, requiring the assistance of tax advisors. In
.most cases, employees would be over-paying the amount of tax ultimately due
under the special refund limitation. The over-payment would be due to the fact
that the employee's gross income for the taxable year of distribution would be
increased by one-half of the portion of the distribution attributable to income and
appreciation, putting him In a higher tax bracket than he would be In the years
after distribution. Thus most employees would be faced with the complex, burden-
some task of making the refund computation five years later if they want to re-
ceive a refund of the overpayment.

2. We do not favor the substitution of the five-year carry-forward averaging
rules with the procedure for refund claims as a substitute for capital gains treat-

-meat In alleviating the bunched-income problem of a lump sum distribution, for
-the following reasons:
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'(a) Particularly If the 25%', ceiling on the tax on capital gains is to be removed
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 lump sum payments end the rate
of ordinary income tax on annuity payments in lieu of a lump sum will be sum.
clently small in the preponderance of cases to warrant the continuation of the
present, simple method of taxing the entire lump sum payment In excess of
employee contributions at capital gain rates.

(b) Capital gains treatment, under the proposed new capital gain rules of the
Bill, provide a workable, equitable solution to the bunched-income problem
caused by receipt of the entire amount attributable to employer contributions in
one taxable year.

It is acordingly recommended, in the interests of a simple, fair method of solving
the bunched-income upon receipt of a lump sum in one taxable year, that the
present method of capital gains treatment be retained.

Attachment

COMPARISON UNDER H.R. 13270 or CAPITAL GAINqS TAx TREATMENT OF LUMP SUm
DISTRIBUTION WITU TAx 'JTRATUENT OF ANNUrrY PAYMENTS

EXPLANATORY NOTES

The following tables show the difference in taxes payable under lump sum and
annuity distributions of tual value, using tax rates proposed In I.R. 13270, 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 15 years.

The taxes applicable to the annuity distribution represent the present value of
total taxes payable over n 15-year period. The annuity payout Is assumed to start
at age 65, the normal retirement age, and the 15-year period represents the aver-
age life expectancy of a male aged 5 (lnconwv Tax Rcpulatiote, Sc. 1. 72-0,
Table I). 'The annuity payments are based on a 5% annual Interest rate.

Taxes shown asume a married taxpayer filing a joint return under the tax rates
proposed in H.R. 13270 for taxable years after 1071, assuming that the 25% alter.
native 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 year&

In Table 1 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 employe'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 B. Stuchiner with
the assistance of George B. Buck Consulting Actuaries, Inc. Presentation of these
tables was prepared by Towers, Perrin, Foster & Crosby, Inc.)

TABLE I.-42 500 TOTAL DISTRIBUTION

LumC-sum Annuity
dlstribution distlbution

Tais (prmnt v&ue).. -- $3 660 $3 434
Taxess p rnt of t '' j't'but Ion'------ ------------------------- 14.6 13.7

TABLE .- $00,000 TOTAL. DISTRIBUTION

Lump-srn Annuity
distriu n distribution

Ta. (posnt vaot t a m ......................... 2 u y 054a er "M 4t l of totsl distribution ...................................... i1.8 a, .17.1
TII (lefss v,. suswm1 , oter able Incle-..................... 13 4ri 20, 5

T" 4 206
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TABLE 3.-=200000 TOTAL DISTRIBUTION

Lumpsum Annlty
distribution distribution

Taxes (present value) asuming no other taxable income ......................... $53 704 $40 916
TI S rcet total distribution ........................................ . . 5

Taxes (preumnt vile) asseminl $,0othrtaxable income .................... 56561
Taxes as percent o total distribution ................................ 7 3

TABLE 4-4500,000 TOTAL DISTRIBUTION

Lump-sum Annuity
distribut ion distribution

Taxes (present value) assuming no other taxable income ......................... $1679 56 $157 5U
Taxes es percent W total distribution ..................................... W S I.

Taxes (present value) assumlnl $,0,000 other taxable income .................... 17 2To its as percent of totsl Istribution ...................................... nN

Sen ator BF. N rr (presiding). The chairman has left us.
Trhis concludes today's list of witn.qes. We will meet at 10 o'clock

tomorrow morning. Thank you very much.
(Theie follows writtea testimony received by the conunittee ex-

privssing an interest in the subject ofh ump sun distributions from pen-
sion and profit sharing plans:)

CORPORAIK FIDUCIARIMs ASSOCIATION OF CHICAWo,
Chicago, IM., Saptember so, 1969.

lion. RUSS.LL B. roNo,
Chairman, Committee on Finance,
U.S. Scemte, Waehington, D.C.

DE:AR SEN .TOR Loxo: This written statement Is submitted by- the Corporate
Fiduciaries Association of Chicago in lieu of a personal appearance. The Asso.
elation represents all the major banking institutions In metropolitan Chicago
which have trust powers. These banks are corporate trustee or agent for hundreds
of thousands of employees and dependents who as beneficiaries under profit
sharing plans would be adversely affected by the proposed change in the tax
treatment of lump sum distributions.

We conservatively estimate that 85% of the profit sharing plans which we
service provide for a lump sum benefit. In order for a profit sharing plan to quel.
Ity, it cannot by definition discriminate In favor of highly paid personnel so that
many average employees have a major stake In this proposed change. At a time
when Congress Is showing great concern over the financial needs of older citl-
zens, It is hard to believe that It would enact a law which wold discourage
the establishment of profit sharing plans and deprive millions of people from
sharing in the prosperity of the companies for which they work. In many cases,
these tunds are their only form of savings for retirement. Certainly the restric-
tive legislation would impair the growth of existing funds and remove the incen.
tive for the establishment of new ones.

Very truly yours,
VAN R. OATHANT, Proeldent.

DALLAS, TEl.,

Senator RALIP- YABOIOUOIS,

FcderOf 0fice Buildng,
Austi8N Tee.

DEAR SENATOR YAPHoRouon: It is my understanding that the Tax Reform Act
of 190, wtlch has passed the House of Representatives, would eliminate the
capital gains treatment on lump sum distributions from pension and profit
caring plans.
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I am sure you can see what a hardship this would impose on those of us who
have attempted to provide for our retirement Income. Such a change in the
tax laws would be discriminatory against those of us who are trying not to be
dependent on others after we retire. I would hope that the Senate would be able
to eliminate this provision from this act.

Sincerely,
E. F. AYUOND, Jr.

AMIFAC, INC.,
Honolulu, Hawaii, August 12, 1969.11011. HIRCAM L. FONO,

U.S. Smcnator,
Arow Senate Offlc Building,
WIaehington, D.C.

D"AR 111Au: Thank you for your response to Don Nicholson's cable mes.age'
regarding the proposed changes in the Internal Revenue Code as they relate to,
distributions from the profit sharing funds.

Our profit sharing plan at Atnfac is an integral part of our retirement bwuitlt
program and the more than 2,500 members of our plans look to these betitl.,
at the time they retire from euiployment. This is generally true, also, for (h.
almost 10,000 employees who are members of other profit sharing plans In Hawaii.
The concern regarding these amendments is therefore a very understaindable oiw.

Two of our principal objections to the measure were eliminated in the coin-
mitteo's reconsideration when they decided to tax profit sharing fund earnings us
capital gains and deterred the unrealized appreciation on employer securities
to the time of sale rather than the time of distribution.

Taxing employer contributions as ordinary income even with the five year
averaging clause, however, will have a significant effect In the future of reducing
the retirement income of our employees. If anything like the present code treat-
ment of five year Income averaging Is employed this will be virtually mealing-
less in reducing the impact of the tax on the retiring employee. "Five year av-.
eraging" has the sound of being a fair and equitable approach but unfortuattely
it has almost no practical effect. Further, of all the Internal Revenue Code proi-W
sons it is one of the most complicated in its application even for the experts Ini
the field of taxation. Certainly it would be beyond the ability to cope for the ordi.
nary person. One of our nation's unique strengths has been our ability to rtely
on the American taxpayer for his voluntary computation and payment of his
taxes. The proposal amendments would be Just one more compelling reason for
him to throw up his hands in absolute frustration. Our recommendation would be
to continue the present tax treatment of profit sharing distributions.

If you feel you can concur with these thoughts I would be most grateful, it yotr
would forward this letter to Senator Russell Long.

My thanks and Aloha.
Sincerely, H, C. ExcuF~xanIaox

0haltinan of $he Board'

MNluet ADVKRTI8lNO AOENOY, Ir.,
Honolulu, Hawaii, August 5, 1969.

Hon. HISAU FONo,
U.S. Seate,
Wasegto, D.C.

Dzan SENTOR FoNo : I am writing to ask you to vote against the "Tax Reform
Bill" (I do not have the bill's number as of this writing). It is our under-
standing that the House Ways and Means Committee has included in Its "Tax
Reform Bill" a baide change In the taxability of lump sum distributions In profit
sharing or pension plan& We understand the proposal would break the lump
sum distribution Into two part&

A. That part which represented the Investment growth over the years would
tontinue tobe taxed on a capital gains bw'ds.
B. The, balance (aemntally the employer's contributions) would be laxed as

otdh&ry Income pos ibly with a provision that It could be spread over a nuin-
ber of tax years.

We believe the principle points are these:
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I. Capital gain treatment of lump sum distributions is a highly Important fac-
tor of qualified plans, which in turn have been tremendously beneficial for a
great many people of all income levels and for the economy as a whole.

Emasculating this key provision would tend to discourage further plans and
could leaid to the termination or diminution of existing plnns.

2. capital gain treatment has been counted on over the years by enormous num-
bers of Ivirticilants in these plans, gain of all income levels. Tile propo*,d
change would upset their planning for their retirement and would in many
cases force a reduction of retirement income.

3. Capital gain treatment Is available and can be highly advantageous to all
participants, from those of very modest means to the highest income people.
Because of the 25% ceiling, higher income people may seem to have a greater
relative tax advantage. This may not be true when the tax advantage is con-
sidered in relation to an individual's total financial situation. The tax advan-
tage is more important to people of modest income because the distribution from
a pln represents a much greater part of their total Income or estate.

Iii short, the proposed change would hurt all partlclpants, including the great
majority of modest means.

4. The proposed change would penalize unreasonably those participants who
are terminated before retirement or who enter a plan at an older age-,ince there
would be fewer years to build up the investment growth on their shares.

0. The proposed change would add significantly to the computation and record
keeping burden for such plans.

I hope you will give serious consideration before voting and that you will vote
against the provisions in this bill.

Best personal regards,
FRAN K VALENTr,

rxou tie Vicec Prcaident.

(Wheroupon, at 3:40 p.m., the committee was adjourned until
Wednesday, September 17,1969, at 10 a.m.)





TAX REFORM ACT OF 1969

WEDNESDAY, BEPTEMBER 17, 1ON

U.S. SE11NE,
Conmrrrr oz;FNAG

Wahmigion, D.O.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Building, Senator Russell B. Long (chairman),
presiding.

Present: Senators Long (presiding), Andersont Gore Talmadge,
Byrd of Virginia, Williams, Bennett, Curtis, Miller, Jordan, and
Faunin.

Also present: Tom Vail, chief counsel.
The CHAtMHAN. Mr. Rockefeller, will you please come forward?

You are one of Mr. Javits' constituents and I am sure he would be
willing to let you testify first. We are pleased to have you and we
are very proud of the work you have done in many different areas-
health, research, a great many others-through the Rockefeller Foun-
dations. May I say I am well aware of the way the Rockefeller
Foundation has been handled under your leadership. We hope you will
continue that fine work and that nothing in this bill will prevent you
from continuing.

STATEMENT OF JOHN D. ROCKEFELLR I, OP NEW YORK CITY

Mr. RocirnmLn. Thank you, Mr. Chairman, members of the com-
.mittee, I have a number of aM iations with philanthropic organizations
but I appear here today as an individual, as a citizen concerned with
the future of philanthropy in the United States. I appreciate the
opportunity to testify because I am deeply troubled by the conse-
quences of some of the provisions of the bill before you as they affect
philanthropy.

I am particularly troubled because I think philanthropy is so impor-
tatit to the solution of two massive overriding problems which face
our society today, problems of a magnitude and difficulty such as we
have never before -had to deal with.

The first is coping with poverty, racial conflict, the urban crisis,
population growth, widespread unrest. The second is meeting the
rapidly approaching financial crisis of our privately supported non-
profit institutions: hospitals, colleges, libraries, museums The deficit
gap of these institutions is getting larger and larger with no visible
4r'ospect of new sources of finds other than Government. In both of
Nese areas of mounting concern I believe that private initiative has a
tremendously important role to play. Today as I see it, philanthropy,
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whether individual or institutionalized, provides the channel through
which private initiative can be most effectively expressed with regardto
social problems. Our pluralistic system is almost unique in the world.
Instead of all social problems falling to the Government, our system
makes it possible for private citizens and private organizations to help
solve them. With foresight and wisdom Congress historically created
the conditions for such a system and has consistently maintained them
over the years.

Now, at the very time that the challenges confronting our society are
greater than ever before, when the role of philanthropy is potentially
more important than over before, the Convreq is contemplating a re-
versal of this fundamental policy. The bill now before you would up-
set the delicate balance of our pluralistic system which has encouniged
private initiative to help in such a meaningful and constructive way
in coping with society's problems. The net effect of the bill is nothing
short of revolutionary in its impact on the role of philanthropy. It
would start a trend away from pluralism and private initiative at the
time of the greatest need and opportunity.

Philanthropy has been my life's work. Based on my experiences and
assesment of the current situation, Mr. Chairman, I would like
re1spectfully to put before you my views on what I believe should be
the four overridini-

The CHJAMAN. Mfr. Rockefeller, if I might interrupt you for just
a moment. While you have been testifying, your Senator, who I am
sure is very much interested in your testimony, has arrived in the
room and I would like to ask Senator .Javits to sit with the committee
and if he is so disposed I will invite him to take his turn and I will
offer you, Senator, one of our Democratic seats. Then you will be more
available to the television cameras than if you take one of the junior
Republican seats. Go ahead Mr. Rockefeller.[r. Roc r. ua. Based on my experience and assessment of the
current situation. I would like to respetfully put before you my views
as to what I believe should be the four overriding objectives in your
deliberations.

First, abuses in philanthropy must be eliminated. In my op in.oi the
great ilajorty of the persons in philanthropy are honest and are com-
mitted to public service rather than personal gain. They are more
eager than anyone else to have abuses stopped because the wrongdoing
of the few tends to impugn all. We need wise measures that can be
effectively and justly applied,

. applaud a number of measures in the bill relating to foundations
which move forthrightly in this direction. I believe even mcre can
be done, The idea of a user fee to pay for complete audits by the
Internal Revenue Service is excellent, Could not the fee be shared
with 'the States to further support the broad-ranging powers of
the a. rne( general in assuring that philanthropy lives up to ts

of .be|e as to objectjves is that pht nthrpopy must be mawn-
4 d *, 0, * *0 1 ed rather than cut back. We need more reso~nrxs
thaer'i 0 .4 r w ve with, 'resent inducoment and incentives fot

, ait'ig ,the 6ow o unds !s oriulclsy Sho t. This situation
1imIdbA4loX sy aggraated if to were now to be taken to reduce
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the incentives. But this is precisely the impact of a number of the
provisions iII tile bill before you.

I strongly believe that every individual above the poverty level
should pay taxes but this need not be done in a way that forces such
drastic cuts in the incentives for charitable giving.

The third objective, Mr. Chairman, is that philanthropy must be
venturesome. In my judgment a foundation titat never makes mis-
takes is not worth very much because this is a sure sign it never at-
tempts to deal with the really tough problems. It must pioneer now
fiel take calculated risks, identify new needs. These are the historic
functions philanthropy hals performed best in our pluralistic society.

However, the bill before you contains htuiguage restricting program
ct ivities that would almost gparantee that donors and foundations

would be supercautious in their giving afnaid to engage in anything
but the safest and surest of activities.-Y am advised that the language
of the existing law is adequate in prohibiting political activity by
plulanthropy. The real need is to enforce 1 ie present law more
"igorously.
Tie fourth objective is to forge a more effective sense of partner-

ship between philanthropy and Governnient. Because of the complex-
ity and magnitude of so many of our national problems, Government
and philanthropy have worked together more and more in recent
yearm The activities of one supplement the other or there may be
joint funding of a project. The result is a good deal of creative inter-
action between Government and philanthropy and a variety of ap-
proaches to problem-solving rather than one monolithic approach.
Any partnership must be built upon trust and confidence but tihe
present bill inilitates4 against this. Under it there would soon be in-
creasing isolation, one from the other, rather than partnership.

In conclusion, Mr. Chairman, may I saT that I am concerned thatyou may feel my testimony is unresponsve to the s 'ecifl and im-
mediate problems with which your committee is faced and the pros-
sures that are upon you. I debated long and hard as to what form
my testimony should take. I finally decided that, based on my experi-
ence, I owed it to you as well as to myself, to speak out frnkly, taking
the long look ahead.

To me, this bill before you raises certain question. that are funda-
mental to our society. 1ow aired we going to meeit the almost overwhelm-
ing problems that face us today I Does Govermuent really want to take
them on singlehanded? What is to happen to our private institutions
which play such an important role in our society Does Government
really want to take t hen over, with all that tlat implies, or to at least
pay out vastly iicreasel suis for their Sul)port?

'What about the character of our society itself and the role of the
individual in it? Have we reached the t)oint where we feel that initia-
tive and deeisionmaking should pass uimily to Governmentt _

If the bill before you should be passed substantially as it stands, we
would be taking the first major step away from pluralism and to-
ward a monolithic society. I do not believe that that is what ti Con-
gress wants or any of us W'ant. And I do not believe that this approach
v; necessary to uelt the l)robl'ms with which your connuittee is faced.

PerIsonally, I have great confidence ihi the future of our qountry.ap
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our society. I believe we con accomplish almost anything to which we
set ourselves. The pluralistic appwaach has brought us to where we are,
to our position of world leadership.

I have no question that as a result of the lessons learned from these
hearings and with the elimination of abuses, there can be close and
effective cooperation bet ween Government and the private sector to the
advantage of all concerned. And in this framework I believe our over-
riding social problems can be met and our private institutions saved.

The CHAIRMA^N. Thank you very much for your statement, Mr.
Rockefeller. I believe it might. be just as well for us to make a matter
of public record something which is known to you and known to me.
I think it spea with credit to vou and I do not think it reflects any.
thing that has to do with discremlit to me. That is the fact that at least
a year ago you came to me and discussed the foundation problem and
the very problems you are discussing here and in fairness to you and
me, I think your views have been somewhat modified and so have mine
since we first discussed this matter. I am not concerned about taxing
or doing anything to correct the activity of the Rockefeller Founda-
tion, but I am concerned about niore than 20,000 other foundations that
I do not think have the same credentials that yours has. You had some
doubt that the Federal Govermnent ought to interfere in this matter
at all. I believe that since that time we agree that neither you or I knew
what these other 20,000 foundations were doing and I think even to
this very day, even though both of us have tried to find out, I do not
think either of us know a bout these other foundations.

You are nodding your head and that means you have spent as much
time in the witness cair as some of the other witnesses.

Mr. ROo(m L RR. That is right.
The CHAIMAN. You and I tried to find out what they try to do with

all this money and what is this thing all about, Has your foundation
been audited IMr. RomrCELLF.R. Well, we have an audit that we commission our-
selves. You moan Internal Revenue Service?

The CHAMMAN. No. I mean has anybody audited you-
Mr. RocHznIhr. We do it ourselves. We retain a firm of certified

public accountants.
The CHAIIMAN. The answer to the question is "Yes," but it is my

understanding that with regard to more than 20,000 foundations that
are not known such as yours is, that less than 5 percent and perhaps less
than 2 percent of them have even been audited by their own auditors so
that nobody knows what they are doing with their money. Now, fur-
thermoreo, some of us have reason to believe that some of the things they
are doing wore things never intended by Congress. For example, we
never intended that the existence of a fo!':idation should be something
to permit a man to avoid his tax liabilities to this Government.

I was concerned a while back that someone told a member of this
committee that a certain oilman paid no taxes and I undertook to find
out why. It turned out that every time he owes something to the Gov.
rhkuent h just takes some of his oil company stoMk and puts it into

lVA foundation. He still owns the stock and I do not know whether he
des wanthing for charity or education. I am not trying to put that at
your doortep. All I am saying is that there are some things that have
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happened that do not seem right to some of us and we think they ought
to pay taxes.

Now, you made a statement here that you think that philanthropy
should volunteer venture capital for attackilng problems. .1 think that is
right. It also occurs to me that philanthropy should advance debenture
capital for attacking problems. For example, there are a lot of situ-ations in whioh people would like to help find outstanding people of all
races to start nov businesses, to improve their communities, not
through a grant, but through some loan capital on rasonable terms
where it is a good proposition and they think they can make it pay off.
It occurs to me that you can cut with two edges, tiat you can loan
money in ways that you would make money and that those people in
turn would also be doing good work with that kind of capital. Are you
doing anything of that sort in the Rockefeller FoundationI

Mr. RocMEFELrYR. We are not. Other foundations I know have.
The CHAIRMAN. 1 would hope you would look into it and I would

hope that others would.
Now, there is this question. It was raised by Senator Talmadge previ-

ously in questioning other witnesses. Should a foundation be e.ititled to
immortalityI

Now, the question comes to me that if it is to be entitled to inunortal-
ity it ought to earn immortality by the woik it does. I see you are
nodding your head, that you agree. If the foundation does such fine
works tiat it deserves it, fine. I am sure you realize that if weplaced
taxes on foundations as some suggest we should that would keep
money from going into foundations that is presently going there and
you have so suggested by your testimony.

Now, if by keeping the money from going into those foundations
we caused it to be donated directly to the universities or directly to the
charities or directly to the worthwhile undertakings which these foun-
dations seek to support rather than to go into foundations, can you say
that a billion dollars of revenue would go directly to the churches,
charitable organizations, rather than the foundations Can you say
we would have done something bad by achieving that result?

Mr. RocxzFELF. I think the individual donor should have the
choice, that his decision should not be prejudiced one way or the
other. I am all for the full support of the museums, universities, hos-
pitals. I think that is tremendously important, My only concern is that
the way the bill is written it is prejudicial to the foundation.

The CHAnIMAN. I see. If I understand your position, let us take a
situation. Here is a worthy young child who will not have the oppor-
tunity to go to college, but you and I agree he should. Now one could
make a grant that would result in this child receiving an education in
this generation or he could put this money in a foundation with the
result that the foundation would earn money on its investment and over
a period of time it would be able to perhaps start out making, say, 6
percent of that amount of mone available to that youngster. It would
not put him through school at al but down through the years it would
perhaps eventually achieve some good, but that would follow in future
generations not this one.

Now, do [ understand your argument to be that he ought to have
that choice to put his money in a way that it would eventually do that
same amount of good even though it will not achieve it todayI
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Mr. Ro0KEFEjL.L. I see your point. On the other hand, I happen to
be interested in the population field and specifically in an organization
known as the Population Council.

The CHAIR AN. I am well aware of that and I applaud you for
doing it.

Mr. RocKwma. Thank you. Under this provision that we are
discussing people giving to the Council would be penalized so to
speak. S6 that whAN your child would be getting an extra benefit,
an extra push in this direction, organizations like the Population Coun-
cil, which I believe are pretty basic t9 our efforts today, are put in a
secondary category. My feeling is that it is difficult to legislate on
matter like this, that certainly we should do everything to encourage
large sums going to the institutions I am referring to and to thie
child that you are referring to. But I question if we can wisely decide
that certain institutions which in my judgment are doing equally
important work should be put in the class B category.

The CuAIRMrN. May I say, Mr. RockefellerI think on every point
that I have been able to persuade you I am right, I agree with you,
and on every point that you have been able to persuade me you have
been right.

Mr. ScumvuNru. May I just say something. My name is Robert Scriv-
ner. I am an associate of Mr. Rockefeller. If I understand your ques-
tion, I think I might be helpful. As I understood it, you were con-
cerned about the possibility of grants being made directly to schools,
churches, hospitals, et cetera, instead of tlirou gh foundations and it
occurred to me in that context one might consider the creation of the
National ferit Scholarship Fund. This was done by the Ford Founda-
tion and it spawned an awful lot more charitable money, large con-
tributions by major business corporations and the whole testing pro.
codure, et cetera. So, what I am sa ing is that there is more that hap-
pens when the money goes from the donor to the foundation than
simply if the money were going from the donor directly to the scholar-
ship fund or to the Council or so on.
The same thing, I think, characterizes Mr. Rockefellers description

of the Population Council. It would be literally impossible for a single
donor to make grants in the population field which would have had
the same effectiveness as the grants by the council. The Population
Council has done a 'ob, so to speak, with the charitable money that
could not have been done if an individual had done it directly.

The CHIIRMAN. In some respects you can have the total inaction,
people putting money there and it doing no good for anybody. Now,
at this very moment if I could find the tune. I would seek to find out
who from my part. of the country have money sitting there in foun-
dation. If they do not do anything with that money, I am in favor
of taxing them. If they keep it there for their own advantages, then
I am in favor of taxing the eyeballs off of them.

So, it gets down to about the same thing you are talking about
here. If t e foundations will do the job we would like them to do, and
I think yours is, then they should be given favorable tax treatment.
If they are not going too that job and they are going to do it for
other pur'poes, then it i my feeling that they ought tbe taxed like
everybody elm.
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I see your ]lead nodding. Does that mean you agre?
Mr. ROCKEFELL.it. That payout idea is in the direction I am talking

about, to require annually that the total income -
The CHAIRMAN. It seems to me that this idea-if you want im-

mortality you ought to earn it. Even a blind hog ought to find an acorn
once in a while and if you take your foundation money and all the
tings you have done with it, after 20 years or 50 years you have yet
to do a single worthwhile thing, then it seems to me you ought to be
required to go out of existence, phase out.

fr. ROCKFAELLER. I did not mean to be speaking just for the
Rockefeller Foundation. I meant to speak for what I believe to be the
great majority of foundations.

The CIFARMAN. You set that in motion.
Mr. Rocx w L'L . I agree with you that there are some that are

doing wrong but I think the great majority are in the right direction..
The CHAiRMAN. Well if you find out what you are trying to find

-it and I find out what i am trying to find out, then we will find out
,. hether a majority are moving i the right direction.

Thank you very much.
Senator ANDERSON. Mr. Rockefeller, I remember in 1919 the great

help to the International Health Board the Rockefeller Foundation
did for our State. I have not forgotten that. I appreciated it very
much then and I appreciate it now.

The ChAIRMAN. Want to recognize the new member of our commit-
tee whom I am sure will make a great member and will be of great
service to this Nation, Senator Hansen.

Senator, will you stand up I
Senator HAzrSEN. Thank you, Mr. Chairman. (Applause.)
The CHAIMAN. Senator Hansen is a great Senator from Wyoming,

and I know he is going to make a great contribution to this committee.
Senator John Williams?
Senator WuIxiM:A Mr. Chairman, first, I want to join in extending

a welcome to Senator Hansen to this committee and agree with you
that he will make a great addition to our body.

Mr. Rockefeller, I was well pleased with your statement here and
glad that you openly recognize that there has been some abuse in this
area and that it is the abuses which we need to correct without at the
same time destroying the principle of philanthropy itself, and on that
point we are in complete agreement.

Now, one question. I would like to ask. Some criticism has been made
of the fact that in certain instances foundations have been putting
public officials on their payroll in some capacity. Do you see any useful
purpose or need of a foundation having on its payroll members of the
legislative, the executive or the judicial branch IAs a matter of policy,
don't vou think it would be better if they were excluded completely
from that category, from paid positions ?

Mr. RoCK ze . I agree with you entirely.
Senator WLrAMS. That they should be excluded. Now, a question

has been raised as to their future employment after they leave public
office. I realize you do not want to bar a public official from earning a
living but since there is a possibility of some questionable conflict,
would you think it would be advisable to have a waiting period of-
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some suggested, I think I suggested 2 years; maybe that is too long.
One year or something. So that there would be no connection, no pos-
sible thoughts of a connection where it could reflect either on the
foundation or the public official if we had a separation period between
them. What would be your opinion on that I

Mr. Rocxzm.um Sir, I see your point. My concern is that, with
philanthropy and Government working ever more closely together be-
cause of the nature of the problems with which we are dealing today, a
Government official may bring into the philanthropy picture a knowl-
edge and a background to make that partnership a much more effective
aan meaningful relationship. I would therefore be somewhat con-
cerned about any absolute prohibition for any appreciable period. On
the other hand, I recognize what you have in mind.

Senator W uAxs.mWell, there are some of our Federal agencies that
do work very closely with foundations an d philanthropy as you know,
by matching gTants, and so forth, avid any possible conflict would
you--do ou see any handicap if we ha(i a 1-year separation period
becuse that man certainly would not lose and forget his knowledge
of operations after that 1 year. If he did, he did not know much to
start with. That would save the separation-I think on realize the
point we ae trying to correct, potential abuse, not that it has been
general.

Mr. Rocir mui. Would it be possible to differentiate between dif-
ferent categories or different positions in Governmentl You could
thus deal with positions in Government that had been particularly
sensitive in relation to foundations and maylb, put a time period there,
leaving open the relationship in general. Most if the transfers, I would
think would not have been the kind of implicit tion that you are think-
ingof. I am wondering if there might be a con )romise.

Senator WnuLuxs. Perhaps it could. But i -to be specific, we as
members of the committees in this Congress a. a going to be dealing
with legislative matters which are of tremendous importance to the
foundations, as you well recognize If perchance, one of us separted
from Government and immediately went with a foundation, there
would be a question raised in the minds of a lot of people as to whether
there had been an improper relationship between this public official
and the foundation. The same thing would be true of members of the
White Hose star who are recommending legislative matters. In order
to avoid the criticism and put the foundation in perhaps what would
be an unjustifiable position of being criticized, would it not be better
for all concerned if we had a separation period where they could not
raise this question of conflict I

Mr. Rowxmu wL Your point being there might be a point of-
Senator Wrumums. It could be a question in the minds of the people

even though it were not true. For example, right now we as members
of the committee are going to be voting on the question of whether the
foundations will be taxed. If so, to what extent? And just to put it to
a personal proposition, questions could be raised as to an improper re-
lationship and we have to avoid that question of impropriety in order
to mainA the dignity of these philanthropies. I am just wondering
if there would note some separation period because we have had i-
stances of public officials leaving, as you well know, without getting
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personal, going on the immediate payroll of foundations under cir-
cumstances which the administrator of the foundation himself said was
subject to criticism and he would not do it again but somebody else may
do it later and to avoid that. Would it not be well while we are cor-
recting this to remove the tmptation for both?

Mr.-ROCKEFELLE.R. I see your point, sir, and I am sympathetic. I am
just wondering if there could be a compromise by selecting certain
areas that are sensitive, rather than make the rule so sweeping. There
are many fine people in Government who, when they leave, could be a
tremendous strength in the foundation picture.

Senator WILLIAMS. If you have any ideas how we can define those
areas I would appreciate hearing thn because I am very much in-
terested in this point and at the same time, I do not want to disrupt
the proper work of your organizations.

Mr. ROCKEFELLER. We will give it thought, sir.
Senator BENNEIt. Mr. Chairman, I have no questions of 'Mr. Rocke-

feller. I have had the privilege of a private discussion with him of these
problems. I think if all of the foundations fit into the pattern that the
Rockefellers have set, we would not be arguing the question today.

That is all, Mr. Chairman.
Mr. ROCKEFELLER. Thank you, sir.
Senator JORDAN. No questions.
Senator ANDF.RSON (now presiding). Thank you very much, Mr.

Rockefeller, for appearing here today.
(John D. Rockefeller 3d's prepared statement follows:)

SGATEMENr OF JOHN D. ROcKFYELLA 3D

Mr. Chairman and members of the Conmittee. My name is John D. Rockefeller
3rd. I have a number of affiliations with philanthropic organizations, but I ap.
pear here today to testify as an Individual, as a citizen concerned with the
future of philanthropy in the United States.

My whole adult life has been spent in one way or another in the field of philan-
thropy. This experience has always been rewarding, and often exciting because
of the opportunity for public service. In this respect, I think of the Rockefeller
Foundation which has helped eliminate such diseases as yellow fever and hook-
worm, and has been instrumental in producing the so-called miracle strains of
rice and wheat. I think of the Population Council which in 17 years has grown
to be an important international force in the population field. I think of Colonial
Williamsburg which has so effectively brought to life our colonial heritage.
Particularly satlafying to me in serving important social needs are Lincoln
Center in New York and the Rockefeller Public Service Awards program.

With this background I was happy to testify before the House Ways and
Means Committee because I fully believed in the Committee's objectives, namely
to make our tax structure more equitable and to stop any improper conduct in
philanthropy.

I am appreciative of the opportunity now of testifying before this Committee
because I am deeply troubled by the consequences of some of the provisions of
the bill before you as they affect philanthropy.

I am troubled because I see philanthropy as so important in relation to two
broad areas of major concern in our society. The first is the massive social prob-
lems we face today, problems which have reached a magnitude and difficulty
such as we have never before had to deal with: poverty, racial conflict, the urban
crisis, population growth, widespread unrest. Obviously, government has the
major responsibility, but we need every resource we can find In every element
of our society if we are to meet these problems.

The second area of concern relates to our privately supported, non-profit in-
Atitutions-hospitals, colleges, libraries, and museums--which are approaching
a crisis situation. The deficit gap is getting larger and larger with no visible
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prospect of new sources of funds other than government. The New York Public
Library Is a good example. Like so many public institutions, It depends heavily
on private support. Three years ago its deficit was $80,000; two years ago, $1.7
million; last year, $2.4 million with its income from contributions remaining
at approximately the $1 million level in spite of strenuous efforts to increase it.
By using its dwindling reserves, full service has been maintained, but the
library's future is at stake, not to mention the needs of its many users, partiu.
larly the students.

In both these areas of concern I believe that private Initiative has a tremen-
dously important role to play. Today, as I see it, philanthropy in all its forizzs,
whether individual or institutionalized, provides the channel through which
private initiative can be most effectively expressed in regard to social problems.
Obviously government is increasingly important in relation to such problems.
Philanthropy in fact is not keeping pace in financial terms. However, it con-
tinues to have a unique and essential contribute n to make.

As we look at our country's position of leadership in the world today, perhaps
we do not fully appreciate and understand the extent to which private philan-
thropy has been a factor. Our pluralistic system, in which philanthropy is a
major element, is almost unique in the world. Instead of all social problems fall-
ing to the government, our system makes it possible for private citizens and pri-
vate organizations to help solve them. With foresight and wisdom, the Congress
historically created the condItions for such a system and has consistently main-
tained them over the years.Now, at the very time that the challenges confronting our society are greater
than ever before, when the role of philanthropy is potentially more important
than ever before, the Congress is contemplating a reversal of fundamental policy.
The bill now before you would upset the delicate balance of our pluralistic sys-
tem which has encouraged private initiative to help in such a meaningful and
constructive way in copifng with society's problems. The net effect of the bill
Is nothing short of revolutionary In its Impact on the role of philanthropy. The
basic philosophy of the House bill appears to be that our traditional tax incen-
tives for charitable contributions are in fact loopholes and therefore abuses. A
number of the provisions would drastically curtail the availability of funds for
philanthropic purposes. Others would force what Is left of philanthropy into only
the most tried and proven of program activities. This bill would start a trend
away from pluralism and private Initiative at the time of greatest need and
opportunity.

Although I may disagree strongly with the bill produced by the Ways and
Means Committee as it affects philanthropy, I do understand and respect the con-
cerns which motivated its members. The Committee was disturbed about reports
that many wealthy people were paying no taxes. It was increasingly apprehensive
about. &buses by. foundations brought to its attention. It was worried about ap-
parelt: political overtones of some foundation programs. It saw foundations as
being 6oziewhat arrogant and uncooperative. And finally, the Committee was un-
happy {Ihat foundations did not seem responsive In their testimony to the prob-
lems Which were disturbing to the Committee.

The saffie sense Of frustration and concern over these and other issues is shared
by many.,q us in the field of philanthropy. We recognize that some foundations
have been created primarily as tax dodges, that some are partly or wholly self-
serving, thAt some are guilty of self-dealing. We realize that too few founda.
tons prodtide adequate -annual reports; that too many individual donors and
foundations appear to have a relaxed attitude instead of a sense of urgency about
belping to meet today's needs and opportunities. It often seems that many in the
private sector expect to ride out the storm of the youth revolution, the civil rights
conflict, the crisis of the inner citifs, with only minor discomforts.I Philanthtopy has been my liftii work. Based on my experience and assess-
ment of the current situation, Mr. Chairman, I would like respectfully to put be-
fore you my vieWs On what I believe should be the four overriding objectives in
you, deliberatlofiA'nd under each I would like to comment briefly on relevant
aslects of the bill.,

First, abuses in philanthropymust be eliminated. In my opinion, the great
majority of persons in philanthropy are ,honest and are committed to public
fwrvife rather than personal gain: They are more eager than-onyond else to have
4bvtses stopped be6at0e the wrongdoings of the few tend to impugn all. We need
wise nieawfafi~ thattcad be effectively and justly a*ppIed.' r
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I applaud a number of measures in the bill relating to foundations which move
forthrightly in this direction, such as the improved requirements for public dis-
closure. the principles of a minimum annual payout and of a stock ownership
limitation, strictutres against self-dealing. Another very useful step is the au-
thorizing of the Internal Revenue Service to make information available to the
attorneys general of the ,50 states who have such an important role to play at the
local level. 1 believe that even more can be done. The idea of an annual or user
fee to pay for complete audits by the Internal Revenue Service is an excellent one.
Could not the fee be shared with the states to further support the broad-ranging
powers of the attorneys general in assuring that philanthropy lives up to its
obligations?

The second objective Is that philanthropy must be maintained and strength-
ened, rather than cut back. We need more resources than ever before. Again, I
would mention the financial crisis of thousands of non-profit public service insti-
tutions which depend heavily on private giving. Even with present inducements
and incentives for charitable giving, the flow of funds is critically short. This
situation would be seriously aggravated if steps are taken now to reduce the in-
centives. But this Is precisely the impact of a number of provisions in the bill
before you. These include:

Imposing a tax on foundations: Thig is a dangerous precedent. Its effect would
be to tax the recipients of charitable giving-churches, colleges, hospitals, li-
braries, and other charities.

Taxing the capital gain on gifts of appreciated stock to foundations: This
provision would constitute a major deterrent to the creation of new foundations
and the growth of existing ones.

Requiring the untaxed appreciation on all gifts of property to charity to be
included in tax preference income: This would again be a disincentive to
charitable givLng, depending on the donor's other tax preference income.

Requiring a donor to allocate his deductions between taxable income anil tar
preference Income: The incentive for charitable giving would be reduced through
the elimination of a portion of the charitable deduction.

Eliminating the unlimited charitable deduction: This would primarily affect
large givers whiuse contributions often are essental to major capital campaLans
and to the development of venturesome. :imaginative approaches to social
problems.

Mr. Chairman, I strongly believe that every individual above the poverty level
should pay taxes, but this need not be done in a way that fortes such drastic
cuts in charitable giving.

TLo third objective is that philanthropy must be venturesome. In my Judgment
a foundation that never makes mistakes is not worth ver- much, for this is a
sure sign that it never attempts to deal with the really tough problems. Phil-
anthropy must provide the venture capital for attacking such problems. It must
pioneer new fields, take c-alculated risks, Identify new needs. These are the his-
torte functions philanthrojty has performed best in our pluralistic system. It
must perform them more vigorously now than ever before.

However, the. bill before you contains language restricting program activities
that would almost guarantee that donors and foundations would be super-
cautious in their giving, afraid to engage in anything but the safest and surest
of activities. No one would question that tax privileges must he entirely dis-
so.lated from partisan activity. But the bill before you would preclude any
"attempt to influence legislation through an attempt to affect the opinion of
the general pubUc or any segment thereof i ,'other thnn through mIaklug
available the "results of non-partbn ula.vsis gr research." It will be very diffli-
cut to determine objectively what is non-partiFn analysis and what Is not. And
virtually every important problem challenging the interest of philanthropy today
eventually involves the government and the legislative process. Furthermore,
i4ordlnately. harsh penalties are proposed.

I am advised that the language of the existing law is adequate In prohibiting
political activity by philanthropy. The, real need is to enforce the present law

-more vigorously, an! for this prpo e" I would mpport measures to strengthen
the machinery In the Internal Revenue Service and in the attorney general's
off co In the states

The fourth objective is to forge a more effective sense of lirtnership, between
Phlanthropy find governmeMt. I place a great premium on this because in a way
It is the stun of all the. objectives. Because of the complexity and magnitude
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together more and more in recent years. The activities of one supplement the
other, or there may be Joint funding of a project. The result is a good deal of
creative interaction between government and philanthropy, and a variety of
approaches to problem-solving rather than one monolithic approach.

Any partnership must be built upon trust and confidence, but the present bill
militates against this. It would prohibit "any attempt -to influence legislation
through private communication with any member or employee of a legislative
body or any other person who may participate in the forming of legislation."
Again, Mr. Chairman, with government activity ud legislation so pervasive in
respect to our social problems today, this measure would cut off much of the
fruitful communication that now takes place between government and philan-
thropy. They would soon be in increasing isolation from one another rather than
In partnership.

Philanthropy is a valuable resource to government because of its ability to do
what government cannot do or is not ready to do, its ability to supplement govern-
ment efforts, its ability to move quickly and to take risks. To me, It would be
tragic and self-defeating to cut back this resource.

In conclusion, may I say that I am concerned that you may feel that my testi-
mony is unresponsive to the specific and immediate problems with which your
committee Is faced and the pressures that are upon you. I debated long and hard
as to what form my testimony should take. I finally decided that, based on my
own experience, I owed it to you as well as to myself to speak out frankly, taking
the long look ahead.

To me, the bill before you raises certain questions that are fundamental to
our society.

How are we going to meet the almost overwhelming problems that face us
today? Does government really want to take. them on single-handed?

What is to happen to our private institutions which play such an important role
In our society? Does government really want to take them over with all that that
Imptee, or to at least pay out vastly increased sums for their support?

What about the character of our society itself and the role of the individual
in It? Have we reached the point where we feel that the initiative and decision-
making should pass me" to govweu*?

If the bill before you should be passed substantially as it stands, we would be
taking the first major step away from pluralism and toward a monolithic society.
I do not believe this is what the Congress wants or any of us want. And I
do not believe that this approach is necessary to meet the problems with which
your Committee is faced.

Personally I have great conddenLe in the future of our country and our
society. I believe we can accomplish almost anything that we set ourselves to.
The pluralistic approach has brought us to where we are today, to our position
of world leadership. I have no question that as a result of the lessons learned
from these hearings and with the elimination of abuses there can be close and
effective cooperation between government and the private sector to the advan-
tage of all concerned. In this framework I believe our overriding social problems
can be met and our private Institutions saved.

Senator ANDrmoz. Senator Javits, we are very happy to welcome
you.

STATEX,NT OF HON. IA0OB K. IAVITS, U.S. SENATOR FROM THE
STATE OF NEW YORK

Senator JAvrs. Thank you very much.
Mr. Chairman I have an extended statement because the nucleus

of almost everything with which the tax reform bill deals has con-
siderable impact on my State of New York and to be very specific,
New York City. Hence, the need for my examination and comments in
a more detailed way even than my time here would allow, made the
statement much more extended than is normal for me and than I
would wish. So, I ask unanimous consent that my whole statement may
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be incorporated in the record and I will attempt within the 10
minutes allotted to highlight portions of it for the committee.

Senator ANDERSON. Your statement will be printed in the record.
Senator JA VT8M. I understand also your committee has given today to

philanthropies, I hope the committee will allow me to comment on
other matters briefly because this is my only chance to appear and I do
have quite a field to cover.

First, Mr. Chairman, I have two principal purposes in testifying.
One, to offer specific amendments to correct the inequities in the tax
reform bill or to offer other tax reform measures which should be
included. I will undertake to include in the printed report the detailed
amendments implementing the recommendations which I shall make.

Secondly, the purpose of my testimony is to consider the propriety of
the economic effects of the bill in view of the current inflationary situ-
ation, to consider the revenue effects of the bill, given the choice of
reducing revenue by cutting taxes or by being able to meet more
adequately the acceptable demands on the Treasury for desirable ap-
propriation. Mr. Chairman, my view on that may be summarized asfollows:

I support those reform provisions which provide for a minimum
income tax through tax limitations on tax preferences and allocation of
deductions. I support the removal of the poorest taxpayers whose
incomes are below the poverty level from the tax rolls. I support the
reduction of oil depletion allowances and intangible drilling costs
and I support the provisions which will prohibit the tax avoidance
throu h the improper use of tax provisions affecting foundations.

I a.so support the administration recommendations on increasing
the minimum standard deductions as they affect taxpayers in the mid-
dle income level.

The ,reason I say the latter, which is somewhat inconsistent with my
general position that this should be a tax reform, not a tax reduction
bill. is simply on the grounds of practicality. I would not have in.
clued tax reductions in this bill. The House has done it. The admin-
istr~ion has not fully supported these reductions but has neverthe-
less provided intermediate rate reductions so there is no point to
mounting an opposition against what seems to be a willingness to yield
some grounds to the House at this stage on that point.I ave adopted
for myself and will vote that way, the recommendations made by the
administration on the doctrine of diminimis rather than any other
doctrine. I do not believe, therefore, that the 2-percent tax reduction
for corporations is in order for the same reason I have just stated.

Mr. Chairman, I have already offered a bill, S. 1069, which pro-
vides for specific tax exemptions for the handicapped. I think it is an
element of tax reform where there is great inconsistency with respect
to the blind and aged and others who are completely handicapped. I
will at the earliest possible moment also offer amendments to include
certain revisions re rating to philanthropy and foundations (I think
Mr. Rockefeller's testimony was very eloquent on that); certain pro-
visions with respect to the proposed changes in the tax treatment of
small business; the elimination of the repeal of tax exemptions on
municipal bonds- certain other amendments regarding real estate,
especially as it afects housing, pollution control equipment, incentives
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for banks to participate in redevelopment and other socially de.s-irable
projects; and new reporting requirements under the jurisdiction of
tl Secretary of the Treasurye

Senator Guwns. May I aT i question on procedure? Does this con-
stitute a list of amendments that you propose to offer to the bill beforeus?'

Senator JAvrs. Yes, and I will send them to the committee first,
Senator. I have already offered an amendment relating to'the phaseout
of the investment tax credit rather than its immediate repeal, coupled
with the inauguration of revised depreciation mechanisms to provide
incentives to industry to invest in productive equipment. I think it is
an infinitely sounder way to approach the problem whichAmerican
busine e and the Government face.

Senator Av~ms0or. What about savings bonds?
Senator JAvrrs. The Federal savings bonds? No I am not dealing

with that subject. I know it requires attention and I hope the commit-
tee will give that a very careful look. I might say it is 9 little personal
because I found in my vault going back 20 years bdndc; for my chil-
dren which have long since matured and the interest rate, of course,
bheingpaid on them today is probably close to half of the going in-
tared rat&

Now, to hasten on, Mr. Chairman, I have already expressed mys lf
as to my feeling that we should make this a tax reform rather tfian a
tax reduction bill, and I would like to perhaps be of some aid to the
committee in that regard by asking unanimous consent to hhve printed
as part of my statement an analysis which I have made of individ-
ual income tax paid As a percentage of adjusted gross income for people
in 'th , ,000 to $15,000 income category. I am sure these figreq are
not unfamiliar with the committee. There is a remarkable stability of
ta.x'rates, aside frb.M the recent sirtax, from the years 1964 to 1969.
Ifi my Judgment this hs considerable bearing upon'the case of whether
we ought to, make a hea. indawidual' Federal income tax reduction.
In these time of such serlousW'financial stringency, it .eems to me, the
case is very clearly marked out. For example, in the $15,000 income
categor,; based on standard deduction returns, the rate was 15.5 per-
cent in 1964 ad in 1969 it is 15.9 percent (the percentages are even
lower for those who it nmze). on. it s nractirpiyv stable h'nd T think
that has a very material effect on what we tight to do about this par-
ticular matter.*

Now, Mr. M.nirmap, T *ould like to, because it is th6 da , for philan-
thonies, make a stnM'gtinn or two with respect to phibinthropies in
the little tiPm I have renainig. T heard the nrevious'disev,;ion.with
.,W. iocklefeller corfiernming hi'umulations. ( think thnt the way in
which that Problehn can be d alt with which would s'tisfv the view
t~nt.ath6re honld not be ahn aecumulation of incom or' 6oiThuted re-
.sources) i b fdnTdatinn.,W&'ghould "Apply the same role tn thle foitnda.
dfons th'Ut I appliedt Op'.. ttons in connedion with'the neuinula-
tit of Minins which i*iibt pai out in diidends orwhikh ire set
ii for ur a ret cetera. There is no reak~ft in the world
Wwhv any; fdundatioh ghmtd int ya k heavy penalty* th--as the' meni'
bok tf t6 committee iAdiat'--ifi emostrates 6n an individ-
oftl reclrd that it is sih'Vl no glo what itloitht"ti do with the
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money vhieh the Government has allowed it to keep. That, it seems
to me, would be very much in accord with Mr. Rockefeller's views and
also be in accord with the highest interests of Iublic policy.

The other thing which is very deeply concerning to the foundations,
universities, colleges, is the treatment of gifts of a apreciated property,
I am told by the great recipients of these charitable deductions that
they would much rather have a 30-percent limitatkn for those contri-
butions than to be deprived of the benefit of the contribution of ap-
preciated property. In many cases, involving many oi* the greatest and
most. extensive plllanthrophies, for example, the Federation of Jewish
Philanthropies in New York which runs a $100 million plus fuidrais-
ing drive successfully every year, the appreciated property gift rep-
resents a very material percentage, anywhere between 30 and 60
percent, of allthe benefactions received. This is a very serious prob-
lem for the foundation.

Senator GORE. Mr. Chairman-before you leave, I have a question
on the so-called charitable giving. I say "so-called" because now charity
is a profitable undertaking to many people. Would you agree with
thatI

Senator JAVrrs. I do with many severe reservations.
Senator GORE. Do you think then we should put quotations marks

around the word "charity"?v
Senator JAVITS. Well; I think rather, Senator Gore, that we should

make such tax refornPs as will remove the quotation marks by re-
quring, for example, that where there is a tax benefit in giving ap-
preciated property over and above what would be the tax benefit if
the property were sold, that that part of the tax benefit should be
payable by the donor. That results in taking away the quotation
marks.

Secondly, I do thoroughly agree that we ought to have stringent reg-
ulations as to accumulations by charitable trusts or foundations and
nonuse of their resources for the purposes for which they are or-
ganized and for which they get their tax exemption. Again, in an
effort to remove quotation marks.

Senator AN DESsON. The first time I encountered this was the Phila-
delphia case. You are familiar with it?

Senator JAvrr. No, I am not.
Senator ANDERSOX. Do you object to that?
Senator JAvrrs. I did not quite get that.
Senator ANDE~soN. Do you object to that?
Senator JAvITS. What are the facts of the case?
Senator ANDERSOif. They havc3 a matter of a member of a religious

order who gave all of her money to charity.
Senator JAvrrs. Well, I certainly do not object to any citizen giving

all of her money to charity. I do tlink- there is a case for the minimum
income tax and for the repeal of that section of the law which ex-
empts all income from taxation where there has been a record of
charitable giving over a period of years.

Senator GoRi. Senator Javits, I think Senator Anderson was re-
ferring to the unlimited Charitable deductions.

Senate .JAVrrs. Yes. I understood that and I say.I do not agree with
that. I thii-k that the time has come to impose a minimum income tax
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on ever'y citizen of some kind even though that citizen chooses to give
all of his or her income to charity.

My reason for that is precisely the same as the desirability of im-
posing a tax on those who are at very low income levels. I think there
is a certain sharing of responsibility upon which the people of our
Nation insist and while I am sum they feel much more kindly to people
who do not pay taxes because they give evel thing away to charity
than they do to people who give everything ' - for tax avoidance, I
think there is a case for minimum income tax. An element of that case
is that we give wide discretion to the giver in respect to charity.

Senator GoRz. I wish to explore a bit further with you the desir-
ability of, for want of a better way to describe it, taking the profit out
of charity. The profit motive is wonderful, but I do not like to see it
confused with charity. It is very appealing to the beneficiaries of the
present so-called philanthropy, the presentlaw. I can understand why
they would like to continue to be the beneficiaries of this law. But I am
p leased to hear you say that you would be agreeable to amending the
lw so that it is not possible for one to wrap the flag and the ood
Samaritan role around himself and claim to be a great philanthropist
when actually he is motivated for profit for himself. Do you agree
with thatI

Senator JAvrms. I thoroughly agre with that and all I am trying
to testify to--I would not dream of testifying before this committee
in the sense of things that can be taken u.p in aebate-is that we have
suoh a concentration of foundations, charitable giving, and these prob-
Iws that I felt it was my duty to get the facts, which I have, and have
been very painstaking about it, and second to communicate to the
committee that degree of opinion which resides in those who give and
those who receive because we have such a heavv concentration of both.

Senator Go=z I wish to compliment you. Your testimony has been
informed and constructive.

Senator JAvrr. You are very kind. If I may hasten and finish. I
come now to the provision of the ownership of not more than 20 per-
cent of the business. I wish to acquaint the committee with very deep
problems in that. There are some foundations which have done ex-
traordinary work. One example is the so-called Hecksher Foundation,
which was owned for 30 to 40 years the total stock of a business which
consists of interests in real estate. This is a very unique thing which is
not easy to sell. Indeed the Hecksher Foundation when it first came
into being had nothing except equities in property which were then
worthless because it was the time of the great depression and by the
Painstaking work of the trustees, that foundation is now worth a $100
million and is doing fantastic things in the area of aid to children
health care, and so on. It is just an example.

Therefore, I would hope that the committee will give consideration
to two ways of dealing with that problem. One wa will be for cases
where you do not have a very long-term ownersip-I suggest 10
years-to put the burden of proof upon the foundation that such
ownership is essential to its.exempt foundation purposes and that it
should b permitted to retain such ownership. Where there is own-
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ership for more than 10 years or whatever other period the com-
mittee might think is a desirable cutting off point, then the burden
would shift to the Government so that the Government if it desires
divestiture, will be required to show that the retention of this interest
is not desirable from the point of view of the exempt purposes of the
foundation.

Now, this is a suggestion as to a way in which that particular
problem might be handled.

I also would like to underline what this committee has already
heard a great deal about, respecting the very strict definition which
the House bill makes respecting a philanthropic organization having
anything to do with a public question. As I read it, it would prevent
a philanthropic or nization,let us say like a day-care center, from
testifying before the committee of which I am the ranking member,
Labor and Public Welfare Committee, to give us the benefit of its
expertise in carrying on its own activity. If the House language pre-
vails, then that organization would be unable to appear before us.
Hundreds of such organize tions have appeared to give us the benefit
of their experience. Now, it is inconceivable to me tlat we would want
to deprive ourselves of the kind of expertise wiich is represented -y
these worthwhile organizations. Again let us always be wary of the
legislative trap of legislating to catch the 2 to 5 percent who are rascals
and thereby destroy the effectiveness of the 95 percent who are not,

Finally, Mr. Chairman, I favor very strongly the elimination of the
repeal of the tax exemption on municipal securities. I mention this be-
cause it is so critical to my own city, New York City, which has such
very serious financial problems, as I think do most of the cities of the
country. I am very glad to see that the administration has also made
the same recommendation.

With respect of the real estate depreciation I urge the committee
to have a ver great care for housing for low-income and moderate-
income families. There are many programs of which we are very proud
in the 1968 act We believe, and my presentation shows this, that the
House provisions do tend to defeat these provisions by hampering
investment in low- and moderate-income housing by making it less
attractive to the individual entrepreneur whom we desperately wish to
attract,

I point out that the House provision repecting rehabilitation of
housing is very liberal in that regard. We should provide the same
treatment for new construct-ion where it reaches the same groups in the
conmniinity, to wit, the low-income and middle-income people.

One last thing, Mr. Chairman, and that i I hope the committee
would call for two new types of information to inc uded as a regular
part. of the Secretary of the Treasury's annual report. One would be
an estimate of the losses in revenues which result from income pres.
entlv excluded from tax under the Internal Revenue Code. This, I
think, is a very useful public document to keep us constantly alert to
what exemptions continue even after the tax reform bill. And the
other would be an estimate of how much the Government subsidizes
housing, agriculture, natural resources, et cetera, through the income



t~x law!aa cormpared to the direct expenditures for those purposes
ugh-te Federal budget. These facts and figures we understand

are &variable to the Secretary of the Treasury and we think they are
very illuminating for the country. Such a report would represent an
excellent opportunity for the individual citizen as well as the Congress
to be better informed in this area.

. Finally, Mr. Chairman, I ask unanimous consent to include in my
testimony such exhibits that are pertinent thereto.

Senator ANDEMON. That shall be done.
Senator Cuwris. I will not go into detail on the many things you

have mentioned. I am interested in many of those areas. Our witnes-.
is a very experienced parliamentarian and legislator and I would like
to ask his views on this.
I Do you think we can do all these things by October 31 and do a good
job in every field? This bill is very far reaching. The impact of what
we do with reference to foundations and gifts is going to affect our
society for a long time to come. It ceems to me that this committee
useds to be relieved by the Senate from the obligation to complete
thiswork by October 31.

Senator JAv[Ts. Senator Curtis, I will answer your question with the
same candor-you and I have known each otier a long time-with
which you asked it. I think it could be done. I doubt it will be done
because we are many men of many strong and pronounced opinions. I
hope we will, however, pass a tax reform bill that will have enough
in it to justify the work and be worthy of being called a tax reform
bill. As the committee considers this bill I hope it will hold those items
which turn out to be so deeply locked in combat that you simply can-
not settle them within the time limit for future action. I believe that
such items will be not enough to destroy the character of the bill as a
tax reform bill, but I do not believe'that the matter ought to be
pa.ced over in tote with simply the repeal of the investment tax credit
and whatever terms that implie..

Now, for example, when you sit down, I am sure-you are an ex-
perienced man just as I am--with something that has'a lot. of detail
and a lot of individual items, you alwa i pick out the items that arerelatively easy or agreed on and lay those aside and do them first and
then you get to the tough ones and you always find-it is always a
surprise-how few of the tough ones are left. We do it in committees
all the time. But even if there are an appreciable number I still do not
believe-4his is simply my judgment for which you asked-that it
will be enough to change the character of this hill, to emasculate it so it
is not even worth passing as a tax reform bill. T think you have enough
things in this to make it worthwhile to take those up that are reason-
ably, susceptible of fairly quick agreement and pass a tax reform
bill. ,For example, I think there is a univerml feeling of deep outrage
In thecountry that wedo not hAve a minimum tax. think there are
some 'ver* ,.gMring abuses with accumulations in foundations, self-
dialing in roiindations making a profit out of the giving, which have
ouig-ed the cowntt, y. I think those can be dealt with. I ink the idea
oftaking th people undr the poverty level which, let us say for argu-
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menti is ,41,000 Off the tax rolIs is again a pretty generally agrd Upon
proposition. So, I hope thatthe committee will wrap up the thing that
can be agreed to fairly readily ift a bill and that wewill pass it this
year and reserve, and'we will all have to understand that the really
tolqgh nuts.

Senator Cuwrris. I appreciate your comments that some of this
ought to be resolved to a later time. The committee is faced with this
problem. These matters are very far-reaching and try as we might, we
cannot master all the assembled facts that we ought to have to do
justice.

Some one has said there are about 2MM00 foundations. No one, even
those who have. crusaded against foundations for a quarter of a cen-
tury, has even touched more than about 500 of them and in those
cases they picked out bits and parcels that maybe did not give the full
picture of even the foundation that was under discussion. We have a.
very difficult job.

Senator mJ.wrs. Senator Curtis, I agree. I do think there are a few
things even in the foundation and lhilanthropy field which will
justifY the name of tax reform and which we can Wvithin reason agree
to. That is all I say.

Senator CRTIS. Are you recommending divestiture provisions of the
foundation?

Senator Jtmvrs. I recommend with respect to the ownership of busi-
ness interests, a divestiture provision which will be based upon a pre-
suimption, in favor of the Government which can be rebutted for as-
sets which are held under a certain number of years. I suggest 10.
Thereafter, there is a shift of the presumption to the foundation so
that, the Government would have to prove its case for divestiture. In
my judgment this is a fairer procedure than the mandatory divestiture
which is contained in the House bill.

Senator CGuris. That is all the time I will take.
Senator BF.NNF'r . I have no question.
Senator M!mLxE. Would you favor changing the House divestiture

provisiuns to permit less than 50 percent of the control of the business
to remain in the hands of the foundation I

Senator ,JAvITS. Where the foundation could prove that it is a de-
sirable and essential thing for the exempt purposes of the foundation.
I use my words very carefully-for the exempt purposes of the foun-
dation. 'here are assets which are so difficult to dispose of, there are
assets which are so desirable in terms of the economy of retaining
them as to disposing of them, that many foundations could bear that
burden, but I would put them to their proof. I put the burden on them
and I do suggest the possibility of some kind of a grandfather clause
at which poilit the burden would shift.'

Senator MxLLER. The problem I have with that is that while you and
I might be able to agree on something of that nature, you throw the
enforcement of this in the hands of the typical revenue agent and I
can see a horrible' administrative nightmare in trying to meet the test
of unreasonable a-cumulation which we are all familiar with and
whether this fits with the purposes of foundations and I think what
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the House was trying to do was to try to avoid all of that administra-
tive burden by setting up some guidelines. My difficulty is that I think
the guidelines are too severe. And you have already pointed out that the
b-pernt payout is too severe. But it seems to me that we might try
to resolve the administrative problem and the abuses by working out
some kind of a tradeoff so that if a foundation wants to hang on to
control, 51 percent of the stock of a business, then it is going to have to
live with the 5-percent payout. But on the other hand, if it is willing
to release a certain amount of the ownership so that it is not the 51-
percent owner, it is only a 49-percent or at least less than 50-percent
owner, then it can meet a less severe test than the 5-percent payout.

Senator JAvMTS. I do not find myself hostile to that, Senator Miller.
It is somewhat different from the proposition which I had in mind
which was the economy or lack of economy of the actual disposition.
In other words, I think that kind of a Hobson's choice perhaps is not
unreasonable. But I do not think it ought to be coupled with a man-
datory divestiture where the foundation can prove that this would
really be uneconomic.

Senator Bs~nrr. Will the Senator yield to me ?
Senator Mniu Ye&
Senator BzNiwrr. The Senator may remember that when the Sec-

retary of the Treasury testified on this point he indicated that one
of the purposes of their recommendation for a 2-percent fee was to
make it possible for all decisions affecting four nations to be brought
to Washington rather than be made in the fi, by the agents. This
might eliminate the fear that you have that the different agents would
take different positions.

Senator Muwm That would help, but even so you end up with a
Washington office with a good many people in it and you are going
to get into the same problem of controversy over whether something
is reasonable or unreasonable or whether something is in fact in ac-
cord with the purposes of charity or is not and what is the balance.
What I am suggesting is that perhaps we can avoid a lot of that by
liberalizing this stock ownership limitation on the pait of foundations
on the one hand and also avoiding the arbitrary 5-percent payout on
the other hand, which has been called to my attention on several
occasions to be completely unrealistic.

Senator JAvrrs. It is. As I said a minute ago you could give such
an option to the foundation to thereby get itself out of the category
of having to litigate, and so forth, but r do not think you ought to deny
them the option to litigate and stand their ground if they feel they
can prove their case, that it is truly uneconomic to require divestiture.
I said a minute ago I did not entirely disagree. I think many founda-
tions may say, look, if we can hang on to 40,45 percent of this company
and thereby make easy our administration, and so forth, sure, we do not
like it, but we will do it because it is better than litigating with the
Government, but other foundations really may find that they cannot
go throuli the divestiture without very major sacrifice and they may
stand their ground and I say give them their chance.
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Senator M'ILLER. In the case of those that are willing to divest so
they are not in the position of holding 55 percent, what would be the
standard that we might devise in lieu of that 5-percent arbitrary
payout provision ? For example, it has been suggested that a payout
equivalent to the Dow Jones stock average payout during a year
would be one test.. Well, if this is a tet that we could adopt, I do not
know whether it is the best, but what are we going to use in lieu of the
5 percent?

Senator JAVITS. I find great. difficulty in a mandatory payout per-
centae. I would much rather have the oppo unity to go after a
foundation on its annual report on the grounds that it is accumulating
unreasonably and leave the guidelines to rules and regulations, rather
than to haveoa fixed percent age in the law.

Senator MILLER. Well, understand I do not think I ann talking quite
about the foundation accumulations. I am talking about its invest-
ment, You may have a, foundation that pays out all of the income it
receives but it is investing in the type of'equities which pay out 1
percent a year.

Now, then, you have a position set forth in the House bill and the
Treasury to some extent saying, Well, charity is not deriving adequate
benefit from that. Have them put it in bonds and pay out 5 percent.

Senator JAVITS. In other words, you want a mandatory payout of
the capital resources, if income is not a given percentage of the'capital
resources.

Senator MILLEP.R. Well, I do not want the 5 percent because I think
that is unrealistic and arbitrary, but on the other hand, what kind of
a standard might we devise? ItT has been suggested that they put their
investments in equities that will pay out to the foundation an amount
equivalent to the Dow Jones stock payout for a year.

Senator JAVITS. It is kind of a going percentage.
Senator MILLER. That is right.
Senator Jvs. All pay out and equivalent.
Senator MILLER. That is right. You are much more equivalent with

these averagesthan I an that is why I would-
Senator JAVITs. I would not give you that precise a reaction to that

proposition now. My fundamental filing was that it should be left to
a definition more in principle, that is, a definition against the improper
and unreasonable accumulations which occur either by accumulating
income or not realizing income and I think that such a definition
coupled with a guideline of the Internal Revenue Service which might
change-it may be the Dow Jones average or average rate of interest
for Government bonds or some other standards which they would be
subject to change from time to time-is better than a specified per-
centage or formula in the law.

Senator MILLER. Thank you.
Senator ANDERmoN. Senator Jordant
Senator JoRDAN. No questions.
Senator ANDERoN. Senator Fannin?
Senator FAN NzI. No questions.
(Senator Jacob K. Javits prepared statement follows:)
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tTATEMLIT O 11O,. JACO K. JAVITS, A U.S. SENATOR FUNI TIE STATE OF

Nxw YoRK

Before appearing before the Finance Oommittee today, I have made a careful
study of the House-passed tax bill, which represents an enormous effort by the
House In an area where reform is long overdue. I also have reviewed the Ad-
ministration's proposed changes as so ably presented by the Secretary of the
Treasury David Kennedy and Assistant Secretary for Tax Policy Edwin I.
Cohen, rtud I find much wisdom In many of the suggestions made by the Ad-
ministration. I have had numerous conversations with tax experts, busin.ue
leaders and philanthropic leaders and I have been impre* sed by my volumitnous
constituent mall and by the lively tax debate raging in the press.

In my testimony today, I have two principal purp)ses:
I. To offer specific amendments to correct inequities in the tax reforni bill

(HR. 13270) or to offer other tax reform measures which should be included; and
II. To consider the propriety of the economic effects of the bill in view of

the current inflationary situation and to consider the revenue effects of the bill.
given the choice of reducing revenue by cutting taxes or by being able to meet
more adequately the acceptable demands on the Treasury for desirable
appropriation

At the outset, we must remember that the most important thrust of the bill we
are considering Is its reform provisions. I am convinced that the citizens of our
nation will support legislation which makes a serious attempt to tackle the abuts
of our present tax system-even if this legislation does not make any changes in
the tax rate structurB Most Americans, I am sure, concur with Justice Holmes
when be said that taxes are the way in which one buys civilization. Right now
the American people are demanding Justice within our tax system by means af
the tax reform bill-even more than they are demanding lower federal tax
rates-and it is this equity of treatment that we should work towards.

I, therefore, fully support those reform provisions of the bill which would (1)
provide for a minimum income tax through IinItatiols on tax preferences and
allocation of deductions, (2) remove 5,000,000 of our poorest taxi-Kyers, whost,
incomes are below the poverty level, from the tax rolls, (3) reduce oil depletion
allowance and Intangible drilling costs, and (4) prohibit tax avoidance through
the improper use of tax provisions affecting foundations. I also support the Ad-
miitistratlon's recommendations on increasing the minimum standard deduction.

However, In working toward the equity of tax reform, we must be exceedingly
careful that we do not throw out the baby with the bath water. It is in this
respect that I am seriously concerned about certain of the proposals contained in
HR. 13270 and also about certain reforms that are omitted both from this bill and
the Administration's proposals.

L-SPECXFeo AUMDURNTS TO H.L 13STO

At the earliest possible opportunity, I will offer amendments to this bill or
c-sponsor amendments by some of my Senate colleagues in the areas of par-
ticular concern to me. Those amendments will include proposals on: (1) secbi:l
ft exemptions for the handicapped: (2) revisions relating to pbilanthropy and
foundations; (3) revision of the proposed changes In the tax treatment of small
hvbLees; (4) repeal of the Iivetment credit; (5) elimination of the repeal of

.X exempdon of amniqlpal bonds; (6) treatment of capital gains; (7) those
sections dealing with real estate depreciation ns it affects housing, in parth[ular
th recapture provisions; (8)eecelerated amdrt zation of pollution control equip
mtat; (9) oil depletion allowinces and intangible drilling costs; (10) incentive'

-I.
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for banks to participate in redevelopment and other socially desirable projects;
(11) the establishment of new reporting requirements under the jurisdiction of
the Secretary of the Treasury.

Equitable treatment of the taxpayer is therefore my principal concern for
appearing today.

Ir. ECONOMIC & REVENUE EFFECTS OF H.& 132T0

It is of the highest importance that this Committee and the Senate carefully
examine the economic effects and revenue effects of this legislation. The Chair-
uani of the Federal Reserve IBoard last weiAk eloxluently stated a fact that has be-
come apparent to us all. Chairman Martin said that our economy is going through
a "very, very difficult and unpredictable period"-referring to the surprisingly
stubborn inflationary forces plaguing our economy and our pocketbooks. In an
effort to dampen these forces our authorities have adopted highly restrictive
monetary and fiscal policies-and it appears that the upward thrust of the
inflationary spiral has been dampened. It is in the interest of every citizen of
this nation that the tax bill passed by this Congress not upset the economic apple-
cart just at the time when our hard anti-inflationary labors are beginning to bear
fruit.

To illustrate what I mean, the magnitude of the change in purcha-ing power
which the bill contemplates would add two percent to total personal consumption
exlpnditures. Some $7.3-billion more (in addition to those amounts made avail-
able by the expiration of the surtax) would flow to the consumer market. Gen-
erally speaking, those sums would accrue to those income groups which bpeLd,
rather than save, their income. In other words, most of the $7.3-billion to which
I refer would :ihow up as additional consumer demand. Would this not Just add
additional futel to the inflationary fires burning a hole in all our pockets?' I ask
what benefit the average taxpayer would receive If an additional 3 percent tax
rate reduction would almost ctrtainly guarantee that he would continue to lose
6 percent a year on the value of his dollar because of inflation. I also ask how
would this help our elderly living on fixed pensions.

Would It not be the wise course to accept the smaller tax rate reductions as
proposed by the Administration-reductIons that still would avenge in excess
of 6 percent for the taxpayer in the $7,000-to-$15,000 income class and in excess
of 10 percent for those in the $3,000-to-$7,000 class.-if this would help Insure
that the purchasing power of our dollar does not continue to erode at a 6 percent
rate per year?

I have asked the Internal Revenue Service to prepare a table outlining the
income tax paid by the average family with two children over the past five years.
This' table clearly indicates that federal tax levels--even with the surtax-have
remained at fairly constant levels over this period. The table shows that the fed-
eral income-tax burden of our middle income families is at exactly the same level
it was in 1964. In my opinion, these figures-which I ask unanimous consent to
insert in the record-clearly show that higher federal Income taxes are not an
Important contributing factor to the so-called "tax revolt." One must look else-
where, and I strongly suspect the principal culprit would be found In the Infla-
tionary spiral-and in local taxes.

It is for these reasons that I also support the Administration's proposals as
they relate to raising the present standard deduction of 10 percmt with a $1,000
ceiling to 12 percent with a $1,400 ceiling, instead of 15 percent with a $2,000
ceiling as proposed by the House-passed bill.
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The story of the corporations over the same period is quite different. Between

1985 and 1969, corporate tax liability has increased 3837 while corporate
profits after taxes increased 11.6%. To put this ILO o gain in profits in better
perspective, personal consumption expenditures (the money that is available to
individuals for spending after taxes) increased 30.9% over the same period. The
undistributed profits of corporations were running at a lower level in 1960 than
they were in 1966. The money needed to finance expansion plaits came Increasingly
from borrowings-which means upward pressure on interest rates-and the
excess of investment over gross retaineLoaraigajrose to .8.1-billion in 1989.
This excess was only $23,400,000 i'i 196,.

This does not present a ver .ecouraging picture. For thls reason I introduced
an amendment last Friday/providing for a two year phase-out ofthe investment
credit and requesting prpgpt Administration action on instituting'!rmanent in.
vestment incentives Ithe form of revised 4deprecLation schedules. 4f the Ad-
ministration does acX promptly and institutes revised, depreciation )&-hedules,
I would see no nee4,ldr a 2 percent tatreducqlon for corporations.

The overall rev vue effect of the bill is another item' which concerns me. In
discussing this e ffct, we must,,eonslder qot only the $2A-billlion r venue loss1 which
the House bill I expected t6 bring, bul sils the estimated $9-billion wbic the
government wilp'lose when the t~x surqh rge expls. This reduction in revenues.
would not only lut a crimp in Federal Se progiams, i wouldalso affect Aub-
stantially the mount of Investment ich cold jo into 4uch Importt
areas as housing mortgages.
We have h rd a lot In , nt wee bout e "pea dividend," and the 10g

range "fiscal vidend" i1lhw ca ei t -ethe raing~decaie. Despite te
controversy over the amo nt of the ivi end, po)ntt ODmains clear: the claim *s
upon the Federal budget the foreenble fut re 4, 1 be immense. A comp,e-
hensive welfare plan, reve ue sharil0 aid to Urban P*u tfetslt and the expln-
sion of existin social programs ge aR activities which peoplhgenerally aree
should be undertaken by th,4 FeWral govr-men Ji tht near future. Add to Ahis
the claims maade\by our national security ne -, and 4ne can that rev nue
cuts cannot be m~le without considering our lopg.rang¢ naUopl goals. /

This tax-cut proppsal, moreover, cojes at a tUie whe responsible ecogo nists
are urging that we n~aintain substastial budget supluses An o-der to keepAnterest
rates down and re1ae inveitmet-money for ousting mortgages. Jkst year,
Congress solemnly declaed a ten-year national housing goal of 25,900,000 new
units. But this goal can ohly be met If the resources exist to finanepthis gigantic
construction project If morigage brokers--especially those whodeal in FHA and
VA financing-must compete w l&the Federal government a)I with cash-starredbusinesses for investment funds, thea.1 predict weay' never see the end of
exorbitantly high interest rates.

I therefore recommend that we accept the changes in the tax-rate schedules
for individuals as recommended by the Administration. By doing so, a great deal
will have been gained since in my Judgment, the chages proposed in the House
bill (1) are inflationary, (2) will put additional upward pressure on Interest
rates, (8) will make it more difficult for the federal government and private
investors to fund important social programs, and (4) will not produce the budget
surpluses sufficient to release investment funds Into the mortgage market and
thus prevent us from meeting our national housing goals.

Mr. Chairman, I now return to a more complete discussion of the specific
areas of amendment of the tax reform bill that are of particular concern to me.
(1) Spcial tax exemptioms for the handicapped

Legislation is already on the floor of the Senate (8-1009) and the House
(H.I 424) which would give cognizance to the special needs of our handicapped
ctisen. H.R 424 was Introduced by the distinguished chairman of the House
Ways and Means Committee as the companion bill to 8-1069 which I introduced
in the Senate.
This legislation would provide the disabled an income-tax deduction of up to

$0 to cover transportation to and from work and would also allow the disabled
the same additional $600 income-tax deduction now given to the blind.

It is estimated that some 3(0,000 disabled persons would qualify under this
legislation, at a maximum coat to the Government of about $130 each, or $40,-
000,000 per year. This cost seems small when we consider the average cost of
from $40 to $W, per year to rehabilitate a disabled person. What we will be
doing through this measure is helping these people to help themselves and en-

88-865-6 -pt ---is
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abling them to achieve some personal Independence from institutions, from over-
burdened families, and from local and state governments.

Our handicapped citizens are capable of being productive workers, contribut-
ing to the nation's economy instead of being dependent upon it. But their dis-
abilities impose upon them additional expenses in pursuit of their livelihoods
which are not otherwise tax deductible. Such expenses include special orthopedic
devices; extra. travel costs because they are unable to utilize routine methods
of transportation; expensive additions to office, shop or home to facilities their
movements; special prosthetic devices; higher Insurance costs; and the costs
of hiring help to perform simple tasks which the nonhandicapped perform for
themselves. In addition, rapidly rising costs are particularly burdensome to
the handicapped-for example, the prices of some special orthopedic shoes re-
quired by the disabled have doubled in the past year.

Under this bill, the disabled taxpayer, in order to qualify for the additional
$600 exemption, must suffer from a loss of one or more extremities or 40% or
more loss of ability as defined under the Schedule for Rating Disabilities of the
Veterans Administration. In addition, both the blind and the disabled would
qualify for the tax deduction of up to $00 for expenses of going to and from
work.

Hundreds of thousands of Americans have endeavored valiantly to transform
their physical handicaps front stumbling blocks to boiling blocks. They wish
to use their crutches to move on, not to lean on. This legislation will help them
to do just that. It is as practical in economic terms as it is humanitarian. It is,
in effect, a practical bill to benefit those who have no alternative than to be
practical.

(2) Ph4lanthropy and Ioundations
In view of the growing role of government, I believe that it is essential to tile

pluralism of oar society that the activities of private philanthropies be propor-
tionately Increased-not decreased as the House bill and to a lesser extent the
Administration's proposals would do. Basically. I see in many of the features of
hoth measures a two-pronged attack on tile viability of our private piuhlnthropies.
First, charitable giving Is likely to be seriously restricted and secondly, our
philanthropic insrtltutions are likely to be so curtailed in their activities and
have their resources affeted in such a manner that they will not function with
the flexibility and innovativeness that we should have a right to expect.

(a) Phfianthropio giting.-The problems of our philanthropic institutions
cannot be properly considered without also considering the means by which these
in-,titutions receive their major source of revenue-through the charitable con-
cern of our citizens. We have heard considerable talk in the last several years
about how a very few of our higher-income taxpayers have dramatically reduced
their federal income-tax liability--despite their substantial incomes-by us of
certain provisions of our Internal Revenue Code respecting charitable contrilm-
tious. I am not in favor of abusing the intent of these provisions to the extent that
a taxpayer's obligation to his government is unfairly reduced. However. it is
also an indisputable fact that philanthropic activities have been the source of
considerable good and insuring the access of worthy foundations to funds of
individual donors Is in the interest of us all.

PreAldent Nixon, in announcing the start of the national fund raising campaign
for the United Community Chests, was very careful to stress the importance of
philanthropic activity, characterizing it as a sacred American tradition of private
initiative. Enough has already been said about the need for and the desirability of
privaIt philanthropic activities. Therefore, I wish to direct my attention to ver-
tain of the specific provislo4s of the House bill which in my judgment will un-
wviely stife this individual initiative. In all fairness to the great effort of the
ItousA, I also believe that the House bill has done much to correct ahu-e andi
provide greater incentives to some taxpayers to support philanthropic activities.

I agree wholeheartedly with the principle of increasing the size of the charita-
lile deductlou limitation front the present 30% to the proposed 50% of adjusted
gross inene and support this provision of the House bill. However. in my
opinion, this increase to 50% in the charitable deduction would not result In tile
very large contributions being wade today to educational Institutions, hospitals.
etc.
• We uRtro thlerefore, make certain that tie provisions which encourage th very.

large.(9ptrlbutlops whlc are being made today are not written out of our tax



2035

laws. The only alternative to the anticipated reduced services from such insti-
tutions would be government intervention-this is a step which I hope we would
Ill wish to avoid. I therefore recommend that we continue the unlimited charlta-
ble deduction so long as we properly circumscribe it with minimum income tax
provisions such as I proposed in iy tax reform bill, S. 1522.

I am also concerned about the proposed treatment of gifts of appreciated
property. This represents not only a major source of the very large contributions
but als o is one of the major inducements for gifts of valuable works of art and
literature to our libraries, universities, and museums. Frequently, these provi-
sions are the very reason why such works become available to the public rather
than remaining in private collections where they can be enjoyed by only a few. In
the case of fungible appreciate property, such as securities, having a readily
determinable market value, it may be possible to sell a portion to generate
sufficient funds to satisfy the additional tax burdens imposed by the House bill.
But how does one sell a corner of a painting or a few pages from a rare book?
For these reasons, I will support the Administration proposal to continue the
charitable deduction for appreclated property subject to the 30% limitation as
anl acceptable compromise.

In my judgment, the provisions of the House bill respecting charitable income
trust-, and remainder trusts, and gifts of partial interests to charity, are un-
necessarily severe. These provisions offset what are in most instances substantial
benefits to charity without providing a commensurate return. I believe that the
Administration does not go far enough in reducing the severity of the Ilouse
provisions and I ask this Committee to reject both the House position and the
Administration's proposal and retain the current tax treatment of these Items.

Since the provisions of the House bill and the Administration proposals will
have impact on gift and estate taxes, In addition to affecting the income tax
treatment of many charitable dispositions, I urge the Committee to give careful
consideration to the effective dates of thew provisions. In my judgment, we
should allow at least one full tax year to elapse before such provisions become
effective.

) Philanthropic Institttons.--I find serious problems with the proposed
treatment of foundations by the House bill. Many of these problems are only
partially corrected by the Administration proposals. First, I can support the
Administration's proposed reduction in the House proposed tax on foundation
investment income from 7 % to 2%. It Is estimated that at 2% the amount
of tax will approximate the additional administrative costs in policing founda-
tion activities, and this is acceptable as a compromise. However, I would much
prefer to see some upper limit placed on the amount of this "u.er fee." I might
add parenthetically that a very good case can be made to elininate such a tax
altogether and I would not he adverm to such a decision it the Senate made
that choice.

I believe that our first duty in accomplishing tax reform with respect to foun-
dation-i s not to curtail drastically the activities of the great bulk of these in.
stitutio,'s which are ftrinctioning as we would wish merely because of the sins
of a fe\v, Our first duty Is rather to sharpen our understanding of the abuses
we are trying to eorrvet. In this regard. I have grave reservations about the
broad provi.s"nR of tb , IHouse bill which go far beyond the principle that philan.
thropld institute;. ; should not operate principally as vehicles for tax avoidance.

For example, many foundations own more than 20% of several businesses. It
somne vases where tile aniount of the business Oksio.N replmsnlts control amid tile
balance, i. widely held. there is no alternative b:-t total divestiture since there is
virtually no market where control is not being .told. However, there mu't be
some flexibility in this regard. I will. therefore. Ih offering in the immediate
future an amendment to H.R. 132T0 which would basically provide that where
a foundation owns effective control of a business, there would lie i rebuttthie
presumption that the needs of the business take precedence over the exempt pur-
poiPe. of the foundation. If a foundation has owned efftvive control of a usines
for ton years or more. then there would be a rebtuttable prefumption that the
nedis of the business. do not take precedence over the exempt purposes of the
foundation. Where i mu'dness is owned for 25 years or more the latter jurpimp.
tion would he conclui ve.

The position of the Iouse hill regarding the current dl,4tribution of income i, ,
in my judgment, too inflexible. The House Itself recognizes this since they allow
the ac.,umulation of income with advance permission, and also there is a perrma-
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nent exemption for those foundations which are prohibited from distributing
income by a charter which cannot be judicially changed. I believe an approat.h
similar to that provided by Sec. 531 of the Code is appropriate here. My amend-
ment also will proved. 'hat accumulations up to a certain amount or percentage
of assets would be m,re or less automatic. Accumulations In excess of such
amount or percentage would be subject to tax only If found to be unreasonable in
light of the charitable purpose for which they were accumulated. I would retain
the House provisions with respect to unamendable charter documents.

While I support in principle the provisions which would limit activities which
are political in nature on the part of foundations, again In my judgment, the
House bill will deprive us of much needed and valuable information and services.
We must be certain that our foundations can properly investigate and report
on problems which confront our society and which may presently be or which
may become the subject of legislation.

For example, legislation which would prevent a philanthropic organization
from giving to a congressional committee the benefit of its expertise on a child
daycare center, or in conducting a recreation center for the aged on the grounds
that it will have some influence on the decision of any governmental body, is
carrying regulation too far. We must have a more carefully worded provision
consistent with our true Intent-the prevention of so-called lobbying and the
furtherance of special interests.

I am greatly troubled by the definitions of private foundation and private
operating foundation contained in the House bill. My amendment will also pro-
vide for a new category, the public service foundation and will greatly broaden
the House definitions to among other things include a longer base period to
account for year to year variations.

More information is needed concerning philanthropic activities before we can
be prepared to offer conclusive solutions. Some foundatlon.m have abused their
privilege, and this cannot be permitted. However, the sweeping comprehensive
measures contained in the House-passed bill take too much for granted the good
that the great bulk of our foundations provide.

Perhaps the most important part of the louse bill is the increased reporting
requirements. We need greater knowledge in order to approach this important
area with Intelligence. I would hope that the Committee in considering these
areas will recognize how little we know, and will not adopt positions which, with
a broader perspective, we will later regret. The amendment I intend to present
in the very near future attempts to balance needed reforms while maintaining
the philanthropic activities which have been such a source of innovation, plural-
ism, freedom and creativity in American society.
(3) Tax treatment of small business

Small businesses represent In terms of numbers approximately 95% of all
the businesses in this country. I need not remind the Committee of Congress'
concern over the years for the small businessman and for the development of
healthy small businesses. One measure of the House bill will have severe im-
pact upon small business. As ranking Minority member of the Select Committee
on Small Business, I feel that I must bring this matter to your attention and
ask that you restore the benefits of the multiple surtax exemption to small
business.

The House Ways and Means Committee in adopting this measure noted that the
multiple surtax exemption was designed to aid small business but that large
organizations had been deriving substantial, unintended benefits, and therefore
recommended its elimination. It is inconceivable to me that we would want to
injure small business b',cause of an abuse of a small-business provision by big
business. I believe that this Committee can and should devise a means whereby
the benefits of the multiple surtax exemption can be retained by small busi-
ness without, at the same time, permitting big business to abuse those benefits.

I am also saddened that of all the recommendations regarding Subchapter S
corporations proposed by the Treasury last April that the only thing to appear
in the House bill was the provision dealing with retirement plans. I concur fully
with the recommendation of the Administration that this measure be deleted
and that the entire area of the taxation of the small business coropration receive
separate attention.
(4) Repeal of the investment credit

I have previously mentioned that last Friday I introduced an amendment
calling for a two year phase-out in the investment credit in order to provide a
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transition period during which permanent investment Incentives In the form
of revised depreciation schedules are phased in. I will not dwell on this matter
at greater length now since I am aware that this Committee is not hearing testi-
mony on the investment credit at this time. Suffice it to say that in the long run,
I do not believe that we can afford to operate our economy without some sort
of major equipment incentives--the soundest of which are modernized deprecia-
tion schedules. The level of business Investment is closely tied with those social
and national goals which we-liberals and conservatives alike--can agree upon:
increased production; an improved competitive position in the world economy;
increased purchasing power; and a full level of employment
(5) Elifnitation of the repeal to tax exemptions of municipal bonds

The financial health of our states and municipalities are of vital concern to
me, and I cannot support those provisiones of H.R. 13270 as they relate to federal
taxation of interest paid on municipal bonds. The Administration has now Indi-
cated that it plans to recommend to the Congress different proposals than those
contained in H.R. 13270 at an early date. I feel that it is particularly important
that any tax changes in this area be consistent with the revenue sharing pro-
posals that this Congress will be considering in the near future.

The facts are incontrovertible-many of our state and local governments,
and particularly our cities, are caught in a financial crisis. These governments
have traditionally relied on rather limited tax bases and these bases are now, in
many cases, taxed as heavily as prudence will allow. In addition, when we con-
sider the total tax burden placed upon our citizens, the component which repre-
sents state and local taxation is rising far faster than all others.

In light of the prevailing conditions, I do not consider it wise to entertain
measures which are likely to impose greater burdens on these governments with-
out careful study as to the consequences. As a case in point, we already have wit-
nessed the almost complete deterioration of the municipal bond market as a
result of the proposed imposition of a tax on the presently exempt interest on
the obligation of state and local governments. Simultaneous with this de-
terioration has been an increase of approximately 86% in the market rate of
return on such investments. ultimately this must be translated into higher in-
terest costs to these governments with resultant higher taxes.

Now is not the time to remove the tax exemption of Interest on state and
municipal bonds. Until such time as alternative means of Federal support have
been enacted and are available to states and localities, this important means of
raising capital should not be made exorbitantly expensive-and, thereby, un-
available-to them. The inevitable result would be a contraction of action at
the '('ate and local level in dealing with Important community and social problems
and an increasing burden on the Federal government to devise and operate
such programs.
(6) Tralment of capital gains

The changes proposed in H.R. 13270 are too drastic and would seriously
impede investment and the flow of investment capital in our economic enterprises.
They also probably would have adverse revenue effects by slowing the capital
gains turnover of stock Issues. On the other hand, the limited changes proposed
by the Administration in the treatment of capital gains provide meaningful
reform by providing that unusually qr-ge capital gains will be taxed at higher
rates while at the same time capital gains which are not excessive in relation to
a taxpayer's usual Income continue to be taxed at present rates. Similar treat-
ment is also accorded corporate capital gains. This reform will not seriously affect
the important revenue flows accruing to the Federal government from stock
market activity and will not drastically change the rules of the game for the
more than 26,000,000 U.S. investors in stocks and bonds.
(7') Real estate depreciation

Section 521 of the House-passed tax reform bill would amend those provisions
of the Internal Revenue Code dealing with real estate depteclatlon in several
ways: it reduces real estate depreciation except as to new residential housing;
It provides that accelerated depreciation taken in excess of allowable straight-
line depreciation Is to be recaptured as ordinary income; and it recommends a
new section under which rehabilitation expenditures of low-cost rental housing
are to be permitted to be written off over 60 months.
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The Rouse Ways and Means Committee noted in its report that existing law
provides a real estate "tax shelter" which often bears little relation to true
economic loss. The report states: "The present treatment creates a tax environ-
ment favorable to frequent turnover which tends to discourage long-range
'stewardship' and adequate maintenance; it also encourages thin equities and
unsound financial structures which could topple If the market for real estate
and rental housing weakened."

The Ways and Means Committee concluded, "The present tax treatment of
real estate does not efficiently stimulate investment in low- and middle-Income
housing."

Mr. Chairman, unquestionably, tax reform in this vital area is needed, but
the elimination of present tax incentives, which the Ways and Means Committee
describes as "inefficient,"-without the enactment of alternative Incentives for
increasing the supply of housing for low- and moderate-income persons--would
have the most serious possible effect on this sector of the economy.

The fast "write-off" for rehabilitation of older rental housing represents an
improvement over existing law and I support this provision, but it alone will not
provide the necessary alternative incentives to housing.

Section 521 of the bill-in particular that portion of It dealing with present
recapture provisions-could have a disastrous effect on the achievement of the
national housing goals as articulated in the Housing Act of 1938. The 1f6, Act
was premised upon a major contribution by private capital to the achievement of
adequate rental housing. Yet, the proposed tax reform contained in the House bill
will significantly reduce yields and the profitability of investment in real estate
and will thereby drive private equity capital away from residential rental con-
struction and into other areas where the yields are competitive and more attrac-
tive. In other words, at a time when we must promote new investment in hous-
Ing, this bill would provide a disincentive to such financial commitments.

It may be expected that Federal programs to involve private Investors in low-
and moderate-income housing will be particularly hard-hit. It should be em-
phasized that the 1968 Housing Act contained several programs which were
based upon such a heavy Involvement by the private sector--the homeownership
program (section 235), rental assistance program (section 236) and Zhe Natlional
Corporation for Housing Partnerships. Investment in low- and moderate-inome
housing is more risky and less profitable, and under these new programs tax
benefits provide the main source of yield on private investment. Inevitably, then,
if this section of the tax reform bill is enacted in its present form, there will be
a fall-off in the production of housing for low- and moderate income families at
the very same time that the Congress has established greatly increased produc-
tioi of such housing as a national goal.

fr. Chairman, at the present time, inflation and increasing interest rates
have hit the housing market particularly hard. Investment capital is Increasingly
difficult to find. Nevertheless, the need for rental housing, particularly in our
major cities, has never been greater. Vacancy rate are below one percent in New
York and Chicago; rents are spiraling upward and production is not adequate
to meet the demand. In these circumstances, we should be considering new in-
centives, not eliminating them.

In light of this situation, I recommend that this committee consider, and I am
prepared to support, an additional provision in this bill which would offer a
specific Incentive to investment in housing for low and moderate-income persons.
I do not recommend any changes In the bill's provisions with regard to deprecia-
tion-that Is, accelerated depreciation would be permitted for new residential
housing and straight line depreciation for used buildings. However, In the specific
eae of low and moderate Income housing projects, which have been constructed
or rehabilitated with public assistance, which are sold or transferred to a non-
profit or tenant group, or to a cooperative, which will operate the project as
low-cost rental housng-there would be no recapture of the depreciation pre-
viously taken. In effect, the gain or Income recognized in such dispositions would
not include depreciation. Such a provision should also distinguish bet, ecn short-
term and long-term Investors-favoring the latter.

Such a provision would be an Important Incentive to private Investment
capital in the sector in which it Is most needed-that is, housing for persons
of low or moderate-income. By reducing the tax on the disposition of such
projects, this provision would lower the debt-service requirements of the sub-
sequent owning group or cooperative and would thereby permit it to set and
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maintain low rerits. Lest it be thought that such a provision would afford too
great a possibility of abuse, it should be noted that the limited number of
prospective buyers In such dispositions would restrict the potential gain which
might be achieved by a taxpayer.

Moreover, any abuses could be met by increasing the burden on the indi-
vidual taxpayer, rather than on the housing industry as a whole. Thus, the
preferences which an individual taxpayer might obtain under such a provision
should be subject to the limited tax preference which Is contained in this
bill.

Mr. Chairman, it Is critical that the interests of tax reform and the pro-
duction of housing for persons of low and moderate income be harmonized.
I believe that it Is incumbent upon this Committee and the Senate to insure
that the tax reform bill will be enacted with this objective in mind.
(8) Accelcrated Doprcciationt of Polltition-Con trol Equipmcnt

I basically support the concept of Section 704 of H.R. 13270, a section which
would accelerate the amortization of pollution control facilities. The question of
pollution of our environmental has become one of the major issues of the day, and
this problem must be attacked by every resource available--including the use of
our tax laws.

I would suggest, however, Mr. Chairman, that the law that allows for the
amortization of pollution control facilities should be made consistent with the
alms and procedural design of other existing federal laws In this field-particu-
larly with the Clean Air Act, as amended, and the Federal Water Pollution Con-
trol Act, as amended.

These laws have established procedures which emphasize the States' respon-
sibility in letting the standards and enforcement regulations to combat pollr.tion.
It is the procedures and standards established pursuant to these Acts that should
determine whether a pollution facility should be "certified" for an accelerated
depreciation. In addition, the effect of these laws, which have had Initial suc-
cess, would be seriously delayed if there were a requirement that new minimum
standards be developed by the Federal government as a basis for "certification."
(9) Oil Deplction Allowance and Intangible Drilling Costs

I have long been on record that we can not achieve satisfactory tax reform
in this area without first making adjustments in the magnitude of these tax
advantages. Let me emphasize from the very beginning that I am not in favor
of eliminating these advantages altogether but rather, I feel that they should
be reduced somewhat. I do not believe that the oil and gas industries should be
allowed to retain tlieir present tax advantages at a time when all other taxpayers
are being asked to carry such a heavy burden. These industries should share in
this burden-carrying by assuming a somewhat heavier burden themselves.

The history of tie oil depletion allowance dates back to 1926 and has
remained at 27.5%o of the gross income from the property since that date (sub-
Ject of course to a maximum limit of 50% of the taxable income from the prop-
erty). The tax rates in 1926 were substantially lower than today with the result
that this allowance now provides far greater tax inducements. An argument can
therefore be made in favor of reducing this allowance substantially below the
20% level. However, I am not In favor of reducing the oil depletion below 20%
because I believe that these industries, which are vital to our national defense,
need an Incentive if their continued viability is to be insured.

While I agree with and will support the House bill on the reduction of the
allowance, I must concur with the Administration with respect to the elimination
of the allowance for foreign deposits. In my judgment, this would needlessly
increase the foreign tax burdens of American business without substantially in-
creasing federal tax revenue.

I do not believe that the House bill or the Administration proposals adequately
deal with Intangible costs. These costs often represent a greater tax preference
than the depletion allowance and should be subject to reasonable limitations. I
will therefore introduce an amendment to HR 13270 which will over a five year
period limit the deductibility of these costs to 50% of actual expenditures.
(10) Rcdevclopnnt and social lnccntlvrs for banks

The tax code as it relates to financial institutions should provide for two
things: (1) the ability to weather both good times and bad; and (2) Incentives for
activity in socially desirable areas which might be underfunded if these incen-
tives did not exist.
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For these reasons, I strongly urge the Committee to leave in effect the bad-debt
provisions of financial institutions as they presently stand. I support the very
Imaginative proposals of the Treasury Department as they relate to the granting
of a special deduction to encourage financial institutions to make loans in certain
socially desirable areas such as residential housing, student loans, and SBA
guaranteed loans, et cetera. The proposals of Mr. Preston Martin of the Federal
Home Loan Bank, for tax deductions of 5 and 10 percent respectively of the in.
come derived from loans in housing and other areas and inner city projects are
also very commendable.

While in concept the limitation of bad debt reserves to actual experience is very
appealing, we should not lose sight of the reasons why it has in the past been
deemed desirable to permit such reserves in excess of exierlence. Reserves
limited to experience are no doubt sufficient in rather stable times. However our
concern for a sound banking industry has taught us to allow prudently for those
times when conditions are not stable. I would submit that we may even now be
on the verge of such times if we are.unable to bring inflation within reasonable
limits and Interest rates remain at such high levels. In addition government has
bren making every effort, and the banking industry is responding, to encourage
more receptivity to socially desirable projects such as increased loans within
the inner city. I would hope that maintainin, reserves at present levels would
serve as encouragement to increase activity In such areas

This brings me to my second recommendation in the financial institutions field:
Incentives for certain kinds of investment. Mr. Martin on Monday very correctly
pointed out that there is no Incentive in our tax code for financial institutions
to invest directly in inner city projects. The same could he said of the loang of
which Assistant Secretary Cohen spoke. Partly because of market factors and
partly because o ' anticipated risk, many loans in Inner-city areas carry an Interest
rate which makes the enterprise or borrower hard-pressed to make a reasonable
return. Nevertheless, this country is committed to promoting private activity
In funding urban renewal, In housing construction, in education and in other
kinds of socially oriented activities. This is not only proper but It Is often the
more efficient alternative. I realize that the kinds of loans which would qualify
for the 5 and 10 percent deductions would have to be carefully defined, in order
to prevent abuse. However, I believe that this Is mainly a problem of administra-
tion and careful drafting of the code, and I look forward to Assistant Secretary
Cohen's more detailed statement
(11) New reporbing requiremente

I will offer a bill in the near future which would cell for two new types of
Information to be provided as a regular part of the Secretary of the Treasury's
annual report :

1. Estimates of the losses in revenues resulting from income presently excluded
from tax under the Internal Revenue Code, from deductions allowed under the
Code, from the deferral of the imposition of the taxes imposed by the Code and
other such special tax provisions of the Code and other laws as the Secretary of
the Treasury considers appropriate.

2. Estimates of how much the government subsidizes such areas as housing,
agriculture, and natural resources through the income-tax laws as compared to
direct expenditures though the Federal budget.

This phenomenon-known as the tax expenditure budget-gives rise to claims
upon Federal resources just as real as the claims made by direct budgetary out-
lays. Publication of the first type of information Is therefore needed to make
the public aware of the cost to the Treasury of tax preferences. In this way, the
public can Intelligently call the attention of the Congress to take appropriate
action where needed.

The second type of information would be extremely valuable to Congress, and
to the Executive Brach, by permitting a clearer insight Into the allocation of
public resource. The Treasury made a first attempt In this direction when Secre-
tary Barr provided some of this data in his testimony before the Joint Economic
Committee on January 17, 1969. The Treasury is to be commended for this, and
my bill would ensure that such Information will be made a regular part of Its
annual report.

Senator BENNEP1. Mr. Chairman, t he next witness is Dr. Ernest L.
Wilkinson, president of the Brigham Young University, in the State
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of Utah, and as he comes to the witness table, I would like to claim
the privilege of introducing him.

He appears today as president of the American Association of In-
dependent College and University Presidents. While this association
is less than 2 years old, it already includes 317 presidents of the private
universities and colleges located in 46 States and the District of Co-
lumbia. Their names are attached to the statement that Dr. Wilkinson
will file with the committee. Since these are all private universities
and colleges, it is axiomatic that they are all dependent to a greater or
lesser degree on charitable contributions.

He will appear as president of the Brigham Young University and
since this school is in my State, he and I can boast about it a little bit.
In terms of full-time students it is the largest private university in the
United States. It has a campus enrollment of 25,000 full-time students
who come from every State in the Union and 70 foreign countries and
so far there has not been a single student compus disturbance. With
that kind of a record I am sure the committee will be very much in-
terested in hearing the testimony of Dr. Wilkinson.

STATEMENT OF DR. ERNEST L. WILKINSON, PRESIDENT, BRIGHAM
YOUNG UNIVERSITY, ON BEHALF OF THE AMERICAN ASSOCIA-
TION OF INDEPENDENT COLLEGE AND UNIVERSITY PRESIDENTS
Dr. WriLKiNSON.. Mr. Chairman, gentlemen of thr committee, in my

limited time I will try first to say something about the contribution
of these private universities which I represent and second, how they
would be seriously impaired and injured if the bill in its present form
should be enacted. The contribution to our society of private institu-
tions of higher learning is tremendous. Time only permits me to indi-
cate that eight of the 16 members of this committee were educated
at private institutions, that 73 of the 100 Members of Congress were
educated in private institutions.

Senator B9NN='. Shall we say Members of the SenateI
)r. WMKINSON. I meant Members of the Senate and I appreciate

thei correction because I know there is quite a difference. [Laughter.1
Senator CuRTIS. Does that figure come from the private institutions

or from the Senate itself?
Dr. WILKINSON,. From the Senate itself.
Senator Ctims. I see. I did not know whether the private institu-

tions agreed to it or not.
Dr. WILKINSON. Senator Curtis, may I say my background is a

lawyer, and as a lawyer whenever I went into couit I wanted to know
who the jury was, so when I came here I wanted to know who the
Luuy was and, therefore, I counted and found out that 73 of the
Senators were from private institutions.

Senator GORE. Do you think this is what is wrong with us?
Dr. WILKINSON. Think that is mainly what is good with you.
Now, as stated in the introductory article of the current edition of

"Who's Who in America," private liberal arts colleges have been the
basis and the backbone of higher education in America. Because of
their many contributions, and I do not have time to give them here,
Congress in the first Income Tax Act of 1913 gave favorable treatment
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to colleges and universities. The purpose was no mere gesture of gener-
osity on the part, of Congress. The object was to provide the greatest
amount of public benefit at the lowest amount of cost to the Govern-
ment. Senator Hollis, in charge of the bill, explained the deduction
to the Senate in these words: "For every dollar that a man contributes
for these public charities, education, scientific, or otherwise, the public
gets 100 percent. It is all devoted to that purpose. If it werc the Federal
Government or local governments and the taxes were imposed for the
amount they would only get the percentage, 5 percent, 10 percent, 20
percent, or 40 percent, as the case might be.

Ever since the enactment of the first income tax law in 1913, during
the 51-year history of the code, Congress has always enlarged and
never restricted the charitable deduction for universities and colleges
although the same arguments now made have been previously made to
prior Congresses.

The House-passed bill, on the other hand, would almost destroy the
present tax incentives and this at a time of very serious and critical fi-
nancial crisis for private colleges and universities. The private insti.
tutions today outnumber public institutions by 1,409 pivate to 821
phblio. But one by one the private universities are closing shop. The
president of the Carnegie Foundation, who we hope is wrong, has pre-
dicted the end of all but a few private colleges in the very near future,
but if the new tax bill that, comes from the House should be enacted
in its present state, he would probably be right.

Fortune magazine and U r.S. News & World Report both have
noted that many private colleges will be forced into mergers or go
under public control if they are to survive. Already colleges of consid-
erable size such as Houston, Buffalo, Kansas City, Temple, and Pitts-
burgh have gone from private control to public control. This has hap.
pened also to scores of smaller institutions.

Allen Cartter, chancellor of New York University, after a study he
made, said that each new institution taken over by the State raised the
tax burden by a factor of 10 to 20 times the amount of contributions
that might have been necessary to keep the college as a viable, inde-
pendent institution. The University of Buffalo now costs the State of
New York $45 million. Cartter states that a contribution of from $3
to 1.4 million would have let it continue a an independent university.

In 1965 and 1966 private gifts accounted for 68 percent of all capital
fhnds received by private schools. This constituted 80 percent of the
total private gifts to higher education, showing that the public recog-
nizes that private institutions rather than public schools should be the
object of their bounty. Private schools situated in the 16 States repre-
sented by the niminbe'rs of this finance committee received gifts of $200
million in 1965 and 1966. Yet the report of the House committee on
this bill estimates that the increase in taxation as a result of the
changes in the bill affecting charitable contributions will be only $5
million in 1970, $20 million in 1974.
. Now, if nothing else does, I submit that this shows how penny wise
and pound foolish this bill actually is. May I point out here that the
now massive programs of Federal aid have been of little help to private
institutions on the whole. In a recent year six universities received 57
percent and 20 universities received 80 percent of all Federal aid to
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higher education. Only 10 percent of research funds and 12 percent
of fellowships were shared by 600 public and 1,400 private colleges and
universities.

I now would like to discuss the bill itself. It is so complex, as Sena-
tor Curtis has mentioned, that our attorneys told me it should be en-
titled, and I quote, "The Lawyers and Accountants Pensions and
Annuity Bill of 190M." And I knew why when I saw their fee for an-
al,,zin 'what the bill is. [Laughter.] "

Dr. -VKIN$ON. I want to s.ay tintt what this country needs is a
simplified tax bill, not one that is more complicated, more difficult to
understand, and brveds more litigation. All I "an do in my limited
time is to indicate the major changes required if most of our private
universities are to survive and, as Senator Bennett has indicated, I
,peak for 371 of them.

The present bill introduces two new concepts. One, a concept of
tax preference, and. two, an allocation of deductions. The new con-
cept of tax preferences includes five items of income not now taxed
at all, municipal bond interest, accelerated depreciation, cash on hand,
hoby) farming, and appreciated value of property. As to all five of
these, the new bill provides that, to the extent the total of these items
exceeds the other gross income of the taxpayer, then one-half of the
excess over the tax of the gross income is also taxed.

May I point out as to the first four of these items the taxpayer
does enjoy a realizable benefit and there may be therefore a rational
hasis for taxing them. The same, however, is not true of the appre-
ciated value of pro prty given to charity. In order for a taxpayer
to g et a deduction for such i a charitable gift, he must give away 'his
p)rolit to charitable organizations of the type authorized-by Congre,
and even then he can obtain a deduction only up to 30 percent of his
across income. This item of appreciated vale of property given to
charity is therefore totally unlike the other four items and conse-
quently should not be classified as a tax preference at all.

The second concept provides that allocable expenses be apportioned
between the traditional taxable income and the new tax preference
income. Tfat which is allocable to the tax l)reference income cannot
be deducted as an expense at all. The net effect of this is further to
reduce the tax benefit of the charitable contribution. The result is that
Lifts to charity are penalized in two ways, both coming and going.
They are like the drug addict. He suffers when he starts taking the
drij* and when he gets off it.

The accounting result of these two new concepts being imposed on
top of our already complicated tax system is that the accomitant who
makes up the tax income of a taxpayer who has male a charitable
contribution or a charitable deduction often has to make 30 conl)uta-
tions to come up with the answers to the tax payer's tax. Theoo compu-
tations are subimitted with my statement. Summarily stated and bv
way of example may I merely state that if we take the case of a man
with ..,250.00) taxale inconie who gives $7.5.000 of appreciated prop-
erty, lie would under the present law save .51,0O in taxe. Under the
lpoposed law his tix savings would be $287. A lousy $287 for a mae-
nificent gift of $745,000. Yet in both cases he has given away property
worth $75,000. Our position therefore is that gifts of appreciated
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property should not be included as a part of tax preference income
and no charitable contribution, cash or appreciated property, should
be required to be allocated. This position was supported by the Sec-
retary of the Treasury in his testimony before this committee. My
second point is that the increase in limits on charitable contributions
deductions from 30 co 50 percent is virtually meaningless to higher
education because gifts of appreciated property are still held at a 30.
percent limitation.

During the last 3 years, for instance, at Brigham Young Uni-
versity the largest sigle cash gift was $10,000, while during the same
rriod we received 35 gifts of property having a value of more than

100,000.
If contributions to educational institutions are to be encouraged,

the limit sho.ald be increased to 50 percent of all gifts.
Next, one of the most pernicious features of tie present bill is

that it applies retroactively to all existing irrevocable trusts and
estates which have been created under the present law. Suppose, for
instance, the late Senator Dirksen established by his will a life reten-
tion trust for his widow with the remainder to charity. Under exist-
ing law this would be partially tax exempt. Under the proposed law,
this would all be taxable and no one could now find the Senator to
change it. It should not take effect until December 31, 1970, as recom-
menedby the Assistant Secretary of the Treasury.

Next, may I just say a word as to gifts of remainder interest. In
our overall fundraising program at Brigham Young University the
most popular gift is a gift of property in which the donor reserves
the income for himself for life. At his death the entire corpils of the
property vests in the university. A charitable deduction for this gift
is not permitted under the present bill. It permits only two types of
gifts of future interests (1) annuities and (2) unitrusts. We strongly
recommend that the bill be changed so as to allow the continued
use of straight life income retention trust as a third type of deferred
gift. The only abuses that existed in the trust that we have recom-
mended, is where the donor remains the trustee. This can be cured by
rewiring the university or a bank or a trust company to be the trtstee.

Finally, may I say a word as to so-called barain sales. They are
virtually eliminatedby the requirement that the donor sell or allocate
his cost base between the amount he receives from the sale and the

ft. Yet the donor parts with property in both cases. The abuses under
the present law could be stopped by simply denying deduction as
to any amount which would have resulted in ordinary income had
the property been sold.

In conclusion, may I say we agree with the previous witness that
every loophole which enables the donor to make a profit by reason
of having made a gift should be plugged. Conversely, however, we
feel that in every caSe where the donor parts with more than he
enjoys by way of a tax deduction, he should be encouraged to do
so, for to the extent he gives to authorized charities, charities author-
ized by the Congress, the Government will be saved that expense.

Our tax experts have told us that the present bill hits private uni-
versities particularly hard because, first, appreciated property gifts
are penalized at least two ways and sometimes up to four.
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Second, future interest gifts are penalized at least three ways.
Three gifts in trust are penalized at least four ways, and we

submit that for the small amount of additional income contemplated
under the House bill, it is not worth the price it exacts.

Senator GORE. Doctor, I believe you were in the room and heard
Senator Javits' test imion,.

Dr. WILKINSON. I heard most of it.. I couldn't hear all of it.
Senator Gone. 1)o you insist that the law should make it possible

for one to profit personally from what has been described as a charita-
ble gift?

Dr. WILKINSON. Senator, ini my concluding summary, I said that
we do not-that we agree that one should not be permitted to profit
by his gift, that is, over and above the credit that he gets for his
charitable contribution.

Senator GORE. I apologize to you. I was conferring with an aide
when you concluded. "

)r. WILKINSON. I agr'ee with that. We don't thhik there should be
a profit over and above the charitable contribution he gets

Senator GORE. I realize that is possible and the practice is engaged
in under present law.

Dr. WILKINSON. We think that is one of the abuses that should
be cured. But we don't think the baby ought to be thrown out with
the bath.

Senator GORE. Well, I don't think we are talking about a baby
here. This is a rather mature loophole.

Thank you very much.
)r. WILKINSON. I agree with closing that loophole.

Senator BENNft. Mffr. Chairman, I am delighted to be here and
hear Dr. Wilkinson's testimony. I think he has been a very excellent
and a very vigorous witness andI am sure the information lie has given
us will be of value to the committee.

I have no questions.
Senator M ILLEn. Doctor, you cited an example of a $250,000 income

taxpayer giving a $75,000 piece of property which represented appre-
ciated property. If the only thing that was retained in the Hous
bill was the inclusion of that appreciated property in the limit on tax
preferences and if there were no other limited tax preferences in the
case you cite, there would be no tax problem, would there?

Dr. WILKI.NSON. I am not sure, Senator, that I understand that
qstion. You say if the only thing left. in the House bill-you mean
that if we left the House hill as it is so that lie could not-

Senator MILLFRi. No. If we deleted from the House bill everything
on this point except the inclusion of appreciated property in th limit
on tax performances, them would be no problem in that, case, would
thereI

Dr. Wir.Ki.soN. Oh, yes, I think there would be. In fact, the thing
we object to most is the inclusion in the bill under the tax preference of
this appreciated property because 80 percent of all gifts that I know
of att the present time are appreciated property. And if you classify that
as a tax preference. subject to the penalties of the House bill, then all
the incentive for giving them is lost.

Senator MILL R. Well, perhaps you don't understand the example
because the example you gave is ,,20,000 of taxable income.
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T)r. 1VWLKINSON-. That is right.
Senator Mlm.ER. And only $75,000 of limited tax preference.
Dr. WiLKi.so.4. That is right.
Senator MILLER. And in that, case, under the House bill there would

not be any tax effect. It is not until the limited tax preferences get up
over 50 percent of the total income that there is a tax effect.

Dr. WILKINSoN. May I have my tax expert answer that?
Mr. HARDY. Senator Miller, in the example we assumed he already

had $50,000 also of tax preference income at the time he started to make
the grift. In the complete report we covered this in detail showing that
he had $250,000 of taxable income, $250,000 of tax preference income,
and then made a gift of $75,000 of fully appreciated property.

Senator MILEmR. Well, nobody -is going to argue with that example,
although I would suggest to you that that would be a most rare ex-
ample. I have discussed this with a good many people and in hardly
any case have I found a situation where they were particularly con-
cerned about the limit on tax preferences because most of their givers
who give appreciated property don't run into the amount. of the limit
on tax preferences when you get into a tax problem. Maybe a few
but very few.

Now, however, when you get into the other aspects of the House-
passed bill, that is the problem. But I think following on what Sen-
ator Gore's problem is, which is a problem for all of us, if you are,
going to plug the loophole which you advocate phigging, that is what
the limit on tax preferences is all about. I can understand the situa-
tion where somebody with not too much taxable income during the
year might desire to give a farm which has appreciated a great. deal
but if you have an odd case like that, I would think that could be
readily satisfied by having him give half the farm in one year and half
the farm in the next year.
What I am getting at is that while you advocate plugging the loop-

hole, I don't know how you are going to do it unless you use the limit
on tax preferences approach, but I can well understand how some of
the other provisions of the House bill in addition to that cause your
basic problem.

Dr. WmKINSON. That is right. because they are all interrelated and
you have to read the entire bill i order to get the connotation.

Now, the example we give in the full statement with respect to this
tax situation of which I informed you showed that 30 computations
are made. In our statement, we have given all smaller gifts also. In
other words, my full statement gives the computations showing what
the tax would he. I admit that mav not be the normal case. but we know
in our university of situations of this kind where somebody is very
much injured in fact, almost prohibited, because of the lack of in-
centive if this ill is passed as it now is.
When I said, "plugging the loophole" and when I agreed with Sen-

ator Gore that I didn't think any body should profit by this, I meant
I did not think that anyone should make, because of his charitable con-
tributions, a profit over and above the deduction that he would get in
the charitable contribution.

Unfortunately, under the present law they sometimes make money
by doing it in addition to the contributions they give. We (o not thinkc
t he should be permited to do that.
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Senator MILLER. Well, I appreciate your response and I know it
would be almost impossible for you to get this data for the committee,
but if you have some basis for rebutting my observation that the num-
ber of people who would be adversely affected by the limit on tax pref-
erenees treatment alone is very small, if not almost nonexistent, I would
like to h ve it.

With respect to the other areas of the tax bill, that is something else.
But take, for example, a typical person out in my State with ,50,000 of
salary and he gives some securities which have a'l)preciated $20,000. lie
has no proI)leni because his limit on tax l)references are $20,000.

Now, of course, if lie has long term capital gain and percentage de-
pletion and a lot of other-some tax-exempt municipal bond interest
for examnple-certainly then lie gets into that example, but I suggest
to you that example is a very remote one. and we have a problem with
respect to the attitude of the general public about some people having
a large amount of income and paying little or no tax, and that is what
the limit on tax preferences is designed to accomipli.h.

But when you get into some of these other areas that you are object-
ing to, I thiik I read you loud and clear, but I don't like to use an
example such as you gave to tear down that limit on tax preferences
approach because I don't think that you are going to have much prob-
lem with the limit on taxlreferences if that's all t iere is in here.

Dr. WmnuINsoN. Had I more time, I would 'ive some other illustra-
tions which are given in my full statement. That I admit may be one
of the unusual cases, yet we know at our own university of cases of that
kind. I wish it were possille for me and I had the resources to find out
the answer to your question. The Treasury hasn't. answered it. To that
extent, to the extent that we can find it out;we will let you know.

Senator MILLER. Thank you very much.
Senator ANDERSON. Senator Jordan?
Senator ,JORDAN. No questions. A very good statement.
Senator FAN NIN. Dr. Wilkinson I certainly commend you for a very

forthright statement, your recognition that 'we do have' problems, we
do have loopholes, and that. you are concerned about many of our
schools that have been vitally affected. private schools, by inflation.
They are in need of additional gifts rather than to curtail them.

I am wondering if we are not really defeating our purposes as far as
revenue is concerned if we do not have the gifts, do not have the revenue
tuition. Then, of course, we have the schools drop by the wayside. I
don't know just how many of our private schools of higher education
have dropped by the wayside in the last 10 years but I understand that
we have been going in inverse ratio. We have been dropping rather than
a(lding, especially in some of the Eastern States where we have had a
large proportion'of the students in private schools, a larger proportion
than inpublic schools. So that is of great concern to me.

But am wondering what vour thoughits are a,; far as the actual
savings that-as far as the Federal Government, is, eonverned if we
are picking tip the tab at. many institutions on tuition, loans, funding.
one way or the, other, what eifect you think this would have in that
regard.

Dr. WIN'yxsov.. The House committee in its report, Senator, esti-
mates that if the.% charitable deduction provisions are included, that
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they would get for the current year $5 million more in income and by
1974, $20 million more in income.

Now, we submit that that. is a pretty small figure to justify these
drasticchanges in the law. As I pointed out, the States representedby this committee, have obtained $200 million last year in charitable

gft, to public and l)rivate institutions and if you are going to destroy
the incentive for that $200 million for even the 16 States represented by
this committee in order to get $5 million this year and $20 million iii
1974, we say it is not worth the price.

Senator PANNIN. I agree. Thank you.
Senator ANDFRSON. Senator Byrd?
Senator ByRD. Thank you Mr. Chairman. Dr. Wilkinson, if the

Congress were to enact legislation which would be crippling to the
private colleges, that would increase the burden, I would assume, on
the State-supported, tax-supported institutions.

Dr. WuKINsoX. No question about it.
Senator BYRD. So in attempting to plug loopholes which I think we

should attempt to plug, we want to be careful that we don't do it in
such a way that it will eliminate contributions to the independent
colleges which in turn, if that is done, would react to the disadvantage
of the taxpayers everywhere.

Dr. WmxxNsoN. I agree thoroughly, Senator.
Senator Byu. Thank you. Thank you, Mr. Chairman.
Senator ANDERSON. Senator Hansen?
Senator HANSEN. I have no questions. I want to compliment Dr.

Wilkinson on a very fine presentation.
Senator GoR. Doctor, I hesitate to ask for another brief turn to

interrogate you, but you are an important witness. You represent a
very important and valuable segment of our society.

A great many references have been made to appreciated property.
Perhaps it might be well for the record and for us to understand that
we are also talking about depreciated properties.

An example, for inqtaneo, would he the gift. of a very valuable
building that has been fully depreciated. Another example would be aso-called charitable gift o a white elephant, an old dilapidated but
fully depreciated building. We are speaking of depreiated values and
appreciated values and of property which may have an estimated
value in excess of its real value.

I was glad that you and I reached an agreement that the tax law
should remove the profit from charity.

Now, there is another fundamental question that I would like to
have your views on and that is this.

To the extent that the tax law permits an individual to make a gift
for a private purpose and subtract the value of that gift from his other-
wise taxable income on which he would pay taxes to the U.S. Govern-
ment, the law to that extent permits the substitution of an individual's
judgment as to what would be a good purpose for the judgment of
society itself exercised through its democratic governniental process.

Dr. WILKINSOn. That is right, Senator, and f think that that is in-
herent in our democratic process and should prevail. As a matter of
f act, this country has come into its greatness just because of voluntary
giving of that particular kind. I remember that Woodrow Wilson at
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one time said that the thing that had made this country great was what
it had done, not under compulsion of law, but voluntarily, and I sub-
mit, therefore, that these individuals ought to have the right to choose
their particular charity.

Now, if the charities, however, as defined by Congress, if some of
them are improper, then let's have a redefinition of the charities that
Congress will permit to be given to. But as long as we are within the
orbit of the definition already given by Congress, then I submit that
the individual ought to have his choice as to those to whom he will give.

Senator Gom. Then you think he should have complete choice as to
whether he contributes to his Government by way of taxes or whether
he contributes to a charity of his own choosing?

Dr. WILKINsoN. Except where he makes a profit by it and you and I
agreed on that.

Senator GORE. Leaving the profit out of it, you still would allow him
to substitute private charity of his own choosing for 100 percent of
his tax liability otherwise?

Dr. WILKINSON. Otherwise, I think, Senator, we are going way,
way down the road to a welfare state and I am in favor of thau volun-
tary choice. In other words, I do not think that Washington or the 50
States of the Union themselves should have any better judgment on
some of those thing, than the individual who has made tie money.

Senator Goii. Well, this is-
Dr. WkINsox. He is limited, of course. Let's note this, that under

the present bill he is limited to 30 percent. Under the new bill he would
get 50 percent if it were cash. Under the new bill he could not give
more than 30 percent if it were appreciated property. He would still
have the limit of 30 percent.

Senator GoR&. Well, you and I are in an area in which we would
disagree. Democracy is not a perfect science and in the short run may
not be the best form of government. However, I believe it was Mr.
Churchill who said it was the best that anyone had ever tried.

Dr. WMKIN ON. I think he said it was the worst in the world but the
best the world had ever discovered.

Senator GoRE. I am not sure either one of us is quoting him verbatim.
I will not trespass upon the time of the committee. You have been a

very helpful witness. r would like to say I would disagree with you in
your last comment. True, democracy may not be the most efficient form
of government for a particular purpose in the short run, but let us re-
member that while Mussolini made the trains run on time, he ran Italy
over the precipice.

Senator Bz Nrr. Mr. Chairman, will the Senator yield?
Senator GoRE. I have finished.
Senator BEzNmIT. Does the Senator from Tennessee say that the

Federal Government should dictate the extent to which a man may
support his churchI

Senator GoR I said there should be a limit to this.
Senator BRxNzfr. Well, there is a limit of 80 percent.
Senator GoF.. But the question I was posing to the distinguished

witness was, to what extent he would permit it, He agreed he would
go to 100 percent.

Dr. WILiioN. I meant 100 percent of the present pmrcentage per-
mitted by statute--100 percent of that.

83-885---69-pt. 3-19
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Senator GORE. I see. That helps a little bit.
Dr. WmnKIxsoN. I don't. think you and I are very far apart.
Senator BE.-NNE-r. On the basis of the separation of church and

state which is one of the basic principles of our democracy, the indi-
vidual should be allowed to decide to which church he wishes to give
his support, personal and financial, and then if you go that far, I think
the majority of these independently financed universities which Dr.
Wilkinson represents are church-supported. Certainly, that is true of
Brigham Young University.

So you have that aspect and that same aspect runs through most
charities. And I think we have touched a fundamental nerve here when
we assume that limitations should be placed on a man's right to choose
the cause he will support and that the overpowering power of the
Federal Government should move in and say you can't support this
one, but you can support this one.

I think that is very serious.
Senator GORE. Senator, vou are not reforring to anything unprece-

dented. The law now provides purposes for which tax deductions can
be taken and for which it cannot. And there are limits and there ought
to be limits as to the purposes for which a tax deduction will be per-
mitted. It is not new in our jurisprudence to have-

Senator BF,-Nr. But they are limits of definition. They are not
limits imposed on individual institutions within the definition.

Senator GORE. Well, I didn't mention that at all. That was not even
the subject of our conversation, was it., Doctor?

Dr. WiVmKcNso,. I didn't understand it. May I say, Senator Gore,
so that you will understand my viewpoint further, and I am speaking
only for my own university now, we agre thoroughly that unrelated
business income should be taxed. May Isay the church which operates
my university has always paid taxes on unrelated business income even
before it was required by law, and I think they should be taxed.

Senator GomR Thank you.
The CHAIRMAN. Let me say Dr. Wilkinson, I didn't get into tho

very end of this exchange and" am glad I didn't because I might have
dealt myself a hand and I might have regretted it. But I see you have
some interesting reports and I will promise to study them.

Senator ANDErSON. And a good football team. Just ease up a little
bit,

The Chairman. The full statement will be placed in the record.
(Dr. Ernest L. Wilkinson's prepared statement follows:)

STATEMENT OF Di. ERNEST L WILKINSON, PRESIDENT, BRIGHAM YOUNO UNIESITT,
ON BEHALF OF AMERICAN ASSOCIATION OF INDEPENDENT COLLEGE AND UNIVERSITY
PRESJDZNTS

SUMMARY

I appear on behalf of the American Association of Independent College and
University Presidents. I also appear on behalf of Brigham Young University.
Although my university is a large one with 25,000 full time students, most
of the member institutions of the Association are smaller independent colleges
and universities.

CONTEnUTION OF PRIVATE INSTITUTIONS TO THlE NATION MEASURE BY GRADUATES

The contribution to our society of private institutions of higher learning Is
tremendous. Time only permits a very few examples:



9051

1. In the decade from 1956 through 1f05, 45% of all doctorate degrees awarded
were conferred by private institution,.,.

2. In a recent ranking by the American Council on Education private in.
stitutions lead state institutions in quality of graduate faculties in engineering,
humanities, social sciences, biological sciences and physical sciences.

3. Our faculty members have won 29 of the last 41 Nobel Prizes awarded
to Americans for scientIfic research.

4. At the undergraduate level, students 1>,om private institutions won ap-
proximately half of all Rhodes Scholarships.

5. My own university has produce-d 50 college presidents.
0. Eight of the 16 members on thiq Committee attended private institutions for

undergraduate or graduate education or both. Five of the 8 Senators on this
Committee attended sectarian schools and 3 attended nonsectarian schools.
Seventy-three of the 100 present members of the Senate attended private
institutions of higher education. Thirty-five attended nonsectarian schools; 35
attended sectarian universities; 8 attended private schools the religious affiliation
or lack of affiliation of which could not be determined by us.

CONTRIBUTIONS OF PRIVATE COLLEGES AND UNIVERSITIES TO THE NATION MEASURED

BY THE ROLE THEY HAVE PLAYED IN OUR DUAL SYSTEM OF HIGHER EDUCATION

As stated in the introductory article to the current edition of "Who's Who In
America" :

Private liberal arts colleges have been the basis and the backbone of higher
education in America. It is these institutions that have pioneered and made
possible the vast and effective structure of tax-supported education. Private
Junior colleges showed the way to our burgeoning system of public junior col-
leges; private preparatory schools have pioneered much that is now ncorporated
in our comprehensive system of puble secondary education. In the case of all
three groups, from an enrollment standpoint, the off-spring dwarfs the parent.

The Danforth Foundation Rtport of 1066, recognized by all educators as an
authoritative study, lists these disinetivF assets of private institutions:

(1) freedom to experiment and serve special purposes, academic and social;
(2) responsiveness to able leadership;
(8) a good record of preparation for graduate and professional study;
(4) concern for progress of individual students;
(5) close student-faculty relationships;
(6) the espousal of human values.

CONGRESSIONAL PURPOSE IN PROVIDING AND EXPANDING THE DEDUCTIONS AVAIL.%fLE
FOR CIARITABLE OONTRIBUTIONS

Since the first income tax law was passed in 1918 Oongress has at succeeding
sessions constantly expanded and liberalized the tax treatment for charitable
contributions for higher education. Congressional history states that the reason
for this liberalization has been the fact that increases in costs and inflation have
put private Institutions in a financial squeeze. Congress has also recognized
that it is cheaper to encourage direct assistance by charitable giving than it
would be to provide tax dollars to higher education. Higher education has been
favored over many other charities in the tax laws

In summary, Congress during the 51 year history of the Internal Revenue
Code has always enlarged, never restricted, the charitable deduction, although
the same arguments now made have previously been made to Congress. The
alternative method would be, for government, through the imposition of taxes, to
fund these Institutions Itself.

PRESENT CRITICAL NEED FOR SPECIAL TAX TREATMENT FOR CHARITABL GIFTS IN VIEW
Of TRZ CURRENT FINANCIAL CRISIS OF PRIVATE O.LLZOE8 AND UNIVERSITLES

Private institutions of higher education outnumbe*r public institutions by
1,409 to 821. Although 63% of the institutions are privately controlled and in
1900 70% of college enrollment was in private institutions, today only approxi-
mately 30% of the students attend private institutions while 70% attend public
institutions. This trend is due to the increase lu higher cost of education and
to the heavy tax structure, which has cut down on the amount of money avili-
able for charity. Private institutions however still educate more students than
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they did In the past and enrollment at them is increasing in number althoughl
the peretntage of the total enrollment is smaller. To further discourage their
gro-vth these taxes would be disastrous.

Th "r,-Jlent of the Carnegie Foundation, with whom we disagree, has pre-
diete. m-inind of all nut a few private colleges in the near future. it without
more tax considerations and a more generous share of contributions many
institutions will not survive. Fortune Magazine and U.S. News and World Report
have both noted that private four-year institutions are piling alp big deficits and
that many private colleges will be either forced Into mergers or will go under
the public umbrella If they are to survive.

Already colleges of considerable size, such as Houston, Buffalo, Kansas City.
Temple and Pittsburgh have gone from private to public control. This has hap-
pened to many smaller institutions. Allan Cartter, chancellor of New York
University, states that each new institution taken over by the state raises the
tax burden by a factor of 10 to 20 times the amount of contributicns that might
have been necessary to keep the college -4s a viable Independent iwtitutinn. The
University of Buffalo now costs the State of New York $45,000,000. Carter state.
that a contribution of $3,000,000 to $4,000,000 would have let it contime as an
independent university.

Current expenditures of private institutions constitute 43% of current ex-
penditures of all institutions of higher learning.

Capital receipts fell $300,000,000 short of capital expenditures for private Insti-
tutions during the period 1905-00. Private gifts made up most of this deficitt. In
fact private gifts accounted for 58% of all capital funds received by private
-schools.

Private schools of higher education received approximately 80% of total
private gifts to higher education, while public institutions received the rest.
If gifts to the capital account of private institutions equaled the capital account
gifts to public Institutions as a percentage, private schools would have experienced
an $800,000,000 capital account deficit. Private gifts also constitute 10% of the
current revenues of private Institutions. The conversion of a private institution
to a public Institution would place an even heavier burden on state government
which now provides over 40% now received by public Institutions of higher
education. The present tax bill would add a considerable load to the states if
the states ended up taking over the private institutions.

Private schools situated in states represented by the members of this Finance
Committee received gifts of $200,000,000 in 1965-6.

The now massive programs of federal aid have been of little help to private
Institutions on the whole. In a recent yelir six universities received 57% and
20 universities received nearly 80% of all federal aid to higher education. Only
10% of research funds antl 12% of fellowships were shared by 600 public and
1,400 private colleges and ut ivereitces.

Thee pre grave coasg'itijonal Questions Inherent. in a program of direct
federal ad to private parochial Institutions managed or controlled by religious
bodies. Several institutions, Including my own, do riot accept federal aid. The
only source of their survival Is the philanthropy of the American people.

COUPLE=,TY O TUE BILL

The Bill Is so complex our own attorneys told us It should be entitled "The
Lawyers and Accountants Pensiont and Annuity Bill of 1969." I knew why as
soon as I Saw their tee statements. Even so, they are very unsure of many of
their conclusions. This ComMittee should be in no hurry and should take ample
time In drafting the Bill to make it tess complex wherever possible. What this
country needs is a simplified tax bill, rather than one more complicated and
more difficult to understand.

ANALYSIS or BILL INCLUDING THE RZCOMMENDED OJIAxaOE THAT ARE NEEDED IF
PXvATiEc UNIVJBSTIF AAM TO IM E!COURAOWD AND IN FACT SUaVMVE

1. Iimitation Ott tax preferences and allocation of deductions.-The Adminis-
tration has recommended eliminating the appreciation portion of a charitable
contribution of appreciated property from the limitation on tax preferences.
It has also recommended eliminating the charitable contribution deduction as an
allocable expense. If these two changes are not made the government will be
forced into providing for the health', education and welfare of this nation, with-
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out significant help from the private sector. The bulk of all gifts received by
universities are in appreciated property. The bulk of these gifts are made In
large amounts by substantial contributors. The combined effect of the limita-
tion on tax preferences and allocation of deductions will so critically penalize the
giver that substantial gifts will no longer be made. These type of gifts constitute
between 60% and 80% of all gifts made to private education.

2. Increasc in limit on charitable contribution8.-The increase in the limit on
charitable contribution deductions from 30% to 50% is virtually meaningless
to higher education because gifts of appreciated property are still held to the
30% limitation. Since the bulk of gifts, in dollar amount, are in large substau-
tial donations of appreciated property, the donors of such gifts will not addi-
tionally give cash to take advantage of the extra 20% limit. The limit should be
increased to 50% for gifts of appreciated property.

3. (lifts of appreciated property.-Appreciated property is hit again under
the Bill (Section 170(e) of the Code) because the donor must either take a
deduction only equal to his tax basis or if he elects to take a contribution deduc-
tion equal to the value of the appreciated property he must recognize as income
and pay tax upon the appreciation portion of the gift. The only instance in which
this is not the case under the Bill Is if he makes a present gift of the appreciated
property and any portion of the property given is not "ordinary income" property.
A donor Is penalized by being forced to make this undesirable election if (a) the
property given is in future interest form, e.g. lie reserves the income for his
life but gives the entire property at his death to charity; or (b) he makes a gift
of tangible personal property (valuable books, art objects, etc.) : or (c) the
property or any part of It is ordinary Income property. Many properties are
mixed. Even stocks or bonds If sold can result in the realization of ordinary
income if there are accrued but unpaid dividends or interest. About $19.000.000
has been given to my university in a form that would cause this election. We have
established an excellent deferred giving program that would no longer lie pos-
sible under the Bill.

4. Set aside trust.-Section 642(c) of the (ode as amended by the 1111 would
(lisallw an income tax deduction to nonexempt trusts or estates which sot aside
all or a portion of their income for charity. Thousands of such trust ts for tile
benefit of universities exist today. The trust instruments were created under
present law which allows these trusts and estates to avoid paying tax on the
capital gains realized upon sale of trust assets. The instruments cannot now
be changed. Prudent trustees must sell assets froni time to time. If the tissets. ill
these trusts are sold under the proposed Bill capital gains taxes will have
to be paid thereby reducing the ultimate amount going to charity. This is most
unfair. At my own university we hold about $10,000,000 of property In such
trusts. Present law should not be changed.

5. Present gifts of fractional interest.-In a further effort to impose penal-
ties upon the creation of future interest gifts the Bill goes too far and in fact
prevents the present gift of a fractional undivided interest in a property. Sec-
tions 201(a) (3) of the Bill adding paragraph (a) to Section 170(b), Section
201(b) (1) of the Bill adding subparagraph (H) to Section 170(b) (1) of the
Code and Section 201(c) (4) of the Bill all use the phrase "entire interest"
which causes this problem, e.g. a man has not given his entire Interest if he
gives a fractional interest only. All three provisions should be reepaled not only
to allow present gifts of fractional interest but also to alow creation of future
interest gifts without penalty.

6. Split interest trust-Iincomc tao dcductions.-Section 201(e) adding sub-
section (II) to Section 170 coupled with the provisions of new Section (G4(d) of
the Code will deny deductions for gifts to trusts unless the trust either agrees
to pmy a sum certain or a fixed percentage of net fair market value of trust
assets based on annual redehrmination of the fair market value. Many uni-
versities, including my own, hold millions of dollars of property in trust. To meet
the requirements of these sections could be disastrous to the universities. In
order to meet the guaranteed payout, assets would have to be sold. A prolonged
period of declining yield could eliminate the corpus altogether. Annual value
d.terminations are very costly and would reduce the amount going to the
universities. They are also very uncertain. Thee determinations could lead to
extensive litigation. If property appreciates in value, the fixed percentage pay-
out could force additional sales of property to meet the payout. The Bill goes
too far. The alleged almses It sought to cure were investment policies that would
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favor the donor and the fear that the universities would ultimately receive
less than the value utilized in determining the donor's deduction. The solution
is to simply require the gifts to be made to an Independent trustee or to the
university itself as trustee or co-trustee. The independent trustee's fiduciary duty
would reilre it to consider the interest of both donor and donee. If the
university it.elf were trustee or co-trustee, its own self-interest would insure
an Investment policy that would not favor the donor. The above Bill provisions
should be deleted.

7. Split 4itcrest-Estate and gift tax deductionas.-Sectlon 201(H) of the Bill
amends subsection (e) of Se'tion 2055 and subsection (c) of Section 2522 in
a manner parallel to the amendments discussed under paragraph 0 above so
that gift tax and estate tax deductions are disallowed on the same conditions
that income tax deductions are disallowed. We make the same recommendations
as we did in paragraph 6.

8. Pooled split interest trusts.-The proposed charitable remainder annuity
trust and the charitable remainder unitritst requirements coupled with the lres-
ent "set-aside" provisions will effectively eliminate the pooling of trust funds.
Hundreds of universities now have existing pooled reserved lifetime iunomte,
charitable remainder trusts as receptacles for charitable contributions. The
suggested changes inade li paragrnphs 4. 0 and 7 above must he made in order
for these pooled fund trusts to continue as effective receptacles to receive chari-
table contribut ions.

0. Reserved legal life estate to domor.-ectlon 201(a)(3) adds a new sub-
section 8 to Section 170(b). This subsection 8 appears to treat only the subject of
disallowance of a deduelton for mere use of property. The first sentence, however,
is susceptible of an interpretation that no deductions would be allowed for the
gift of a remainder interest following the creation of f legal life estate unless
the grantor Is assured of payments in the same manner as if the conveyance were
made to a charitable remainder annuity trust or a charitable remainder unitrust.
If this is a correct interpretation, it will probably mean an end to the creation of
legal life estates with gifts of the remainder interest to charity. Accordingly, we
think the subsection 8 should be amended to clarify the fact that it only applies
to the mere use of propery by the donee.

10. Bargain. eales.-"Bargain sales" to universities would no longer be advan-
tageous from a tax standpoint by rvason of new proluosed subsection (b) of
Section 1011 of the ('ode, which Is added by Section 201(d) of the Bill. This
subsection would require the donor-seller to allocate hIs cost basis in the property
"sold" between what he receives on the sale and -, hat the university receives
from the gift. Te Bill goes too far. The only possible abuse in tile event of a bar-
gain sale is when the tax savings resulting from the gift to the donor-seller plus
the amount he receires exceed the fair market value of the gift. This will only
occur if he gives ordinary income property. The simple solution Is to merely
disallow a portion of the charitable contribution deduction to the extent that
the doror made a "profit" by giving "ordinary income" property.

11. Oifts of incomc intercsts.-Sectlon 201 (g) of the Bill repeals Section 673(b)
of the ode. "Retlon 201(a) amends Section 170(b) (1) (H). These sections will
prevent the poikibility of any future gifts of Income to universitie. The Admiln-
IstrAtion believes the Bill is unduly stringent iu only permitting deductions for
the value of a charitable income interest when such income is taxable to the
grantor under other rules. We agree. W think the solutionn for all gifts of in-
come should he the disallowance of a p)ortion of the deduction to the extent that
the donor 'makes a profit" from the gift. We also think the trustev should be an
Independent trustee or else the university Itself should he a trustee or co-trustee.

12. Information ratfrn*-pubUcl1y.y-We vigorously opims the requirement of
tiling information returns which Section 101 d) requires. Subsection (e) also
provides for publicity of the Information. These provisions apply not only to
coll trnd universities butt to the ehuirches that sulpport many of these Insti-
tutlons. This will prove extremely burdensome and costly to the universities and
churches with no offsetting revenue to the government because colleges and
churchfw are tax exempt. The donors must file their own returns and so there
are no aspects of evasion Involved. The magnItude of Information required will
be extremely costly and should not he requirel.

13. Tasvatio of pasafm'e iome from controlled eorporations.-Seel ion 121 (h)
of tle Bill amending Section r512(b) of the Code by adding paragraph 15 thereto
will tax the passive income received front corporations which are controlled by
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exempt organizations. The apparent abuse was the belief that l)roceeds of unre-
lated trades and biusiike.'..s condutteod by such eorlmirations were being siphoned
off in the form of unreatsmable relkts, interest, etc. 4o that the corporation con-
ducting the unrelated trade or business would pay no tax. Speaking solely for
my own university and the linrch which largely supports it, we do not believe
unrelated trades or lusinesses should Ibe- exempt. My on I church has followed
this policy on a voliuiitary basis for at long line. There is eno good reaon, ho-
ever, for the taxation of passive in(,one such as rent and interest if the lmounts
paid are reasonable. The courts and the lnteria lilevetnue ServIce have copedl
with reasonable rent problems very siesfuilly. The solution should be ba,-Ad
on fact determination and not atl)iSduIe blind eonflscatory flat as Is done under
Section 121 (b) of the Bill which should be repealed.

STATEMENT

My name Is Ernest L. Wilkinson. I appear before you on behalf of the American
Association of Independent College and University Presidents, an organization
of which I am President. The Association is only about two years old, but our
membership presently includes 371 presidents of private universities and colleges
and I expect that our membership will be over 400 before the year is over. A list
of these univeraities and colleges which are situated all over the country Is
attached to this statement.* The list is necessarily incomplete since new members
Join every day. I also appear here on behalf of Brigham Young University, of
which I am honored to be President and which in terms of full-time students, Is
now the largest private university in the United States. We have a campus
enrollment of over 25,000 full-time students who come from every state of the
Union and nearly 70 foreign countries. Approximately one-half of our enrollment
comes from states represented on this Committee. We have not had, and do not
intend to have, any student disturbances. Our students come to study and not to
riot. We also serve more than 100,000 other students in extension courses, educa-
tion weeks, etc., off campus.

CONTRIBUTIONS OF PRIVATE COT.IGES AND UNIVERSITIES TO THE NATION
MEASURED BY GRADUATES

The contribution to our society of private institutions of higher learning has
been and still is tremendous. Time does not permit me to fully brief this, so I
will have to content myself with a very few examples:

1. ". . . in the decade 1955-Z56 through 1964-5 private institutions conferred
approximately 45 per cent of all doctorates awarded . . ."

2. ". . . In a recent American Council on Education evaluation of the quality
of graduate faculties, three of the five 'leading universities' In engineering were
private, as were four of the six in humanities, six of the nine in the social sciences.
five of the nine in the biological sciences, and seven of the nine in the physical
sciences."

3. a... their faculty members have won 29 of the last 41 Nobel prizes awarded
to Americans for scientific research."

4. "At the undergraduate level, students from private Institutions have won
approximately half of all Rhodes Scholarships awarded."

5. Taking as an example only the University of which I am President, and
which 25 years ago was a relatively small institution, having only approximately
1,100 students, we have produced 50 college presidents Including presidents of
the three largest universities In Utah and of such other universities as the Uni-
versity of Oregon, University of Minnesota, San Jose State College, and Chancellor
of the University of California at Los Angeles.

6. If any proof were needed as to the contributions of private colleges and
universities, may I say that a study of both undergraduate and graduate schools
chosen for attendance by members of this Committee, shows that private insti-
tutions were selected by 8 of the 16 members of the Committee. Five of the 8
attended sectarian schools and 3 attended nonsectarian schools. Out of the entire
senatee , 73 of the 100 members chose private schools for undergraduate or graduate
education, and in some cases, for both types of education. Of the 73 Senators who

*The emt*mhip referred to was made a pert of the official file$ of the Committee.
I William 0. Bowen, "Some Reasons for the Public Interest Ir the Private Universitie"

The Education Digeat, Derember 1988.
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have attended private Institutions of higher learning, 35 attended nonsectarian
schools and 85 attended sectarianl universities. Three Senators attended schools,
the sectarian or nonsectarian affiliation of which we could not determine. Thus,
the ratio of attendance by members of the Senate Is 73 to 27 per cent in favor of
private institutions. This indicates that these private colleges and universities
do produce leaders.

CONTRIBUTIONS OF PRIVATE COLLEES AND UNvERSIrIEs TO THE NATION MEASURED
BY THE ROLE THEY HAVE PLAYED IN OUR DUAL SYSTEM OF HIGHER EDUCATION

It has been universally recognized that the private institutions have con-
tributed and still contribute to our dual system of higher education in ways not
always possible In public institutions.

As stated in the introductory article to the current edition of "Who's Who in
America":

"Private liberal arts colleges have been the banis and the backbone of higher
education in America. It is these Institutions that have pioneered and made
possible the vast and effective structure of tax-supported education. Private
Junior colleges showed the way V) our burgeoning system of public Junior col-
leges; private preparatory schools have pioneered much that Is now incorporated
In our comprehensive system of public secondary education. In the case of all
three groups, from an enrollment standpoint, the offspring dwarfs the parent."'

The Danforth Foundation Report of 1966, recognized by all educators as an
authoritative study, lists these distinctive assets of private institutions:

"(1) Freedom to experiment end serve special purposes, academic and social;"(2) Responsiveness to able leadership;
"(8) A good record of preparation for graduate and professional study;
"(4) Concern for progress of Individual students;
"(5) Close student-faculty relationships;
"(6) The espousal of human values."I
These concerns over the progress of individual students and the close student-

faculty relationship are in my opinion the main reasons why you have so relatively
little unrest and rioting and open rebellion in small private institutions, as com-
pared with what is going on in state institutions and in some of the larger pri-
vate institutions which have be.home almost entirely secularly oriented.

I should add to the list of distinctive assets listed by the Danforth Founda-
tion Report the moral, spiritual, and patriotic training given in many of these
private institutions. This to my mind is the most important contribution they
made, for It we lose our moral and spiritual moorings In this country, we will
cease to be a great nation.'

00KO33SONAL PURPOSE X PROVIDING AND EXPANDING THS DEDUCTIONS
AVAILABLE FOR CHARITABLE CONTRIBUTIONS

Private higher education stands at the crossroads today. Congressional pol-
icy also stands at the crossroads today. The present Bill drastically reverse a
long-standing trend of Congress to favor charitable giving. The deduction for
charitable contributions has been a part of the Income Tax Law since the first
Internal Revenue Act was passed in 1918. The purpose was no mere gesture of
generosity on the part of Congress The object was to provide the greatest amount
of public benefit at the least amount of cost to the government. I quote from the
report of this Committee to that Congress:

"... The exemption from t*, xation of money or property devoted to charitable
and other purposes is based upon the theory that the government is compensated
for the loss of revenue by itN relief from financial burden which would other-
wise have to be met by appropriation from public funds, and by the benefits
resulting from the promotion of the general welfare."'

Senator Hollts explained the deduction to the Senate in these words:

a arqi., Who'. Who, Who',, Who in Avserioa Volume 55 1988-1969). p. 23.
' The Danforth Foundation Reort of 1968.
A As stated by tbe pereeptra" Frenchman, Alexis de Tocqueville, who visited our country

In the 1l30's:
"I sought for the greatness and genius of America In her commodious harbors and her

amle rivers. arid It was not there ; In her fertile fields and boundless prairies end it was
ut there: In her Hch mines and her vest world of commerce; and it was not there. Not
vatl I went b; the churches of America and beard her pulpits adame with righteousness
did I understand the secrets ot her genius and power. Amerbo s toreal bewase she 4e goo,
and if Amerlc n ever ceases to be good America will cease to be grea."

' H.R. Rept. No. 1860, 05th Cong., Ard Sees., p. 17.
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"For every dollar that a man contributes for these public charities, educa-
tion, scientific, or otherwise, the public gets 100 per cent; it Is all devoted to
that purpose. If Ite were the Federal Government or local governments and the
taxes were imposed for the amount, they would only get the percentage, 5 per
cent, 10 per cent, 20 per cent, or 40 per cent, as the case might be." *

To further emphasize this point, Senator Hollis requested that an excerpt
from the Washington Post, which strongly favored the deduction, be incorporated
into the record:

6If a man with a $2,000,000 income wished to give 20 per cent of it to charity,
the government, under the proposed exemption, might lose a little revenue, but It
would be infinitesimal compared with the amount that would be given to the
public." I

The 51 year history of the charitable deduction demonstrates that Congress has
been well satisfied with the policy behind it. The trend has always been to fur-
ther expand and liberalize its provisions.

In 1952, the limit on the deduction was raised from 15 to 20 per cent of taxable
Income. Explaining the increased deduction, the Senate Finance Committee
stated:

"Your committee is of the opinion that by increasing the 15 per cent limit to
20 per cent, much-needed relief will be given to colleges, hospitals, and other
organizations who are becoming more and more dependent upon private contribu-
tions to enable them to balance their budgets and carry on their programs. The
plight in which many of our educational institutions find themselves at the present
time is due to the fact that their endowment income is inadequate to meet rising
costs. It is only through the supplemental gifts by the alumni or other persons
interested in the cause of education that they are able to continue their pro-
grams. Many of the smaller colleges whose alumni have not sufficient means to
make adequate contributions are able to continue their existence only through
gifts or contributions received by one or two prominent families in their com-
munity. Your committee believes that it is to the best interest of the community
to encourage private contributions to these institutions and it is believed that
this amendment will provide some assistance in this respect." "

In 1954, Congress further increased the attractiveness of charitable giving by
raising the maximum possible deduction for individuals to 30 per cent' of taxable
income. The appropriate committees of both Houses explained that:

".... This amendment by your committee Is designed to aid these institutions
in obtaining the additional funds they need In view of their rising costs and the
relatively low rate of return they are receiving from endowment funds.""

The same Congress provided that the taxpayer may compute his taxable in-
come for purposes of the charitable deduction, before taking into acmount the loss
carry-back.11 This permitted him to have a higher charitable deduction.

The same act further liberalized the test to be met to entitle the taxpayer to
the unlimited charitable deduction. Formerly, it had been necessary for the tax-
payer to have contributed at least 90 per cent of his income to charities or taxes
for each of the preceding 10 years; now the test has been relaxed to require only
8 out of 10 preceding years."

In 1959, Congress added other organizations to which a taxpayer could make
deductible contributions under the additional 10 per cent provisions (up to 30
per cent of taxable income)." In 1958, the unlimited charitable deduction was
further liberalized." In the Revenue At of 1962. the charitable deduction was
made even more attractive by an amendment which provided that taxpayers,
who averaged Income, could deduct charitable contributions before averaging in
order to achieve a maximum deduction." Another bill, passed In the same year,
significantly increased the number of organizations to which taxpayers could

' 65 Cong. Rec. 6728 (1917).T Id. at 67:41J.
8 Sonnte Reoort, 92d Cong.. 2d Smq., 1952.
SCoii.Isting of a ba-c limit of 20 per cent to Individuals for all chirilabl Ofts. phis an

additional 10 per cent to certain qualifying charities. Int. Rev. Code of 1964, Sec. 170(b) (1) (Af U.S.Code Congreaslonal and Administrative New, 834 Cong.. 2d Seas.. 1054, pp. 4050,

4860.
11 Id. at 4050.
AId. at 4050-51.
" IT.$. Code Congreqsional & Administrative News, 84th Cong., 2d Ses., 1050, 4580. See

Int. Rev. Code of 1954. See. 170(b) (1) (A).14 U.S. Code Congressional & Administrative News, 85th Cong., 2d Sess.. 105R, p. 4792.
Is V.S. Code Congressional & Admnistrattive News, 87th Cong., 2d Seas., 1902, p. 8481.
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make deductible contributions of tp to 30 per cent of taxable income.1' In 1964.
Congress provided that charitable contributions which were In excess of the 30
per cent ceiling, could be carried forward for five years."'

In summary, Congress during the 51 year history of the Internal Revenue
Code has alw.tys enlarged, never restricted, the charitable deduction, although
the same arguments now made have previously been made to Congress. The
alternative method would be for government, through the imposition of taxes,
to fund these institutions itself.

The House Bill represents a decision by the House to substantially end all
efforts of the private sector In higher education. We doubt seriously that wnany
House members even understood this. Under the guise of a tax reform policy a
social planning policy is being implemented. No longer as a practical and eco-
nomic matter will the private sector be able to make its contributions to health,
welfare and education because under the Bill, as it presently stands, the private
sectors' contributions to health, welfare and education will cease almost entirely.
Tnder the guise of tax reform in an 'attempt to end tax inequities the present

Bill throws the baby out with the bath water. Rather than treat the problem of
abuses in charitable giving the Bill will virtually eliminate the entire subject
matter of charitable giving.

Before addressing myself directly to the sections of the Bill which we feel
adversely affect all of the colleges and universities of this great nation, let me
state that, in principle, we are wholeheartedly In favor of any and all changes
which will help eliminate areas of tax abuse. Conversely, we feel that no change
should be made which goes beyond what Is needed to correct the abuse.

No taxpayer should be allowed to make a profit from giving, and areas where
this is possible should and must be changed. On the other hand, giving to educa-
tion should and we feel must be encouraged in every case where the taxpayer
gives more than be receive& We must not, under the guise of attempted equality
among taxpayers, discourage giving where there Is. in fact, a financial loss to
the taxpayer In favor of the universities. Congress has historically seen the
wisdom of encouraging voluntary giving to educational Institutions by direct
tax subsidy to the donor. Even If the tax savings to the donor were cqual to the
financial benefit to the university, the gifts should be encouraged because 100
per cent of the benefit goes directly to the university and If the financial assistance
hnd not come In this direct manner, it would have to come directly from the
government tax revenue.

PRESENT CRrTCAL NEED OR SPECIAL TAX TREATMENT FOR CHARITABLE olTra IN VIEW
OF TNE CURRENT WIMANC L CRISIS OF PRIVATE COLLEGES AND UNIMhRSITIE8

Private Institutions of higher learning have always outnumbered and still do
outnumber the public Institutions in this country. Of the 2280 Institutions of
higher learning in the United State, 1,409 or 68 per cent are still privately con-
trolled, and until recently more students were enrolled in these privately founded
institutions than In their tax supported counterparts. Because, however, of the
tremendous Increase In the numbers attending colleges and universities, even
though the number attending private colleges has vastly increased, the percentage
has declined. In 1900 approximately 70 per cent of the students were enrolled in
private colleges and 80 per cent In public Institutions. Today the reverse is true.
Approximately 30 per cent are in private and 70 per cent in public institutions.

The private institution's declining share of total enrollment can almost cor-
tainly be traced to elements of federal and state tax policy. On the one hand,
increasingly burdensome taxes have dried up the well springs of private
philanthropy, forcing even higher tuition charges in private institutions to meet
rising costs. At the same time, thew public revenues are used to subsidize the
public colleges and universities whose tuition charges represent a much smaller
percentage of educational costs per student.

The reasons for special tax treatment for private colleges and universities are
therefore even more persuasive now than in the past. Although their share of
the educational burden Is smaller as a percentage of the total, they still educate
more students than In the pest and their financial contribution to education, in
absolute terms, continues to grow.

The U. R. Office of Education estimated that In 1007-16. 18.8 billions of
dollars were spent for higher education, 7.6 billions of which were spent by the

IM FE. at 8K.
Int. Rev. Code of 1954, Se. ITO(b) (5).

- ,-C
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private institutions." These figures are the expression of a profound commitment
by the American people to a dual system of higher education, the pluralistic
character of which has been considered its greatest strength, for It has permitted
a great diversity of training.

By establishing the public institutions, our nation made an unparalleled and
highly moral decision: that higher education should be available to almost any-
one who wants it and can benefit by it. But that decision has put the very
existence of the private institntlons in Jeolrdy, for unless they are to become
institutions solely for the well-to-do, they must remain competitive in some
sense with public institutions, and qudent tuition must not price them out of the
market. Hence, the private college must s'ek charitable support, because like tile
public schools, the hospital and the orphanage, it offers services which cannot
fully be paid for by those who benefit."

To fail to meet this need-to provide the means for survival-would be to
render a great dis.ervice to the American educational system, and to throw an
even greater burden on public educational institutions.

Further, what has been said about the value of and need for charitable con-
tributions by the private educational institutions would also apply (although to
a lesser extent) to the needs of many public educational Institutions which quite
often rely heavily on private funds to supplement the financial support provided
by governmental instrumentalities.

Although private Institutions are performing a larger and more vital function
than ever before, they are also facing an unparalleled financial erIsiF There are
some authorities, including the President of the Carnegie Foundation with whom
we disagree, who predict the end of all but a few of our private colleges in the
near future. That is a prediction many of us do not accept. But we are never-
thele., aware that without even more tax considerations than we now have.
and a more generous share of contributions, many institutions cannot survive.

One reason for this is the rising cost of education caused by the enlarged seope
of knowledge they are called upon to teach. and to a great extent by inflation.
In the decade 1956-1966, expenditures of private colleges and universitles rose
from $1,875 to $3,102 per student, the rate of Increase being 65 per cent higher
than that of prices In the economy as a whole.* Further, it is estimated that
the ". . . cost per student will continue to advance at a rate of more than 15
per cent per year and ...enrollment will grow by 3.4 per cent per year. Thus
the costs of operating a typical private university will nearly triple in a
decade.""

According to Fortune Mazagine: "... No one has yet been able to estimate
the deficit the whole community of 1,177 private four-year institutions is piling
up.. The way things are going, the combined annual deficit ten years from now
coald be in the neighborhood of five billion dollars." 2-

A carefully prepared article in the U.S. News 4. World Report of September
18, 1967 states:

'Prospects are that some of the weaker private colleges way disappear in the
years Just ahead. Other schools may be forced to merge in order to survive
Still others are likely to go under the public umbrella, Joining state college
systems. Several colleges already have taken this course." "

This increased cost cannot possibly be met without a great enlargement of
contributions by private individuals. Of the total current fund income of
privately controlled institutions of higher education of $4,216,599.000 for the
year 1W 3-1964. $437.052,000 came from private gifts and grants and an-
other $703,025.000 came from auxiliary enterprise income, much of it un-
doubtedly representing earnings of privately donated capital." Although the
total of these two items, amounting to $1,140.000,000. repress ents only 25 per cent
of the total income of these invtitutions, it Is this 25 per cent that keeps them

38 K. A. Simon and W. V. Grant, Digest of sduootional statilic, 1967 Edition. U.S.
Department of Henlth. i,dicatlon, and Welfare, Washington, D.C.: U.S. Government
Printing Office. 196R. p. 16. table 20.

" W. Max Wise, The Politics of the Prfrate College, New Haven. Conneticut, The
Hftz; IFoundation. p. 50.

,, .AAtP: Focus on Flnnneial Crisis of Private Higher 1-,dueatIon. Science,
,\far 10. I96R. p. 35.

P1 Pinancal Problems of the Private Universities. Sdirnre, Septembor 13. 1964.
0 Norton Taylor, ,Private Colleges: A Question of Survival." Fortune, Oct.. 1967,

r"The Coming Criis In Private College"." U.S. News 4 World Report, Sept. 18, 1967,

U.S. Department of Health, Education, and Welfare. Digest of Fducational Statistics,
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from, bankruptcy, Any substattial reduction of fuuds from these sources would
almost certainlyy result inWthe demise. of many private Institutions whose viability
I154omwurginaL Moss of the balance,-of operating:ex pensee comes from tuition,
which cannot go much higher without crowding out deserving students., It is
already: too:expenslye Ia nen -Institutions, being as, htg4 as $Z .8) fqr under-
gradruate students.:'

EC0OUOIO EFF_,Y O WIDUOWD TAX INORNTIVES, ON CHARITABLE CONTRIBUTIONS

l'n hi! si4don0ltlf private contributions diminish, federal and state subsidies
must iqcreaself these, institutions are to survive. Consequently, any policy
wbich !l euce tax incentives toprivate contribution is self-defeating. IndeeO,
the'direct cost to government of the diminished capacity ot private institutiou3
woul4 gyreat.Y exceed the loss of revenue under the present. law. this is illu ,-
trate P, by ,present marked tendency of private institutions to be absorbed
into state systems.

Already c9leges and ualversitles' of cousIderable size, such as Houston, Buf-
fqfo, ~n~aa CI(y, T'emple, P ttsbugh and others have gone from private to
pb ibq, eptko1,l Is ey~ n more true wjtjh respect to smaller colleges, but I
nave' .not 4 ,thiie', r th resources ,t make a complete l1 t. of them.. Allan
Cartte 'i han~cellor of' New York V'nisersity, apd 'Grayson Kirk,formeir presi-
dent of Columbia, are two among many who h-ave commented on this disastr6us
trenduto our system of dual education. Carter points out ,that each new ist-
tuton t#en pver by the state raises the tax burden by a factor of ten to twenty
tixes the , o± r sebs 4ies or contributions that might have been necessary
to keep .e college as a' viable independent institution. The University of Buf.
fai6, widt ws ient v takea over by the ,State of New York, now costs the
state 46. m4l L4, dola l operating support. ,artter indicates that a subsidy
or contrhut ~ ~o~ tboee mtil0oi Po foqrt~r lionidollars probably would have been
stcie~t to let It .prosper as , independent university."

Aq r es6poiS. tb enefitA which p'rIvte, nsttutons receive as a result of char-
itable dedA't us.I' thb. present law, it, IS highly'sIIa that of all charitable

.ConttiHftloqio, ven to educational institutions of higher learning In 1965--1966,
68,pe .~e dp"tl.at Siven obyco atlosw, 82 per-cent of that gIven by alumni,
8$ .i~pe batoX tht Iig T.tn by n il, n nd0) Per cent ofthat given by rell-
gI.p or .iza ,w giTO n t vrvate lerties and colege. The public
therefore recognizes that, in general, private Institutions, rather than public,
slouloV bqej,:,q91Jet Of,, jheIr, buty,, for publo institutions are supported by

Rhefo1NowPIxg.1 g;Is fTa E f IN STITUTand expei re' of aIl In'itutions of
higher ecaion for the period 16-P8

REVENUE ,A NO EXP ENDIT URES FO , INSTItUTIONS OF- HIGHER EDUCATION 196544t,

(in billoft of dollars!

* '*tPublic HMO~t All
- I~~~~listltlos Insttuts IeltU
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Interesting facts revealed by the above table include the following:
1. Current expenditures of private institutions constituted 43 per cent of

current expenditures of all institutions.
2. In both public and private institutions current receipts were approxi-

mately equal to or exceeded current expenditures while capital receipts were
significantly-less than capital expenditures. In private institutions capital
receipts fell $300.million short of equalling capital expenditures.. I

3. Private gifts and grants for the year 19%5766 totaled $1.4 billion for all
institutions. Private schools receiyed-1roximatVy-4Q per cent of this
amount ($1.1 billion) while p~ubJ;c Institutions received the ist,

4. Private gifts and grantp,-ere the major source of irevenue'tn the capital
account of private Institqtjlns. Private gifts accounted for 58 per'bent of.all
capital funds received private schools comtrre4,wth 7 per cent fo public
schools.

5. Private gifts al D played a najfor ,e in The eirren account of prate
institutions. Gifts recounted for.10'per .ent oflthe'cutrre t revenue recei d
by the private secor. This revenue is'ex tremelV fniportnt as the margin
allowing private institutfo to mainta n thjjal ty 'proglrofi- they havr
developed. /

The conversion o a private schOol t 11U" 01hoo place /a burden on the \
branch of governm nt which Is least prepaid te, eet t]e fl ancial bl gation. ' -
This branch is the state governments w]c ow provid e than, per cent
of all funds receive . by publliu titutiofs. he tAit Bill uni ek consideration wilt
add consIderably o the hea ye opa 41- 1 i e I4-e'rtfe4 by the
states without pro ding any a ditiona ans oafWith regard to ae states r resente k them~ ral the Senate Finance

Committee, gifts to private sc ols in tJo e states; tale lilon in 1985-
1966. These gifts r resented pr utbf the It' r Ogg f.Aie schools
involved and 13 per ent of thel p tipg fu ths magnitude I prlvatej
gifts in the total picure, it Is diffcult to nIQine th coseque ,e Itf the;
institutions were denld a portion of ther ' t |d capi I pro ds.

Our experts tell us t t the effect of tbe-flouse 131 I Its re .form wi e
to virtually eliminate a ubataxtfal giving which'4 ." ns .9( between 70 ad80 per cent of all donatio to higher education. iThe point Utthikt i the onor
pays more taxes and has net assets, hew 14Ipro-ably not give.

This need for charitable su rt to most private lnstitiUto. is nod Wiished
by the new massive programs deral aid, for m0 t of It haO b ed to a
relatively few institutions:

"During a recent year, six univeritle7 and! 9 universities
received nearly 80 per cent of all federal aid to hl~her education ... ,oT fiscal1962, 100 Institutions received 90 per cet (4the research funds and $8 per cent
of the NSF and -NDEA fellowships. Thus.. the remaining 10', per cent' of the
research funds and the 12 per cent of the fqllowships were. slared by about 600
public and 1,400 private colleges and uulversltied "' . . . ..

Many constitutional scholars think that there awre grave consfftlinoal que.
tiona inherent In any program.of direct federal ild to wLivateo pa,;0o14l e.iuci
tiolal 14stltutions managed or controlled by religious bodes. U .m'ver, there
are some private institutions, such as my owa, whQ do not accept federal aid."Tbe only, means theY have for survival, Is the bphll*ithropy Of, , American
people.We have included as an appendix quottions from eU1nl eaers showing
the absolute necessity for flnancing private educations tu p9 . l yy this
means, 4

COMPLEXITY 01 TH BILL

,The prewit Bili Is terpibly. complex, 1.ls so complex thatone of.opr own Un -
v~rsitl 's layerss told me that t DIU should be entit!e4, '-The Lawyegs! and
Aetountntt4' Pesion sad Annuity Dill of I9O." I knew hy as sonaaisaw
hi bo Otatemeot for analyzing the Bill. Evpu_ so, he frftntly, afmittd that aevey

aid, for we give a quid pro quo for it.
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time he read the Bill he saw something new and he conceded that he was unsure
of many of his conclusions. Not only are numerous sets of computations neces-
sary to determine an individual's tax, each set of computations has its own set
of subcomputations. Some tax experts have already opined that because it will
be impossible for a person to determine the tax effect on a charitable contribution,
at the time of making the contribution, most donors will be frightened into inac-
tion. I would urge upon this Committee the need for simplification which can-
not be done in a hurry. The Committee should take all of the time it needs in
drafting this Bill to insure that clarity Is aided rather than obstructed.

ANALYSIS OF BILL INCLUDING THE RECOMMENDED CHANGES THAT ARE NEEDED IF
PRIVATE UNIVERSITIES ARE TO BE ENCOURAGED AND IN FACT SURVIVE

1. Limitation on TaG Prtferencea and Allocation of Deductfon8 aq they Adversely
Affect Charitab e #ontrtibuti os

The House Bill introduced a new'concept of "tax preferences" in an attempt
to insure that an individual cannot avoid paying tax on at least one-half of his
income. (Section 301 of the Bill.) It also introduced a new concept of alloca-
tion'of deductions in an effort to prevent certain personal and itemized deductions
from being utilized solely to reduce taxable income without charging part of
these deductions against tax free income. (Section 302 of the Bill.)

Tam Preferences
Certain items of tax preference are income that escape taxation, such as inter-

est on tax exempt governmental obligations and the excluded portion (one-half)
of long-term capital gains. Other items of tax preference are not income, but are
deductions which reduce taxable income and shelter income from tax. Tnese in-
clude accelerated depreciation in excess of straight line depr.,clation and farm
losses. Items of tax preference also include the appreciation In value portion of
a charitable contribution of appreciated property. This item is neither fish nor
fowl since bY giving, a taxpayer should not realize income and it is anomolous
to treat a charitable contribution' like i shelter, such as excess depreciation,
because the donor parts with the property given. Nothing is sheltered by a con-
tribution whereas depreciation shelters the cash flow from a property which the
owner gets and keeps. Similarly, one-half of excluded capital gain and tax exempt
Interest is received and kept by the taxpayer. Not so with the appreciated prop-
6rty given to charity.
I rhe coicet of the Bill is to treat disallowed tax preferences as taxable income.

The amount of disallowed tax preferences is the amount by which tax preference
items exceed the allowable limit and this limit is the greater of one-half of the
sum of items, of tax preference plus adjusted gross income, or $10,000. To illus-
trate. If a man has adjusted grOas income of $250,000 plus $250,000 in items of
tax preference '(other than the appreciated portion of a gift of appreciated prop-
erty to a qualified charity) one-half of these two items is still $250,000 and
accordingly the tax preference does not exceed the limit thereon and there is no
disallowed, tax preference and no increase in taxable income. However, If this
same person were to have made a charitable contribution of appreciated prop-
erty 'w6rth $75,000 but with a zero basis, one-half of all items of tax preference
including the appreciate portion of the contributed gift plus adjusted gross
income would eceed the limit on tax preference by $37,500, and accordingly his
taxable Income Would be increased in that amount.

ti short, 'I an individual's items of tax preference are greater than adjusted
gross Inctome, plus! $10,000,'one-half of the difference is the amount of his in-
creased taxable income.

Allocation of Deductions
Turning Qno* the~allocation of deductions concept, certain expenses are

ciasfid gM 'allo'eab  expenses." .These include personal aid itemized deduc-
ttons istio . c s intebrst, taxes, certain losses, charitable contributions, net operat-
Ing lb6 tmtdlel and 'dental exp~nsea. The 13111 Is so complete that I cannot
hope, in the time allotted, to explain the new terms, definitions and formulas used
to allocate expenses. I can state briefly that in essence all of the allocable ex-
penses must be apportioned against taxable Income and preference Items so that
on*;theporton!f , enh "xpen' Iwhith are allocable to taxabI income can' be
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items (plus certain intangible drilling costs and development costs) are equal to
his taxable income, he can only use approximately one-half of his allocable
expense deductions to reduce his taxable income. This also is anomolous because
interest and property taxes can be substantial and principal items of expense
which are incurred solely in connection with the earning of income-for example,
the mortgage interest and property taxes on a shopping center or apartment
house. And yet, to the extent of tax preference items, this deduction can be dis-
allowed. Most sIgniflcantly, however, a charitable contribution is the only item
of allocable expense that can also be a tax preference item. A charitable contri-
bution is an allocable expense even if it is a cash gift and not a gift of appre-
ciated property and it is reduced as a deduction proportionately to items of tax
preference Including the appreciation portion of the charitable contribution
itself.

Multiple Effect of Preference Limitations sand Allocation of Deductions
The following generalizations can be made. The larger the charitable gift the

less as a percentage can be taken as a charitable contribution deduction, and
the more types and amount of tax preference items the taxpayer has, (including
Lhe appreciation in value portion of a gift of appreciated property), the more
costly is the charitable gift whether it is in the form of appreciated property or in
cash. Not only does the donor lose a portion of his contribution deduction, he also
loses a portion of his other deductions such as interest and taxes. If his con-
tribution is a gift of appreciated property and it is so substantial that it alone
or in combination with other preference items exceeds his taxable Income by
more than $10,000, his income is further increased. I have prepared an appendix
to this statement that illustrates these points.

The multiple effect of losing not one but many deductionai plus increasing
the donor's taxable income will make the tax or many substantial gifts of appre-
ciated property as great or greater than the value of the gift Itself. Not only will
the donor part with the value of the donated property and receive nothing but
psychic satisfaction therefor, he will not have a tax benefit or incentive to make
the gift and he will pay increased taxes that can be almost as great or as great
as the gift itself. In these circumstances, substantial contributions simply will
not be made either in the form of appreciated property or otherwise. We strenu-
ously urge the elimination of the appreciation portion of a gift to charity as an
item of tax preference under Section 301 of the Bill, and the elimination of a
charitable contribution deduction as an item of allocable expense under Section
302. We note with approval that the administration has made the same
recommendations."

2. Increase if Limit of Charitable Contribution Deduction
Section 201(a) of the House Bill amends Section 170(b) (1) of the Code to

increase the maximum charitable contribution deduction allowable to an in-
dividual, for a gift to universities and certain other charities, from 30 per
cent of adjusted gross income to 50 per cent of the taxpayer's contribution base.
This increase was highly commendable and appeared, at first blush, to be a fur-
ther liberalization of the long-standing Congressional intent to favor giving to
private education. The appearance Is Illusory, however, because subparagraph (J)
of Section 170(b) (1) added by Section 201(a) of the House Bill places a
top limitation of 30 per cent of the taxpayer's contribution base on gifts
of appreciated property. Inasmuch as the 20 percent increase In the limita-
tion will only apply to gifts of cash or property which has not appreciated
in value, the increase will not prove very meaningful to higher education
because most donors will not contribute amounts that substantial In any form
but appreciated property. I can illustrate this by an analysis of giving to my
own University. Over the three-year, nine-month periOd from the beginning of
1966 through August 1969, we determined that the largest single gift of cash
was $10,000. During the same period we received 85 gifts of property, the values'
of which all exceeded $100,00() each. In fact, during such period we received
gifts of stocks, securities and' real jiroperty WOrth approximately $18,900,000.;

f See the statement of the Honorable David M. Kennedy,' Secretary of the Treasury, and
the statement of the Honorable Edwin S. Cohen, Assistant Secretary of the Treasury for
Tax Policy ou September 4, 1969, before this Commtee, . , .,.
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For the same period the total cash gifts were only approximately $8,4195,,0o.
As a percentage, cash gifts were 15 per cent of the total, stocks and securites
were 0.4 percent of the total and real property was 73.7 per cent of the total.
Art objects, valuable books, etc. were 1.2 per cent of the total and wXV1selintnous
was only .7 per cent.

My University is not unique. Many large 1,astern private educational in-
stitutions receive the bulk of their gifts in the form of appreciated stocks and
securities. The principal difference between their situation nnd that of my own
University would be the fact that real property is the more conmnon gift in the
West. The foregoing figures from my own University clearly substantiate the
fact tMat the proposed 13111 in its present form will not encourage increase(
giving of this type. We recommend that the entire proposed subparagraph (.1)
of Section 170(b) (1) be stricken from the Bill, thus allowing the full 5iO per
cent deduction regardless of the type of property given.

Although we disagree with the recommendation of Treasury " to the effect
that the 80 per cent limitation should remain on gifts of appreciated property,
we do note with mixed approval Treasury's suggestion that the 30 pe% cent 1li1i.
tation apply only to the appreciation element in a charitable gift of property
so that the basis of the property could be counted against the additional 20
per cent allowance."

If this recommendation of Treasury is adopted, it would be more helpful to
private higher education than the present law, but we again urge a full 50 per
cent limitation on all gifts to higher education. The donor of any type of
property, including cash, receives no economic benefit by reason of the gift other
than the tax savings resulting from the charitable contribution deduction. The
amount of savings varies from taxpayer to taxpayer without regard to what
has been given or the multitude of circumstances surrounding the donor's ac-
quisition of the property given or his cost base therein. The tax treatment
should be the same whether he found the property, received it by inheritance or
gift, or accumulated it by wise investment over the years and regardless of his
cost base. In all such cases, he has parted with something that had a value to
him on the date of the gift equal to the property's fair market value.
S. (Oft of Appreooated Property-Future Interest, Tangible Proporty, Ordinary

Iftovme Property, Eleotlon,
We are vigorously opposed to the provisions of Section 201(c) of the Bill

(amending Section 170(e)) al they affect future interest gifts of appreciated
property, to colleges and universities. The donor is force into 2naking the
Hobson's choice of either reducing his deduction to the amount of his tax basis
or taking a charitable deduction for the fair market value of the property, but
at the same time including the appreciation In value of the property In his taxable
Income. Additionally, In the case of a future interest gift, the law would reduce
the charitable contribution deduction still further in the amount of the value
of the right to receive Income for life. This will simply eliminate this form of
giving.

Apparently the rationale behind amended subsection (e) is the same rationale
behind the limitation on gifts of appreciated property. It proceeds upon the
erroneous assumption that the donor-taxpayer who gives appreciated property
realizes a benefit that is greater than a person who gives cash or unappreciated
property. The fallacy lies in treating the gift as it the donor had sold tMe prop-
erty. This is simply not the case. It is not unfair for a person giving appreciated
property to avoid the payment of income taxes on the appreciation portion
ot the gift for the simple reason that his total wealth is reduced by the value
of the gift. To say that such a giver is favored over a person who gives cash is
to eage In specious reasoning becawum both have reduced their wealth by the
exact value of the gift, The reason why Congress has historically favored
chaxitable contribution is beftuse It has recognized that the same amount of
good that is done withtheas otributions would cost more f it were done by
the olvenment litts w thm 4o1lars. T0e publlq receives more value than if
the same amounts were collected fom taxes and disbursed to charities. Ac-
cordingly, gifts of appreciated property hould not bepenalized.

a il statement, op. # pp. .



2065

To penalize the giver of appreciated property on ihe theory that his gift is
analogous to the sale of such property Is illogical because the theory fails to
consider the fact that a donor is never forced to give his property away or to
sell it. If the donor will be treated as if lie had made a sale, ho will probably
merely continue to hol the appreciated property. There is absolutely no tax
avoidance by such l)ostponoment of the recognition of gain. uTnless the donor
can receive a tax deduction equal to the full value of the property, admittedly
a tax deduction equal to the full value of the property, admittedly a tax ad.
vantage, he will not only not make the gift e ttill probably tiot sell the Iroperty
but will continue to hold it.

Tan giblo Personal Propcrti-Art Objects
Section 201 (c) of the Bill not only forces the undesirable Mlobson's choice

upon a donor who gives appreciated real or intangible "capital gain" property
in the future interest form, it requires the same bad choice for a present gift of
tangible personal property which has appreciated in value. This would effectively
eliminate gifts of valuable books to universities and college libraries and It would
elLminate gifts of valuable art objects to museums supported by such institu-
tions. Culture should not be stifled when the solution to the supposed problem
already exists. The only abuse to be corrected Is one of valuation. The pro-
posed cure goes way beyond the ill. We are advised that no taxpayers have suc-
cessfully rebutted the determinations made by the Internal lievenue Service's
elite panel of art object appraisers. Accordingly, we think the provisions of
Section 201 (c) go too far in discouraging gifts of this valuable property. We
recommend that the election not be required for gifts of this kind of property
to universities and museums, and we observe with approval that Treasury makes
the same recommendation. Assistant Secretary Cohen stated:

"The problems of valuation of tangible personal property have been sub-
stantially resolved by changes in the income tax form, by improved audit pro.
grams, and by the creation of a special advisory group to the Commissioner of In-
ternal Revenue on valuation of art objects.""

Importatwe of Future Interest Gifts of Real and Intangible Property
(Stocks and Souri s)

We take serious issue, however, with the fact that the administration found
the other limitations of Section 201 (c) of the Bill "appropriate even though
they go beyond our recommendations on April 22, 1969." To illustrate the im-
portance of gifts of future interests in real and intangible property to my own
University contrasted with gifts of valuable art objects, I would again like to
refer to the record of giving to my school for the three-year, nine-month period
from the beginning of 10 through August 1969. Over 80 per cent of all gifts to
the University-about $19,000,000 in value-were gifts of appreciated real and
intangible properties in future interest form whereby the donor reserved a life-
time income Interest in the donated property and whereby, at his death, my
University will receive the entire property. Art objects, on the other hand, con-
stituted about 1 per cent in value of the gifts given.

The administration would recommend favorable treatment for gifts of art
objects but not for future interest gifts of real and Intangible property which Is
"capital gain" type property. The figures speak for themselves as to the im-
portance of future Interest giving of "capital gain" property at my own Uni-
versity.. We are not unique. Hundreds of institutions around the country receive
the bulk of their donations in similar form.

Ordinary InOme Property
The only abuse in the entire area covered by Section 201 (p) is with regard

to gifts of so-called "ordinary Income" property-whI0i., if sold, would have re-
sulted in ordinary Income as opposed to the realization of capital gain. The solu.
tion is simple. Disallow a portion of the deduction to the extent the donor makes
a profit from the gift, e.g., If his tax savings exceed the value of the gift. Other
Provisions of the Bill either cure or overture any abuses that may be inherent
In the making of future Interest gift.. We submit that the 80 percent and 50

M Etwin a. Cohen statement, op. oft., 1. 8T.
41 Edwin B. Cohen statement, op. oft.,. p. 86.

88-86t--69-pt. 8- 20
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percent limitations will prevent most donors from making a profit from a gift of
appreciated property whether it is i pre.eunt gift or n future interest gift. If III.
presented capital gain protwrty can be given to private colleges and universities
without the burtleh of making the unfavorale election, collhgem and tmler.
sith, s may receive evn more donations. They iond the help.

'onalty 0/ Giving &lzed Property
There Is an additional trap for the unwary in Section 201 (e) of the 1ill

unwending Section 170 (o) of the Code. An election is required for the gift of
property, aV portion of the gain on which . . ." would be taxed as ordinary in.
come. This provision would apply to pres4entt interest gifts as well as future in.
torost gifts.

Many properties are mixed nd frequently pmrt is "capital gain" prolrty 1ad
pArt Is "ordlary income" property. On the transfer or sale of corporate stovlk
or honds In certain sItuations, there is partial ordinary Income treatment because
of acerund but unpaid dividends or interest. Property "used In trade or buql.
ness" receive capital gain treatment 'on its sale lint sneh prolrty is frequently
subOject, on disposition, to depreciation or Investment credit recapture and ordl.
nary incoLe treatment. Whether or not there is depreciation and investment
(reltt recapture can ouly be determined, in many instances, long after the event
of sate. The "Any portion" language would cause the tal to wag the (log and
result in disastrous tax consequenees to unwitting and unkinowing donors. Gifts
of ordinary income property have been abused. The solution Is slniple. Deny a
portion of the deduction to the extent that the tax savings exceed the value of the
gift, No election should be required If It will prevent any gift from being made.
We strongly urge repeal of Section 201 (e) of the Bill.
4. "Set-Asifd" 7rusts

The provisions of Section 201 (f) of the Bill, amending Section 042 (e),
would disallow an income tax deduction to nonexempt trusts or estates which
set aside all or a portion of their income for charity. This will apply not only to
trusts created in the future but also to thousands of presently existing ir-
revocable trusts. We think this Is most unfair. These prnvislons will also apply
unfairly to estates of persons who have died since April 22, 19(M, and who will
die before enactment of the Bill. We suggest that sr4ch provisions should not
apply to trusts -r estates that were created or came into existence prior to
the final enactment of the Bill. Thl Is an absolute minimum requirement of
fairnesm but, beyond this, we think a further amevliment should be made to
allow trusts and estates to take a deduction for capital gains realized as a remlt
of the snle of trust or state amsets which have been st aside for charity. We
do not object to requiring current ditributlon& of ordinary income within one
or two years, as provided in the Bill, hut to require distribution of capital gains
to avoid payment of taxes by the trust may simply result In donors not making
"set-aside" gifts of property.

If the trust or estate has to pay a tax on the capital gafis realized on sale of
assets (and prudent trustees or executors must make sales from time to time).
(he taxes paid will reduce the amount ultimately going to charity. This Is true
for most, if not all, presently existing ttusts and estates which, because the
governing Instruments are irrevocable, will not allow current distribution of
capital gains to the charity. At the Brigham Young University wr have several
substantial Irrevocable life Income retention trusts which hold blocks of land
as their principal assts, Some stocks are similarly held. The value in these
trusts is over $19,000,000. The trusts were established in reliance e'pon the
existing law, and the donors were advised by their own tax counsel that when the
property was sold the capital gains would not be subject to taxes because the
Vbyetelty Is considered to be the owner of the property. To apply the law to
those pre-existing trusts would be unjust.
S. Pswm #tk of fioui.WU tomreute In popertoV-4rouwebtoms entiree interos"

"Phrae
The o-Ifoe Bill roteala au intoreatins pattern. The-sme subject iso treated

Mt similar but lightlY, difforing ways In different portions of the Bill so that
even If one or two provisions are amended the problem, from our viewpoiut, Js
not solved. Thus, for instance, the appreciated portion of a gift Is treated as a tax
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preference, and all charltable contributions are subject to allocation of deduc-

tions. The Bill further pimalizes the gifts of appreciated property, as already
noted, by forcing a disfavored election if appreciated property is given in future
interest form. The Bill In three different places, by the use of the phrase "entire
Interest," further discourages the creation of future interests in a way that
is most deceptive and in a way that will also discourage present Interest gifts
of fractional interests in property if knowledgeable donors are aware of the
hidden traps. The apparent Conigressiotal intent in using the "entire interest"
phrase wits to discourage a donor from creating a split interest as between owner
and user, as between the income ad principal beneficiary, as between the life
tenant and the remainder man, with the added requirement that there be no
reversionary interest in the donor.

We first refer to the use of the troublesome phrase "entire interest" which
appears in Section 201 (b) (1) of the Bill adding subparagraph (H1) to Section
170 (b) (1) of the Code. The apparent subject matter is the denial of a deduc-
tion for the gift of an Interest in income from property which is transferred
to a trust unless certain conditions are met, or unless a dtluctlon would be al-
lowed under that section for a gift of the donor's "entire Lnteretst" in such prop-
efty. This phrase is susceptible of an interpretation that would deny a deduc-
tion for a gift of a fractional interest in property that is a present gift and not
a future interest gift,

The "entire interest" phrase appears in Section 201(a) (3) of the Bill, which
adds paragraph 8 to Section 170(b). This section seems to deny a deduction for
the mere use of property by a charity, but again could result In the denial of
a deduction for a present gift of a fractional interest.

Section 201(e) (4) of the Bill requires an allocation of a taxpayer's adjusted
basis whenever the donor contributes less than his entire interest in property.
The same subject, incidentally, is also treated in the same way for "Bargain
Sales" which will be discussed later. For the reasons stated in our discussion
of bargain sales we strongly recommend repeal of Section 201(c) (4).

If a donor makes a present gift of an undivided one-half interest In a parcel
of real property. there is no life tenant or renmainderman, there is no reversionary
interest in the one-half given, and there is no division between income and prin-
eipal beneficiary since the recipient is fully entitled, on a current basis, to one-
half of the income. We think it should be made perfectly clear in subsection 8
of Section 170(b) that fractional interests in properties, divided or undivided,
may be given as a present interest without disfavored treatment and that the
phrase "entire interest" does not apply to fractional present interests We have
urged amendments that will allow the creation of future interest gifts without
disfavored treatment to the donor or the charity. Subparagraph (H) of Section
170(b) (1) should be deleted in its entirety as It disfavors future and present
gifts
8. "Spift laterest" Trust,-neonie Tax Deducttow.

The provisions of Section 201(e) of the Bill adding subsectIon (h) to Section
170 coupled with the provisions of nw Section 004(d) will prove very harmful
to Institutions of higher edneation. Subsection (h) denies a deduction for a
contribution of a property remainder Interest in trust unless the trust Is a
charitable remainder annuity trust or a charitable remainder nitrust. The
annuity trust and unitrust concepts require an annual payment to the grantor
of either (a) a sum certain, and (b) a fixed percentage of the net fair market
value of trust asset" based on annual redeterminations of the market value.

The problem which these provisions of the Bill attempt to solve Is the pos-
sibility that the charity may x'ltimately receive a remainder Interest of a value
far less than the value used by the donor to determine the amount of his deduc-
tion. The supposed danger was felt to be that the investment policy of the trustee
would favor the donor to the detriment of the charity. The proposed solution
may actually end up hurting the charity even more, Thus, for instance, if a
university were to guarantee a return of 0 per cent to the donor, based on today's
hl h interest rates, a subsequent decline in interest rates and yield to the trust
wiTl reduce the amount ultimately going to the charity. In fact, the guaranteed
pay-out could eliminate the corpus. Most of the Bill makes the donor chary.
These provisions should make the donee wary.
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Annual value determinations can be very costly to perform and would, accord-
ingly, reduce the amount ultimately going to the university. This requirement
will be a breeding ground of litigation. Even under the present law many estates
litigate for years over date and death values. Imagine the perennial litigation
that this determination of annual value will cause. Also, as the property appreci-
ates in value, the fixed percentage pay-out would force sales of the trust property
in order to meet the pay-out. Under the scheme of the Bill (see discussion of
"Set-Aside Trusts") the trust would be required to pay taxes, thereby further
reducing the amount to ultimately go to the university.

The problem can be more easily solved by simply requiring gifts of remainder
interests in trusts to be made either to independent trustees or to the university
itself as trustee or co-trustee. This solution would allow a flexible Investment
policy to take advantage of varying investment climates and yields over the life
of the trust. In the case of the independent trustee, its fiduciary duty would
require it to consider the interest of both donor and donee. In the case of the
charity acting as a trustee or co-truStee, its own self-interest would assure an
Investment policy that would riot favor the donor. We do suggest, however, that
such special treatment only be afforded to those charities which have been his-
torically favored over other charities, namely, churches, colleges, hospitals, etc.

In any event, we submit that the proposed effective date of these provisions is
most unfair because many charities have received considerable amounts of
remainder gifts In trust since April 22, 1969, in Irrevocable form, so that it is
now too late to make any alterations or corrections to the governing instruments.
Those who created these trusts acted in good faith and should not be penalized.
Neither should the charities.

To illustrate the unfairness of the April 22, 1969 date, my own University has
received gifts of remainder interests In trust form since April 22, 1969, totaling
$3,264,484 in value. It Is too late to amend the irrevocable trust instruments to
allow the donor to take a deduction.
7. Split Interests-Estate and Gilft Tax Deductions

Section 201(h) of the Bill amends subsection (e) of Section 2055 and sub-
section (c) of Section 2522 in a manner Irallel to the amendments discussed
under paragraph 6 above so that gift tax and estate tax deductions are dis-
allowed unless the gift or bequest is made to a charitable remainder annuity
trust or a charitable remainder unitrust. We recommend the same changes as
above so that the deduction would be allowed for gifts of remainder Interests
to churches, colleges and hospitals, if the gifts are made to an independent
trustee or to the charity itself as trustee or co-trustee.

We also note inferentially that the administration is critical of the April 22,
1969 effective date, and it has recommended that the new rules should only
apply to persons dying after December 21, 1970, to provide time for the amend-
ment of wills and so that the new rules will not apply to trusts created hereto-
fore that cannot be amended."
8. Pooled Split Interest Trusts

The proposed charitable remainder annuity trust and the charitable remainder
unitrust requirements coupled with the present "set-aside" provisions will effec-
tively eliminate the pooling of trust funds. Hundreds of universities now have
existing pooled reserved lifetime income charitable remainder trusts as recep-
tacles for charitable contribution& The suggested changes made in paragraphs,
4, 6 and 7 above must be made in order for these pooled fund trusts to continue
as effective receptacles to receive charitable contributions.
9. Reaerted Legal Life REtate to Donor

Section 201 (a) (8) adds a new subsection 8 to Section 170(b). This subsection
8 appears to treat only the subject of disallowance of a deduction for mere use
of property. The first sentence, however, is susceptible of an Interpretation that
no de4uct~ons would be allowed for the gift of a remainder interest following
the creation of a .legal life estate unle s the grantor Is assured of payments in
the same manner as If the conveyance were made to a charitable remainder

0 Zdwln S. Cohen statement, op. oft., p. s9
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annuity trust or a charitable remainder unitrust. If this is a correct interpre-
tation, It will probably mean an end to the creation of legal life estates with
gifts of the remainder interest to charity. Accordingly, we think the subsec-
tion 8 should be amended to clarify the fact that It only applies to the mere
use of property by the donee.
10. Bargain Sales

iBargain sales" to universities would no longer be advantageous from a tax
standpoint by reason of new proposed subsection (b) of Section 1011 of the
Code, which Is added by Section 201(d) of the Bill. This subsection would re-
quire the donor-seller to allocate his cost basis in the property "sold" between
what he receives on the sale and what the university receives from the gift.This Is another example of how the Bill goes further than Is necessary to
avoid abuses. Regardless of the income tax bracket of the donor-seller, In every
case of a "bargain sale," wheii he combine; what he gets from the sale with the
tax savings resulting from the gift, he rceives less than he gives unless the
appreciation (which be is really giving away) would have resulted in ordinary
income had he sold the property for the full market value. Abuse can be pre-
vented by leaving the present law unchanged except to disallow a portion of the
charitable contribution deduction to the extent that the donor made a "profit"
by giving "ordinary Income" property.

We cannot express too strongly our feeling that the sole test in the area of
private support to education should be "has the donor given more than he re-
ceives?" In other words, on a "bargain sale," does the amount he received from
the sale to the university plus the tax savings resulting from the charitable
contribution deduction equal more or less than the market value of the property
involved? Even if he receives back 99 per cent, the practice should be encouraged
because the benefit which flows to the university is direct and immediate with-
out the necessity of funds first flowing to the government and then back to the
university.
11. Gifts of Incoeno Interest8

We disapprove of the provisions of Section 201(g) of the Bill repealing Sec-
tion 673 (b), and we also disapprove of the provisions of Section 201(a) amending
Section 170(b) (1), subparagraph (H). The first provision eliminates entirely a
deduction for a gift In trust of an income interest for two or more years where
the grantor retains a reversionary Interest. The second provision denies a deduc-
tion for transfer to a trust of an income Interest In property for a term certain,
when the remainder goes to noncharitable remaindermen and when the donor
does not have a 5 per cent or more reversionary interest to take effect within 10
years. In order to be entitled to a contribution deduction the donor must be tax-
able on the Income. These two provisions of the Bill will effectively eliminate
gifts of Income Interests. This will cause some economic loss to institutions of
higher education.

We note with favor that the administration believes the Bill is unduly strin-
gent in permitting a deduction for the value of a charitable Income Interest only
where the income is taxable to the grantor under other rules.w We are of the
opinion that, while the income gift in short term trust form has been abused,
there should be no reason why the long term Income gift should not be encour-
aged as suggested by the administration." On the other hand the short term or
any other abuse can be solved by merely denying a portion of the deductions to
the extent that the donors "make a profit" from the gift, e.g. when the tax sav-
Ings exceed the value of the gift. We also make the same suggestion noted earlier
that the trustee should be an Independent trustee or the charity Itseif should
be a trustee or co-trustee.
12. Information Roturns-Publicity

We vigorously oppose the requirement of filing information returns. Sections
101 (d) and (e) of the Bill require colleges and universities to file detailed infor-
mation returns and provide for publicity of the Information contained therein.

i" Edwin S. Cohen statement, op. cft., p. 36.sEdwin S. Cohen statement, op. cit., pp. 36-37.
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Not only will this be extremely burdensome and costly to the universities, with
no offsetting revenue to the government, because they are tax exempt, many
substantial contributors prefer to remain anonymous. The donors, of course, must
file their own returns and so there are no aspects of evasion involved. My own
University and hundreds of other independent colleges and universities in this
country are principally supported by funds made available by exempt churches.
This same requirement, as it applies to these churches, will prove even more
burdensome and costly and we submit will serve no good purpose.

To grasp the magnitude of the burdens that would be imposed on private col-
leges and universities and the churches which support many of these institutions
consider the tithe program alone of many churches, my own included, whereby
the members pay a portion of their annual income to their church to support it.
Many tithes are paid in kind in the form of property. Section 101(d) of the Bill
would require the return to show specifically the items of gross income, receipts
and disbursements of exempt organizations as well as such other information as
the Secretary may require. Records must also be kept in such form as required
by the Secretary. We think it is all too obvious that the Secretary would require
detailed records of value of properties, expenses, sale proceeds, etc. in connec-
tion with all properties given to or owned by the exempt organizations. With
regard to the tithe program of churches alone millions of items would have to
be reported.

At my own University 16,132 donors made contributions last year ranging
from a few dollars to large valuable oropertles. We conduct numerous research
projects for private industry as well as government. Revenues are received
from tuition (25,000 students). cafeterias (we serve between 19.000 and 21.000
meals per day), dormitories (we house 6,480 students on campus), bookstores,
theaters, b.owllng alleys, athletic and cultural events where admissions are
charged, to name only a few of the sources of receipts. The list of expenditures
would be Just as great. Reporting of all these Items would be a staggering load
that would probably require the hiring of several accountants at our University
for the sole purpose of merely filling out the forms and reports and the keeping
of records required. Since no taxes are due from exempt organizations. th.
added cost and expense of record keeping and reporting to universities, as well
as the government, is not justified.
18. Taxation of Passive Income from Controlled Corporations

Section 121(b) of the Bill, amending Section 512(b) of the Code by adding
paragraph 15 thereto, would tax for the first time passive Income received
from corporations controlled by exempt organizations. The apparent problem
was felt to be that the profits of unrelated trades and businesses conducted by
such corporations were being siphoned off in the form of unreasonable rents,
interest, etc. so that the corporation conducting the unrelated trade or business
would pay no tax. On this point, and speaking solely for my own university, I
want to make it absolutely clear that we do not oppose the taxation of the
unrelated business Income of charitable organizations which compete with prl-
vate enterprise in the active conduct of a trade or business. We think charities
should pay the same tax on business income as their noncharitable business
competitors. My own church has followed this policy on a voluntary basis for
a long time. Returns are required under existing law for the conduct of such
business by charities and we do not disagree with this requirement. There Is no
good reason, however, for the taxation of passive income such as interest, an-
nuities, royalties and rent received from corporations controlled by universities
it the amounts of rent, interest, etc. paid are reasonable. T'le tax law is fraught
with questions of reasonable value and reasonable rentals. The problem exists in
every case when an individual rents property to or from his controlled corpora-
tion. This is a question of fact that the Internal Revenue Service and the courts
have coped with very effectively. The solution should be based on fact detprmt-
nation and not absolute blind confiscatory fiat as is done under Section 121(b)
of the Bill.

Other private Institutions have of course the right to disagree with us as to
the taxation of unrelated income and they may speak for themselves.
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APPENDIX

STATEMENTS OF BUSINESS LEADERS CONCERNING COMMITMENTS OF BUSINESS TO
PRIVATE EDUCATION AND EDUCATION IN GENERAL

1. Henry T. Ieald, announcing the major program initiated by the Ford Founda-
tion in 1960 w!th a grant of $46 million to five specially selected universities: "It
Is essential to the welfare of the Nation that each part of its traditional dual sys-
tem of higher education-the privately and publicy supported colleges and uni-
versities--remains strong and reaches higher level of performance."

Selma J. Mushkin, ed., Economics of Higher Education, U.S. Dept. of Health,
Education and Welfare, 1962, p. ,259.

2. A General Motors spokesman; "The public institutions can meet these costs
through higher taxes. The private institution, on the other hand, faces a more
difficult problem and has turned to te corporation as one source of additional
support. We believe it Is sound to provide such assistance and in this way aid in
preserving the historic balance between enrollment and in private colleges and
universities and that in tax-supported institutions."

National Industrial Conference Board. The 1iay and How of Corporate Giving.
New York: The Board, 1956, Ibid., p.108.

3. Frank Stanton of CBS, announcing the corporation's original higher educa-
tion-support program, which limits aid to private schools: "These institutions
have a special problem which separates them from the tax-supported State and
other public institutions. . . . But because of the different basis of support on
which our privately endorsed institutions depend, we are concentrating our
contribution in this area... "

The Why and How of Corporate Giving, Ibid., p. 98.
4. "If funds are given to states, there may be a tendency to favor the allocation

of funds principally to state Institutions and to glve less consideration to the re-
quests of private colleges. Moreover, there are constitutional restrictions on the
states in reallocating funds to private institutions. In order for private college
to obtain federal aid via state agencies, the college might also be asked to conform
to certain inappropriate state requirement,,. . . . If, however, the use of stat,
agencies as intermediaries would result in a relative concentration of federal
funds in state colleges, the effect would be to weaken the relative competitive
position of private colleges in obtaining resources. For example, more faculty per-
sonnel would presumably be drawn toward state schools. . . . It is impossible to
assess accurately the relationships between cost and output or to assess the
changes in overall efficiency which would result from a shift of resources from
private to state colleges. The products of both types of schools can probably be
differentiated, but both types of products undoubtedly provide economic returns
to the Nation. In the absence of objective evidence concerning these returns, it
may be unwise to risk discrimination in favor of ore edeuntional product to the
disadvantage of another."

Musnhkin, op. cit., p. 211.
5. "Because of its expanded needs, the nation can make full use of the facilities

afforded by virtually all private institutions. Economically, it makes no sense to
establish new institutions while staff and space in existing colleges and universi-
ties go underutilized. More important, in the minds of many, is the desirability of
maintaining a pluralistic system of higher education and avoiding a monolithic
scheme of support and control. A strong independent sector, it is argued, not only
has its intrinsic values in a democratic society, but also is a useful competitive
element and counterbalance to the public sector. Forcing private institutions to
become Just like their public counterparts eligible for tax support would indeed
diminish their values for preserving a dualistic system."

Logan Wilson, "Higher Education and the National Protest," presented to AEC
meeting, Denver, Colorado, 1968.

6. "It is said that the private universities set standards for all to aspire to. In
some disciplines they do: in medicine (e.g., at Western Reserve, Johns Hopkins,
Harvard, N.Y.U., Duke), in law (e.g., at Harvard, Yale, Columbia, and Stanford),
in engineering (e.g., at Caltech and M. I. T.) For this reason, not surprisingly,
presidents of state universities themselves are very solicitous of the private col-
leges, whose higher standards give the presidents something to shoot at, and an
extra leverage on state-house appropriation committee& Their solicitude may de-
cline as the public institutions exploit the situation to increase their own excel-
lence-unless the private institutioLs find the means to keep movng ahead."

Duncan Norton-Taylor, "Private Colleges: A Question of Survival," Fortune,
October, 1967, p. 154.
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The CIIARMAN.. The next witness is Dr. Roland C. Matthies, co.
chairman, Committee on Gift Annuities.

STATEMENT OF DR. ROLAND C. MATTHIES, COCHAIRMAN, COM-
MITTEE ON GIFT ANNUITIES; ACCOMPANIED BY CONRAD TITEL,
ATTORNEY; AND TAMES COUSINS, PRESIDENT, COMMITTEE ON
CATHOLIC CHARITABLE GIVING

Dr. MwzrumFs. Mr. Chairman, members of the distinguished coin.
mittee, may I introduce my colleagues, Mr. Conrad Titel, attorney
from new York City, and Mr. James Cousins, president of the Commit-
tee on Catholic Charitable Givingt

We appreciate this opportunity to speak with you on behalf of ap.
proximately 600 educational, religious, and publicly supported char-
itable institutions. It is our belief that we speak from a background of
private philanthropy that has had long recognition.

I speak as the official representative of the Committee on Gift An.
n'ities of New York City which is a constituted group of approxi.
matelv 25 individuals working in conference on behalf of approxi-
mately 600 institutions engaged in what is known as deferred giving.

I am Roland C. Matthies, vice president of the Wittenberg Univer-
sity in Springfield, Ohio, speaking for that institution, which has
had a large ex-perience in deferred giving, and I speak on behalf of the
committee on gift annuities. The Committee on Catholic Charitable
Giving Joins in this testimony.

There has been little public information given in the area of deferred
giving. fuch of the publicity that has occurred in the public media
regarding the tax reform legislation of 'the House has pertained to
areas other than what is known as deferred giving.

Briefly, a deferred gift is the acceptance by charitable or educational
institutions of a gift with the understanding that it will pay back to the
donor an income. Out at Wittenberg University we entered into our first
agreement of this kind back in 1899. This provided the foundation
financially for the first building of our theological school.

Since that time we have written in our small institution hundreds
of agreements of this kind. So that at the present time out of our ap-
proximately $13 million of endowments at our small institutions, over
$t mill on is involved in this kind of contractual relationship.

In other words, ahnost one-third of our endowment is now tied up, as
it were, in this type of agreement. We will be the beneficiary, of
course, as death ensues or as the term of the agreement ends. We have,
therefore, in hand, something that might not be nearly as realistic at
the time of death.

The kind of giving about which I speak is roughly divided into
three areas of contractual relationship .The first is known as the char-
itable 'emai~4er trust. The oharitaBle remainder trust is simply a
gift recei Q by the' charitable institution of educational education
separately, invested ty -it, and the income from that separate invest-
ment bping PAd back to the donor.

State laws 'With regard to the operation of trusts would apply insuch a- situation.

I
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Under present legislation and regulations, there is no capital gains
imposed U1pOl the reinvestiment by the trust when it turns over the
assets into something more liquid or something more desirable, and
the donor is given the benefit of the full fair market value as his
charitable contribution deduction.

I am grateful to the proper foundation laid by the previous speaker
in explaining to you the many benefits that private universities and re-
lated institutions receive from what is known as deferred giving.

There is it second area of deferred giving known as the life income
contract. The life income contract is simply the charitable trust put
into a pooled arrangement where the institution receives a number of
tift., puts them in a pool of investments and pays back to the donor

ie average earnings of that pool.
Here, again, the tax implications under present law are the same

in that the donor is permitted to give at a fair market value and the
receiving institution is not penalized when transfer or reinvestments
are mad-0 and a capital gai ensues.

Under the proposed legislation of the House of Representatives in
H.R. 13270, two very unrealistic contracts are being predicated upon
the idea that this wi11 be a better substitute for the pi sent charitable
remainder trust. These are called a charitable remainder unit trust
and 'a charitable remainder annuity trust, both of which I may
state with some experience of 26 years will have the effect of thorough-
ly confusing present benefactors as well as potential benefactors as
they attempt to determine what the regulations would prescribe.

this past, Monday I received a check on behalf of the Wittenberg
University from a 63-year old unmarried woman and in the amount
of $2,000, accompanied by a brief note from her, "I would like your
usual life income contract as I have received in the past."

This woman in previous years had made a $3,000 and a $2 000 gift
under life income contracts. It was my unhappy responsibility to
reply to her that H.R. 13270 enacted by the House of Representatives
has now put thiskind of giving in a questionable state and I would be
ill-advised to recommend to you that you enter into a life contract with
us or with anybody else at thiis time for the reason that the bill is mak-
ing retroactive its application to April of 1969.

And it would be entirely possible if the Senate chooses to follow the
House recommendations that a life income contract would be killed
very effectively.

The third type of deferred gift is known as a charitable gift annuity
and is probably the one that has been in existence the longest period
of time. Under this plan the donor is paid a guaranteed rate of return
based upon-

Senator Goni. Mr. Chairman, could I ask a question at this point?
* Senator Axnmsox. Go ahead.

Senator Goai. Before you leave that point, just a brief question.
Suppose-if the bill is finally pased on this particular point, if it
went into effect oni the date of enactment, then you 'could answer the
lady differently; is that correct?
wi~tMAvr.inr''P. I certainly could, but ifi tfhe meantime we are filled
with'all sorts of reservatiois and cannot advise her because of the Im-
plications in the House bill.
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Senator GonE. Thank you very much.
Dr. MArrims. The charitable gift annuity, then, the third type of

deferred gift, has a guaranteed income as against the other two types
where the earnings are paid back. Here the guaranteed income is
based upon the age of the donor at the time his gift is made. There
are regular Federal tax on this plan very concretely established by
an Internal Revenue ruling in 1962 which has clearly established the
grounds upon which capital gains would be taxed in a charitable gift
annuity.

I point out gentlemen, that all three of these plans have had national
ac ceptance. in speaking on behalf of the 600 institutions I probably
Minimized the ifact that there are hundreds and hundreds of other
institutions that are engaged in raising funds by deferred giving.
Raising this type of funds from deferred giving, there being again
three typical kinds of fundraising on the part of higher education and
-publicly supported charities, one being the annual gift with which all
alumni are so familiar, the annual repetitive gifts.

Two being the campaign., the outright gift made without restriction
at the time of a definitely planned campaign.

And three, this growing area known as deferred giving.
I point out that in 1938 the Senate Finance Committee very ef-

fectively rejected a House of Representatives provision seeking to
restrict the charitable contribution deduction. I point out to you that
Mr. Williams referred to the dignity of philanthropy with *which I
heartily concur, It is my position and that of the institutions that we
represent and speaking in this very informal manner, that the dignity
of pilanthropy is one that is not to be confused with the person who
hops tomake a killing, as it were, on a charitable gift.

Again, I think of the 26 years of experience in my life in knowing
hundreds of people who wish to support a cause and who are thus
thankful to the Congress for having made it an exemplary gift through
the help of ta.t relief.

Gentlemen, we thank you for this opportunity and offer our services
to your staff.

Senator GOmR. Thank you for your testimony. I take it from your
remarks that when you~wish -to applaud but also preserve the dmgnit.y
of philanthropy you, too, agree with taking the profit from it.

-Dr. MATrTMUs. I certainly do.
Senator Gona Thank you.
Senator BxNw=. No questions, Mr. Chairman.
Senator Aswmmow. Senator Miller?
Senator Mu=, You mentioned three kinds of deferred giving.

Where do you classify the gift of real estate, income-producing real
estate, with a retained life interest I

Dr. MA~nUi . The production of a retained life income through a
.lie inorme contract would be involved if the gift of the property was
*PUt into & pool of investments. Bt it would 15e a charitable reminder
Ovuot if 0t1 institution separately operated this piece of property as
an independent part of its investment procedure,
.Sem tor xmt. I am thinking of a case where somebody gives the
i8t 10 .., thbe,remainder, interest, reserving a life estate to himself

and operating the property himself.
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Dr. MATrrIEs. This would be called the retention of a life income
interest that would be, we think, prohibited under the proposed legis-
lation as the House has passed it.

The House has stated in its bill that only the giving of the whole
would be recognizable under the charitable contribution deduction and
we are seriously concerned that this would prohibit the giving of an
undivided interest or even the retention of a life interest.
Senator MILER. I understand it that way but I was wondering

why you left this fourth example out.
Dr. MATrHIS. Probably because it is generally considered in the

operation of an institution as very similar to that as the operation of a
charitable remainder trust in that the tax is quite the same.

Senator FANNiN. No questions.
Senator Gorn. I have an actual case that I asked the staff to prepare.

I talked to a very distinguished president of a university Monday who
seemed unconvinced that anyone realized the monetary benefit or
could realize a monetary benefit from a so-called charitable philan-
thropy.
I Let me give you a case, a simple one, not involving State taxation
which increased the profit to the donor so-called but rather dealing
purely with Federal taxation. For a gift of a fully depreciated item
with a market value of $100, one in the 70-percent bracket, considering
the surtax, would receive a tax reduction of $77, plus a capital gains
beaefit of $27.50, thus receiving a tax benefit of $10.50.

Now, what would be your attitude with respect to such a charitable
ft.? You have already said you could strike out the $4.50. What about

t remainfng$100?
Dr. MArHE. May I point to our tax counsel for advise en this.
Mr. Timi. Sir, I think we are all in agreement that it is wrong

for a taxpayer to make a profit when he gives something away. I think
what we are talking about here is the unusual case the exception. In
the vast majority o cases It costs the donor a sizable amoxnt to make
that gift and the charitable reduction is usually not viewed in the
concept of reducing the value of a gift but enabling the donor to give
more than he initially intended.
I It ink the provisions in the House bill, if followed, answer your
question. If I night answer thpe question you raised before about giving
depreciated property, property which has gone down in value, sections
of the Code 1245 and 1250, which came into existence in 1962, reduced
any depreciation taken out so that is now provided bylaw.

Senator GoR& You gentleman have been ,very helpful. I know you
understand as certain am beginnig to underotaad, that we are
qeaing ,with the mot0St ndamenWtat rewiins of the tax law that hasever been undertaken at fimem iourcountry. d p

{Px.MO~ Ralnd 0.e py red
sament of theCo ite on Vatholie Choxitsble GVig ooW:)
STATEUMT 0ow D&. ROLAND 0. BCATT~1n8, 0O-OHbXS)LAN QOXMU=,l3 oz;nMu

-*teseated by Comamittee on gift Anauites-.-sponsored by over 600 4neatonal,
religion aud kthet eharatable ortaniatons?

'A isit o tlhe sponsorsWas made a•pakrt of the oetaf fl" of theomntialtte."
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SUMMARY

no charitable contribution deduction IM not a loophole.-It differs from other
deductions and tax preferences In that the donor is not motivated by profit but
by helping better our nation. [See p. 1.]

Congress has sinco1917 continually liberalized the tax incentives for those who
suoort philanthropfee.-H.1t. 13270 reverses a 50-year trend of increased en.
couragement to charitable giving. With the grave problems facing our nation
now is a time for increased, not decreased, incentives for those who contribute to
benefit mankind. (See pp. I and 2.]

Gifts of appreciated property.-Present law which allows a deduction for the
fair market value with no capital gains tax on the appreciation should be re-
tained. In 1988 the Senate rejected a House bill which would have changed this
and we ask that it do so again. Appreciated property gifts often comprise over
50% of a charity's support from the private sector and this support would be
greatly diminished if the law is changed. [See pp. 2 and 3.]
AUocations of deductions

1. The charitable deduction should not be one of the deductions subject to
allocation. A donor would delay his gift until he knew the sources of his income
and the amount of his capital gains. A postponed gift is often a lost gift. Even
if the gift is made, It would likely be reduced. [See p. 3.]

2. Appreciation on contributed property gifts should not be considered a tax
preference which would reduce a donor's other itemized deductions. Such a pro-
vison penalizes the generous individual-the larger his gift the smaller his
itemized deductions for interest, taxes, medical expenses, contributions, etc. This
provision is an Indirect way of taxing the appreciation. [See p. 8.]

Llmit on tax preference.--Appreciation on contributed property should be
deleted from the Limit on Tax Preferences provision of H.& 13270. It is an in-
direct tax on appreciation and will inhibit charitable gifts. (Seep. 4.]

ife. income (deferred) gift.-A donor who would like to make an outright
gift but cannot afford to relinquish the income earned by his property, con-
tributes the property to charity, retaining life income. On death the income pay-
ments terminate and the charity has the unrestricted use of the property. This
is an important source of support for most charities. H.R. 18270 eliminates so
many of the tax incentives and makes the law so complicated that if enacted this
important source of charitable support would evaporate. These gifts In the main
are made by older individuals who are comfortably situated but by no means
wealthy.
1, Tax benefits for the long established and traditionally used charitable re-

mainder trusts, life Income contracts, and gift, annuities should be retained.
See p. 4 and 5.]2. No capital gains should be incurred when charitable remainder trusts and

life Income contracts are funded with appreciated property and the deduction
should be basedd on the fair market value, not the cost-basis [See pp. 5-8.]

I., Oapital gains incurred by charitable remainder trusts and life income con-
tracts pooled funds should continue to Ie exempt from taxation since they are
per aftntly'set atidefor charity. [See pp. 5-8.1

4. Gift anuultles funded with appreciated property should be exempt from
the bargain sale provisions of H.R. 18270. [ See P. 9.1

.4 tee of H. 18270 are extremely harsh. They would apply
t& = ,'r, b i dd 't A  years ago as Well as to gitts made thli year before
aioi t of topwdb change was made. [See Pp. ...

4iflebt# , reql , oppet# 'Wtk, refa/wd lle e~at e, q gifts, of, utft'1ed interest
iti property..R, 18270's b~rd Wau . Ig a2old !, .rtentoDAl4,yiN;ove presnt

O.~a~doe1l4O 49t.-T'i fa* Iqred" an kbows .C~retnal
tite~a~ tfo ~~en~6iike d Ifbl 1ifts However it iS I Iionsltext toralae the ceiling

and at the same time abolish many existing charitable deductions applicable

iMtL Ghtifrab and mbtberswof the cammlttee, I? am Roland 0., Matthles, Vice
President and Treasurer of WlttenblMg Ubiverdt Sprlagfld, Ohio and appear
bore you as Oo-Chairman of the Committee on Gift Annuities-spsored by
over 000 n 4n% ot) e hari bor a nizations. ',Teir na es
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are attached to our written statement. The Committee on Catholic Charitable
Giving, chaired by James A. Cousins and sponsored by over 100 Catholic educa-
tional, church and social welfare organizations, joins In our testimony.

We thank you for this opportunity to present our views and support your
efforts to make our tax laws more equitable and remove loopholes. The chari-
table deduction, however, is not a loophole. It differs from other deductions and
tax preferences in that the donor gives up his money and property to help worthy
causes and better our nation. Ie is motivated not by profit but by generosity.
Thus charitable gifts should not be treated and lumped together with real estate
depreciation, capital gains, tax-exempt interest, etc.

Congress has since 1917 continually liberalized the tax Incentives for those
who support philanthropies-each time stating the liberalization was designed
to further aid charities to obtain additional funds to meet rising costs and the
increased needs of our society. Congress has reiterated on many occasions that
the Government is compensated for any loss of revenue by Its relief from financial
burdens which otherwise would have to be met by appropriations from public
funds and by the benefits resulting from promotion of the general welfare.The House-passed tax bill (H.R. 13270) reverses a 50-year trend of increased
encouragement to charitable giving. With the grave problems facing our nation,
now is the time for increased, not decreased, tax incentives for those who gener-
ously contribute to benefit mankind. The organizations sponsoring the Committee
on GIft Annuities are dependent upon support from the private sector and they
and the nation have benefited greatly from gifts encouraged by present law.

In the past the Senate has declined to accept a House-passed bill detrimental
to charitable organizations and the nation. In 1938, the House of Representa.
tives passed a bill calling for the contribution deduction to be measured by
donor's cost-not the fair market value at the date of the gift. However, the
1938 Tax Act as finally passed did not contain the House provision on appreciated
property gifts to charity. The Senate Finance Committee rejected the House
provision, stating:

"Representations were made to the Committee by officials of educational
and charitable institutions that the effect of such a provision would be to
discourage the making of charitable gifts In property. The Committee be-
lieves that charitable gifts generally are to be encouraged and so has elim.
m. ,nated the provision of the House BIlL" (S. Rep. No. 1567, .5th Cong. 3rd.
Sess. 1938).

The needs and problems of our nation are greater now than they were in
1938 and there is all the more reason for the Senate to reject the House bill's
restrictive provisions on charitable gifts.

The Committee on Gift Annuities respectfully submits the following com.
ments on those provisions of H.R. 13270 which are of greatest concern:
1. Gifts of appreated propert,
'Present law allows a deduction for the fair market value with no capital

pins tax on the appreciation. In many instances appreciated property gifts
comprise more tharn 60% of a charitable organization's support from the private

Rector. To stifle this major source of support would be a death blow to many
institutions. The Treasury estimates that Increased Government revenue by
changes In current law on gifts of appreciated property wouh. Insignificant.
We ask that the current law be retained.Also, appreciation In the value of property donated to cha rity should not be
considered, a tax preference which under the Allocation of Dedlctions provision
*vud reduce a ,donor's itemized deductions for interest, taxes, medical xpenies,
bb table contributions, etc. To enact such a provision would be an indirect way
Taxing appreciation on property gifts and Would greatly inhibit important sup-
portf tromz tbq private sector.
0., Alocafufo of dedeu otl--a two-edged word
"he aljoeitfon dedtictioni provision of H.R. 18270 as It appie to charitable

if ha# t6v( aspect
A'eo)t" I.--By Incl4dIng the charitable con tribution deduction it the Itemined

J.dettonf to be alloated between taxable aM non-taxable (tax preferrbd) in.
*te,itl* ,Ce.'the 'chMrCable deduction. A dIno would iave n way f ascer-

tOln l g the ta+ o sequen6ee of his gift until the end of the year when hie knows
.....h ei tenm hh, c lse . his income And the amnont+ tofI cai~a gain. ClzarI
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table gifts will thus be postponed. An axiom of fund-raising is that a postponed
gift is often a lost gift, The charitable gift is a voluntary act and should not be
lumped together with deductions for taxes, interest, casualty losses, etc. We ask
that charitable contributions not be subject to the allocation rule.

Aspect Z.-By considering the amount of appreciation on property contributed
to charity as non-taxable (tax preferred) income, it reduces donor's charitable
deduction as well as his other itemized deductions. We support Secretary of the
Treasury, David M. Kennedy and ask that appreciation on contributed property
not be considered a tax preference which under the Allocation of Deductions
provision would reduce a donor's itemized deductions for interest, taxes, medical
expenses, charitable contributions, etc. Such a provision penalizes the generous
Individual who contributes his property to better our nation. The larger the gift,
the smaller his itemized deductions.

S. Limit on tax Preferences
•We support Secretary of the Trqasury, David M. Kennedy and ask that appre-

ciation on contributed property be deleted from the Limit on Tax Preferences
provision of H.R, 18270. This provision Is an indirect way of taxing the appre-
ciation on gifts of property and will inhibit such donations.

4. LMfe ittoome (d eferrea) gif is
Life Income gifts (so-called deferred gifts) are an Important and growing

means of support for our natIon's charitable organizations. kany donors would
like to make outright lfts but cannot afford to relinquish the Income earned by
their property. So they give their securities and other property to a charitable
organizationiretalnlng life income. On death, the income payments terminate
and tre securtties and propery are owned outright by the charity. Most life

Income g woutd be outright gifts If the donors could afford to give up Income.
The vm mrtiajorlty of these gifts are made by contributors in their late R0's and
early 70's These gifts are'often made by women. The donors are comfortably
circumstanced lut by no means wealthy. They are dedicated and committed to
the causes tey z appirt with their life Income gifts.

tef come gifts have been an important source of support for many charitable
inatitutions for more than of a century. At Wittenberg university, for example,
we wrote pur flrst oharItabie gift annuity in 1899 and from it came the building
first h0sg our School of Theology. At present we have 134 life Income gifts
tPtap gl 4. rtllions of doUarm., This Is one-third of our entire endowment. gore
WfM) , % fo, our life, income, gifts were in the form of securities -nd other
property.

44 tnq*4sIpg number of orpanizations now depend on the three types of life
IncoO. i4~(chiirltal,remainder truts, life Income contracts and gf nIcome'.t (gifttm m • s an-

nuities) "to overcome the inadequasies of outright giviuig.
The life income gift is important to the Institution because it assures funds

for Its work. Because,*most of these gifts are madeby older donors, these gifts
often mature within a few years after the gift Is made. These plans stimulate
greete* interest 1i the chaitablo institution and donors often add to these gifts.
Also, outrIght gifts ,are often made after a life income Plan to created. R.R.
1M70 remove the wAjoqr t4x incentlves to these gifts and If enacted a most m-
portant source u 5opport w0o91g evaporate

4 pilo 40 b cMs;hr tA010 'remainder trumt'by irevooabl, 'transferring
o- r t-a trustee often the 'charltgble Institution

w10, 0MA'~a Izce 0it err6 pro eres (or'relpvestmnehts) to the
dof(o*"f6* his 11±. Then the trust principal becomes the soe ioroperty of the
charity. Present law provides there Is no capital gain oh' the transfer of appre-
ciated property to fund a charitable, remainder trust; nor Is there a capital gain
It1* Ja eo*t re&Js late., ppld by the, troist And- t~iq ,jn pormanehtly
et asi de for charity. We ask tha these rules be retained. Abuse I .te4Anvest-

tn p0"i $ 4b, tsV4xW rg aen4 means are now yailable to (anUd used

~ p revla9~# fp~ barit ~ A" pen~~rnbufty trusts and
sholtr'I s not Jesbt or the widely, used

creae 0 ermndr trusts are f~uanhcly unsohti caited. %ej' are
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familiar with the trusts now approved by the Congress. We request no change
in the law be made which would greatly inhibit these gifts.

Should the Senate decide to abolish the tax incentives for the traditional
charitable remainder trust (substituting the annuity trust and unitrust), we ask
that the law for the income taa charitable deduction not be retroactive to April 22,
1969 (H.R. ]3270 so provides) but be effective with the passage of the Tax
Reform Act. Many donors have created trusts since April 22, 1969. The unitrust
and annuity trust provisions of H.R. 13270 were not mentioned in the May 27,
1969 "tentative decisions" of the House Ways and Means Committee; nor were
they mentioned in the proposals submitted by the Treasury Department under
the Nixon Administration on April 22, 1969.

H.R. 13270 allows no estate tax charitable deduction for a charitable remainder
interest in a trust unless it is a unitrust or annuity trust. This estate tax change
would affect estates of donors dying after 'the bill is enacted. However, it would
apply to charitable remainder trusts created before the bill's enactment--no
matter how long ago. Thus, the estate of a donor who created an irrevocable
charitable remainder trust 10 years ago, for example, but who dies after the bill's
enactment, would lose the estate tax charitable deduction unless the charitable
remainder trust is a unitrust or an annuity trust. Virtually no existing chart-
table remainder trust is a unitrust or annuity trust.

(ExAmPLE.-In 1959 donor transferred cash and securities to a trustee directing
the trustee to pay the income to him for life and then to his wife if she sur-
vives him. On the death of the survivor, the principal goes to the donor's col-
lege, On donor's death in 1969 the trust principal is worth $100,000 and his
wife is 65 years old.)

Estate. ty cosequcncea. under current law.-On donor's death the entire
value of the trust principal ($100,000) is included in his gross estate. The es-
tate then dedu-ts $66,580 as a charitable deduction-the value of the charitable
remainder (using Government tables) based upon the wife's age at the donor's
death.

Estate tax consequences under House-passed bill.--The entire $100,000 would
be included in donor's gross estate as under current law. However, there would
be no charitable deduction for the value of tht charitable remainder unless the
trust is, a unltrqst or ap. annuity trust. This is sI evon though the donor created
the trust long before the passage of the Uouse bill. L n'ctment of this provision
would result in great hardship. Substantial estate taxes will have to be paid be-
cause of this retroactive change. These taxes will usually not come out of the
trust principal but out of the estate's (ther assets-redueng or even eliminating
bequests to the donor's wife, children, ind other family m embers. The retroactive
date is so harsh and unfair that it mast, in our opinion, be an oversight. The
harsh effective date also applies to ljfeincome contracts and giftd of remainder
interests in real property (donor contributes real projoerty retai,,ang a life estate).

We respectfully ask that if the Senate adopts t he provision of H.R. 13270 on
estate tax treatment of charitable remainder trusts, life income contracts, and
gifts of remainder interests in real property, the ,'aw be effective after the passage
of the Tax Reform Act and be applicable onl:, to charitable remainder trusts,
life income contracts, and remainder real estate gifts re-de after the passage
of the Act.

Funding a charitable remainder trust with apvrrdiated propcrty-pre8ent law
should be retained.-Whether a new trust format Is adopted or the traditional
charitable remainder trust is retained, we ask that the charitable deduction for
gifts of appreciated property be based upon the fair market value of the property
transferred to the trust at the time of its creation-rather than requiring (as does
H.R. 13270) the donor to base his deduction upon his cost-basis or pay a capital
gain if he elects to compute his deduction based on the fair market value. How-
ever, if the Senate accepts the House provisiort, we ask that the language of the
bill 'be clarified. If a donor elects to base his deduction on the fair market value
of his gift, capital gain should be limited to the part of the gain allocable to the
charitable remainder (the future Interest). There should be no capital gain on
the part allocable to donor's retained life Interest.

So capital gain tinder present law on 8ae8 by charitable remainder trust.-
We also request that capital gains incurred by the trust and permanently set
aside for charity not be taxed. Present law so provides. Many existing trusts
were created on the assumption that the capital gains--which eventually go to
the charity-would not be taxed. To tax the trust's capital gains is to tax the

88-S65-69-pt. 3-21
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charity because the tax would come out of the trust principal which goes to the
charity on the donor's death.

H.R. 13270 would tax capital gains permanently set aside for the charity except
if the trust is a unitrust or annuity trust. If this Committee decides to tax capital
gains permanently set aside for the charity under the traditional charitable re-
mainder trust, we would then prefer the enactment of H.R. 13270's provisions on
the unitrust and annuity trust because capital gains (under the House bill) for
these trusts are only taxed to the extent they are paid to the life income bene-
ficiary.

LIFE INCOME CONTRACTS

A life income contract is very much like a charitable remainder trust. The
main difference is that donor's irrevocable gift is co-mingled in a pooled fund
maintained by the charity with the life income contract gifts of other donors.
In the trust a donor's gift is separateiy invested. Donor's income under a life
income contract is determined by multiplying the percentage return earned by
the pooled fund by the amount of money or value of property donor contributed.
On donor's death, the payments terminate and the charity has the unrestricted
use of the gift. This is an important source of support. It makes these types of
gifts available to the donor of modest means who cannot afford to fund a sepa-
rate charitable remainder trust. It also eases administration of the gift by the
charitable organization. We ask that present law governing life income contracts
(no capital gain on transfer of appreciated property nor capital gain when the
property transferred is later sold by the life income pooled fund) be retained. As
with the charitable remainder trust: (1) The deduction should be based upon
the full fair market value without imposition of capital gains tax and (2) capital
gains Incurred by the life income pooled fund and permanently set aside for char.
ity should not be taxed. To tax the capital gains incurred by existing life income
contract pooled funds (which are permanently set aside for charity and not paid
to the life income beneficiaries) would create havoc in Pdministration and un-
fairness among the many thousands of participants. Keeping track of the capital
gains attributable to each gift of appreciated property would be so extremely coni-
plicated and time consuming that enactment of a provision taxing the pooled
fund's capital gains would be the death knell for this type of gift plan which
allows donors of modest circumstances to be philanthropists during their lifetime.

OARITABLE GIFT ANNUITIES

A donor irrevocably transfers money and often appreciated property to a
charitable institulton in exchange for the institution's promise to pay him a
fixed Income for life. Since the rate of Teturn is substantially lower than that
offered by a commercial insurance company, the donor makes a substantial
charitable gift. We ask that present tax treatment when appreciated property
is contributed for an annuity be retained. (Detailed in Rev. Rul. 62-186, 1962-2
C.B. 12).

Under H.R. 13270, a transfer of appreciated property for a gift annuity could
be construed as a bargain sale-the donor receiving an annuity rather than
cash as consideraton from the charitable Institution. Thus, a donor who transfers
property with a fair market value of $10,000 for an annuity having an actuarial
value of $6,000 (what It would cost to obtain the same annuity from a commercial
insurance company) could be treated in the same manner as a, donor who trans-
fers the same property for $6,000 in cash. Under H.R. 13270 which allocates the
cost-basis of the property between the portion of the property "sold" and the
portion, of the property "given" to the charity, appreciation now untaxed on a
transfer for a gift annuity could be taxed. And in those instances where part of
the gain is now taxed, a larger part of the gain could be taxed.

(ExAmPLn-Donor transfers property with a $6,000 cost-basis and a present
fair market value of $10,000 for an annuity with a $6,000 actuarial value. If the
annuity is treated as a bargain sale (donor received an annuity with an actuarial
value of $6,000 Instead of $6,000 in cash), donor has a capital gain. The basis
allocated to the $6,000 sale (actuarial value of annuity) is $3,600. Thus, the
capital gain is $2,400 ($6,000 actuarial value minus $3,600 allocated basis).
Under present law, there is no capital gain since the cost-basis equals the actua-
rial value.)

If U.R. 18270's provision on bargain sales is enacted, we ask that the law
specifically provide that the transfer of appreciated property for a gift annuity
Is not a bargain sale.
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5. Gifts of Real Property With Retained Life Estate; Also G-ifts of Undivided
Interest in Property

H.R. 13270 (See. 201(a) (3), p. 121, line 8] provides that "where a taxpayer
makes a charitable contribution of less than his entire interest in property", no
charitable deduction is allowed unless the transfer meets the unitrust or annuity
trust rules. This language could be interpreted to deny a charitable deduction for a
gift of real estate subject to the donor's retention of a life estate (e.g., farmer
gives his land to church retaining only right to use it for his life). Presumably

L.R. 13270 intends to deny a charitable deduction for the fair rental value
of property which a donor allows a charity to use rent free. However, the bill's
broad language could easily be interpreted to deny a deduction for a remainder
interest gift in real property as well as a gift of an undivided interest in real
or personal property.

If the Committee on Finance decides to abolish the deduction for gifts of the
use of property, we ask that H.R. 13270 be clarified so that present tax treatment
is retained for gifts of real property subject to donor's retained life estate and
for gifts of undivided interests in property.

6. IncrcasCd Ociling on Deductibility
We applaud H.R. 13270's provision which increases the ceiling on deductibility

from 30% to 50%. However, we call to this Committee's attention the inconsist-
ency of the House bill in increasing the ceiling on deductibility and then abolish-
lg many of the existing charitable deductions which are applicable against the
ceiling.
7. Conclusion

Mr. Chairman and members of the Committee, we thank you again for this
opportunity to present our views. H.R. 13270 removes many long-established and
Important tax incentives to supporting the charitable institutions so vital to our
nation. We have not commented on all of the provisions of H.R. 13270 affecting
charitable gifts--only those which are of greatest concern. However, we also
believe that there should be no change in the present tax treatment of bargain
sales and short-term trusts for the benefit of charity.

We are aware of the times pressures and heavy workload of the Committee
and have made our remarks as brief as possible. If the Committee wishes ampli-
fication on any point, we would appreciate the opportunity to submit a supple-
mental statement We are available, if it is the Committee's pleasure, to meet
with members of the Committee's staff.

We agree with the Treasury that,
"Private philanthropy plays a special and vital role in our society. Beyond

providing for areas into which Government cannot or should not advance
(such as religion), private philanthropic organizations can be uniquely
qualified to initiate thought and action, experiment with new and untried
ventures, dissent from prevailing attitudes and act quickly and flexibly."

"* * * In doing so, they enrich -the pluralism of our social order. * * *"
(Treasury Dept. Report on Private Foundation: U.S. Government Print-

ing Office, February 2, 1965, P. 5.)
Accordingly, we ask that the new tax law continue the long established and

essential tax incentives to charitable giving which undergird our nation's edu-
cational, religious, hospital, health, social welfare and other charitable or-
ganizations.

TESTIMONY OF THE OoMMITTEE ON CATHOLIC CHARITABLE GIvING

APPRECIATION

The Committee on Catholic Charitable Giving expresses its gratitude on behalf
of its one hundred and nine sponsoring organizations and institutions for the
privilege and the opportunity to make this presentation to the Senate Finance
Committee.

The Committee on Catholic Charitable Giving is well aware of all of the prob-
lems which you must face. May we say that our presentation is not a negative
one, as we do support parts of the Bill being considered.



208

THE COMMITTEE ON CATHOLIC CHARITABLE GIVING

The Committee on Charitable Giving Is a voluntary association of fifteen per-
sons chosen by a majority vote of tile Committee from important religious, edu-
cational and charitable organizations engaged in obtaining funds through de-
ferred giving.

The scope and function of the Committee on Catholic Charitable Giving is best
described by the following excerpt from the Official Catholic Directory for 1969,
page thirteen, under the general heading, United States Catholic Conference:

The Committee on Catholic Charitable Giving was approved by the
Bishops' Committee of The Society for the Propagation of the Faith in April,
1968. The Committee is sponsored by the National Office of The Society for
tile Propagation of the Faith and it is responsible to the National Director
for all activities.

The Committee studies and recommends the proper range of rates for gift
annuities and the accepted methods of yield computation for life income
agreements.

The Committee also ascertains and reports as to legislation in the United
States and in the various States regarding gift annuities, life income agree-
ments and trusts, their liability, etc. The Committee has the right to under-
take to study and educate sponsoring organizations on all the various ways
of giving, including outright giving and deferred giving.

The Committee on Catholic Charitable Giving is the representative )f over
one hundred religious, educational and charitable organizations which solicit
and receive gifAi for their respective purposes that are subject to charitable re-
mainder trusts, gift annuities or life income agreements. The organizations
represented by the Committee on Catholic Charitable Giving are listed in the
Official Catholic Directory for 1969. Conferences are held by the Committee on
Catholic Charitable Giving for the members of the institution that they rep-
resent every two years. At these Conferences, speakers, well-known in their re-
spective fields, including representatives from the Insurance Department of the
State of New York and the Internal Revenue Service, have lectured to the par-
ticipants and conducted workshops aimed at assisting them in operating more
efficiently, and also to aid them in complying with the laws of the Treasury De-
partment, the various Insurance Departments and other State laws.

The Committee on Catholic Charitable Giving is aware of the fact that over-
emphasis of the tax aspects of the gift rather than of the institution's worth and
needs has resulted In Congressional legislation and Internal Revenue Service
rulings which have decreased tax benefits for donors. The Committee on Catho-
lic Charitable Giving is also aware of the fact that gifts to educational, religious,
social welfare and other philanthropic institutions are encouraged by the federal
income, estate and gift tax laws. Except in most unusual circumstances, a donor
sacrifices substantial conomic worth when he makes a philanthroplc gift. Thus,
his prime giving motive is his belief in the philanthropy's work and goals. Tax
savings become important only after he decides to make the gift. They reduce
the cost of giving and enable a donor to contribute more than he initially thought
possible. Therefore, charitable gifts should not be treated and lumped together
with real estate, depreciation, capital gains, tax exempt interest, and so forth.
The House Bill's provisions which deal directly with charitable contributions and
those which deal with them indirectly (inclusion of appreciation on charitable
gifts in the Limit on Tax Preference and in the Allocation of Deduction provi-
sions) are extremely complex. Charltablb organizations obtain support by being
"easy to give to." The House Bill, by its very complexity, discourages charitablegiving.

SPECIFIC RECOMMENDATIONS

CHARrIABLE REMAINDER TRUSTS

Present law provides that there is no capital gain on the transfer of appreci-
ated property to establish a charitable remainder (life income) trust; nor is
there a capital gain if the property transferred is later sold by the trust and
the gtlu permanently set aside for the charity. These rules should be retained.
Abuses In the investment poikciesof these trusts are rare, and means are now
available to (and used by)' i6 ' tlterual Revenue Service to curb any abuses
which exist. The new Bill contains very complicated provisions for charitable
remainder trusts, annuity trusts and charitable remainder unitrusts which should
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not be substituted for the widely used and understood, charitable renmander
trust. The House Bill allows no estate tax charitable deduction for a claritable
remnainder truxt unless It is a unitrust or annuity trust. This estate tax change
would affect estates of donors dying after the Bill is enacted. However, It would
apply to charitable remainder trusts created before the Bill's enactnient, no
matter how long ago. To our knowledge no existing charitable remainder trust
Is a unitrust or an annuity trust. The retroactive (late is so harsh and unfair
that the Connmittee on Catholic Charitable Giving urges (if the Senate Finance
Committee bill contains the House unitrust and annuity trust provisions) to
make the change effective after the passage of the Bill and applicable only to
charitable remainder trusts established after the passage of the bill.

CHARITABLE GIFT ANNUITIES

Present tax treatment when appreciated property is contributed for the annuity
should be retained. (This was established in Rev. Rul. 62-180 and has received
national acceptance since 1902.) 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 considered within the scope of the
ruling for a bargain sale.

LIFE INCOME CONTRACTS

Present law governing these contracts (no capital gain on transfer of appre-
ciated property nor capital gain when property transferred is later sold by the
life income pooled fund) should be retained. As with the charitable remainder
trust, (1) the deduction should be based upon the full fair market value without
imposition of capital gains tax, (2) the capital gains incurred by the life income
pooled fund and permanently set aside for the charity should not be taxed.

GIFTS OF APPRECIATED PROPERTY

Present law allows for a deduction of the fair market value of the property
with no capital gains tax on the appreciation. This should be retained. However,
under the Allocation of Deductions the appreciation would be indirectly and
partially taxed. This is a very complicated provision which not only will con-
fuse prospective donors but will discourage them from making a gift of appre-
ciated property.

ALLOCATION OF DEDUCTIONS

This part of the bill is equivalent to a two-edged sword.
1. It reduces the charitable contribution by having the charitable con-

tribution deduction in the itemized deductions allocated between taxable
and non-taxable income.

2. It reduces the charitable deduction, as well as the other itemized deduc-
tions because the amount of appreciation on property contributed to
charity is considered as non-taxable (tax preferred) income.

ITEMS THAT WE SUPPORT

A. Extending the unrelated business income tax to cover all organizations now
exempt.

B Taxing organizations on income received from debt-financed investments.
(. The increasing of the ceiling-on deduction allocations to 50 percent.

ITEMS THAT WE CONSIDER TO BE IMPORTANT WHICH WE WOULD BE WILLING
TO SACRIFICE, IF NECESSARY

A. Rent-free use of property.
B. Two-year trusts.
CL Appreciated property gifts which could generate ordinary income if sold,

for example, section 806 stock.
D. The unlimited charitable deduction.

GENERAL OBSERVATIONS

Deferred giving in recent years has become more and more important to our
Organizations in helping overcome the trend of steadily rising costs. "Current
Giving" no longer adequately takes care of the needs of our institutions. It is ii.
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portant that our institutions be permitted to continue the use of deferred giving.
Tax incentives to philanthropic giving are firmly woven into the tax laws. At
the present time, there is a trend caused by the emphasis on the abuses of
contribution deducatious by a small minority of donors to religious, educational
and other publicly supported institutions, to remove many of the tax incentives
to giving, previously approved by Congress. May we respectfully request that
your final Bill take Into consideration the fact that the abuses are very small
and the needs of the publicly supported organizations ar.e very great,

The CHAIRMAN. Our next witness, then, will be Mr. William P.
Thompson, associated general counsel for the National Council of
Churches of Christ.

STATEMENT OF WILLIAM P. THOMPSON, NATIONAL COUNCIL OF
CHURCHES OF CHRIST; ACCOMPANIED BY JAMES A. HAMILTON,
ATTORNEY, DIRECTOR, WASHINGTON OFFICE, NATIONAL COUN-
CIL OF CHURCHES

Mr. TiIo i~soN. Mr. Chairman, members of the committee, I should
like to be joined by Mr. James A. Hamilton, who is an attorney, a
member of the bar of the District of Columbia, and is the director of
the Washington office of the National Council of Churches.

Senator BEBNwr. Mr. Chairman, may I interrupt a minute.
Are you the counsel?
Mr. THOMPSOn. No, sir; I am not. I will make that clear right now.

I myself am a lawyer. I am admitted to practice before the Supreme
Court of the State of Kansas and before the Supreme Court of the
United States. I did practice law for 20 years in Kansas but 3 years
ago I was elected and now serve as stated clerk of the General Assem-

y of the United Presbyterian Church in the United States of
America. This is the office which might be described as the permanentofficer of the highest legislative, judicial, and administrative body in
my denomination.

I am a member of the General Board of the National Council of
Churches of Christ in the United States of America and of its execu-
tive committee. I am also chairman of its General Planning and
Program Committee and, therefore, am personally quite familiar with
the programs and operations of the National Council.

I appear today not in any staff capacity for that council but I do
speak out of my association with it in the capacity of a representative
of my own denomination.

The National Council is an association of 33 Protestant and Eastern
Orthodox churches. I do not claim to speak for these denominations
but rather for the General Board of the National Council of Churches
which is its policymaking body and which is made up of delegates
selected by the member denominations.

The general board of the council has adopted policies relating to
tax reform and specifically to the proposals approved by the House
in the bill now being considered by this committee. Only'last week in
Indianapolis, the general board adopted a resolution on this subject.

That resolution and the earlier policy statements are attached to
my written statement which has been fled and I request that they
be made a part of the record of this hearing.

The National Council of Churches favors tax reform to achieve
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a more equitable sharing of the burden of public expenditures. We
also urge that in this revision the Congress strive to simplify the
Internal Revenue Code so that it is no longer a mystery known only
to experts but, rather, a plain formula understandable by the average
citizen.

However, we find among the proposals before this committee sev-
eral which do not appear to contribute to the attainment of these
goals and some others which would have unfortunate side effects on
churches and voluntary charities which are meeting real needs within
our society.

The National Council of Churches has adopted a comprehensive
policy on tax exemption of churches covering ad valorem as well as
income tax policy. The relevant part of that document declares that
we are opposed to exemption from taxation of income which churches
derive from unrelated business enterprises.

Our opposition to exemption of such income from taxation was
elaborated last spring in a statement issued jointly with the U.S.
Catholic Conference. That statement also supported elimination of the
so-called Clay-Brown loophole. The statement, which is among those
attached to my written statement, contains specific suggestions lor the
revision of the Internal Revenue Code to effect these changes.

Some of our suggestions were accepted by the House of Representa-
tives. We urge you to concur in those and to give serious consideration
to the other suggestions.

We are not only concerned about matters affecting the churches
but also proposed changes in the law relating to private foundations.
While the present law has been subject to abuses which should be
prevented, some of the proposals go beyond correction and seem to
us almost punitive. Private foundations' have facilitated valuable ex-
perimentation and innovation in our Nation's life, much of which
would have been impossible for public agencies but which have made
possible the pointing of a direction and in this way have facilitated
later public programs.

The proposals with reference to activities of foundations in voter
registration, nonpartisan voter registration, and in efforts to influence
legislation seem particularly repressive. We favor tax policies which
would permit private foundations access to the free marketplace of
ideas even though some of their activities might affect legislation.

On the principal subject of this hearing, we are deeply troubled
because some aspects of the House bill suggest what we believe to be
an ominous shift in public policy. Heretofore the tax laws have been
designed to encourage giving to churches and private charities as con-
tributing significantly to the welfare of our Nation. The House bill
seems to us to reverse this stance and would make such gifts far
more costly and, therefore, would curtail these essential sources of
support.

Some sections of the bill would cause confusion as to the tax effects
of particular contributions to charity. Prospective donors would hesi-
tate while seeking advice from tax counsel and awaiting authoritative
interpretations of the new provisions. In too many cases a gift post-
poned is a gift lost. _1

The cumulative effects of the proposed changes would seriously im-
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pair the efforts of the private voluntary sector to secure gifts and
grants at a time when inflation has already cut their activities. This
will further restrict their efforts to help'keep the Nation healthy,
vigorous, educated, responsive, and purposive.

This difficulty results in part from lumping charitable contributions
together with tax preferences and personal deductions. In our judg-
ment, they are actually different in kind. Excess depreciation, hobby
farm losses, interest on borrowings, tax-free interest on municipal
bonds, oil depletion allowances, untaxed capital gains, all these are
incidents of transactions primarily for the benefit of the taxpayer.

Charitable contributions, on the other hand, are for the benefit of
others. Whether deductions are itemized or the standard deduction is
taken, charitable contributions. should be treated separately in our
option.

If the law discourages such giving, the possible recipients are the
real losers.

Another crucial issue is the tax treatment of gifts of appreciated
property. Whether such gift is made outright or by one of the several
arrangements which'defr ' the iUse of the gift, such contributions
should be encouraged. We fear that the repressive provisions of the
bill stem from an erroneous comparison. A charitable contribution
should not be compared with the sale of property.

The taxpayer who gives property to a charitable cause should never
be taxed as though he had received Valuable consideration, money
or money's worth, in the transaction. He always has the option of
keeping the property. If that is what the tax law encourages him to
do, the losers will not be the Government, nor the prospective donor,
or even other taxpayers, but the charitable causes which would other-
wise have benefited.

Last week the general board of the National Council of Churches
in Indianapolis said in part, philanthropy is not a loophole and it
should not be treated as such. It is a voluntary act designed to help
others and the philanthropist should not be penalized for under-
taking it.

Tax policy which reduces the incentives to charitable giving would
do the most harm to those that benefit the most, the young, the poor,
the desei'ving, rather than handicapping those who are the benefactors.

Thank you, Mr. Chairman.
Senator ANDERSON. Mr. Bennett?
Senator BmzNx'rr. No questions.
Senator ByD. No questions, Mr. Chairman.
Senator ANDmaSow. Thank you very much. We appreciate your

testimony and your statement will be placed in the record.'(Williim P. Thompson's prepared statement, a resolution, and a
policy statement follow:)
STATEMENT OF WILLIAM P. THOMPSON, STATED CLEK, UNITED PRESBYTERIAN

CAUR04 IN THE UNITED STATES

SUMMARY
Exemption of' churches

The reference to "churches and associations and conventions of churches" in
various places In H.R.'18270 are satisfactory and appropriate.

In particular, we approve ending of the exemption of churches frm tle 1950
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tax on "unrelated business income", subject to certain safeguards outlined in
the bill. However, we urge certain ihinor changes:

1. Exception of churches from the mandatory and public disclosure require-
ments;

.2. Llmitatiop of cure for Clay Brown abuses-at least for churches--to taxing
debt-financed rent8 rather than all passive or investment income;

3. Definition of "unrelated business income',' in such a way that it does not
include any activity ielated, to teiets and tFaditlonal functions of the church;

4. Taxation as income of the cash housing allowance paid clei-gymen In lieu of
a parsonage or rectory.
Private foundations

Certain restrictions placd on private foundations would inhibit or eliminate
some of the most creative social pioneering in our nation, which has been done
by private foundations. Three elements of H.R. 13270 seem particularly punitive
toward activities from which the nation benefits:

1. We oppose the restriction on support by foundation's for nonpartisan voter-
registration drives;

2. We oppose the restiction on fouhdation-financed studies, reports, or recom-
mendations that might affect legislation;

3. We urge the elimination of the proposed tax of 7%% on investment income
of foundations, and in its place a "user fee" of no more than 2% to cover cost of
federal regulations.
Charitable contributions

In its commendable effort to eliminate tax shelters, H.R. 13270 over-corrects
in the area of charitable contributions to the degree that it would seriously handi-
cap the causes and institutions that depend on such contributions.

Large-scale capital funds campaigns on behalf of such causes and institutions
depend for success upon "pace-setting" gifts which will make up 50% of the
total raised. These large gifts will be seriously reduced or inhibited by the stric-
tures In the bill, thus crippling the support of important humanitarian efforts
in the private sector.

Therefore, It is urged In the testimony:
1. that the tax code be simplified, so that donors are not hindered by inability

to understand the tax effect of their contributions;
2. that charitable contributions be excluded from both the "allocation of de-

ductions" and the "limit on tax preference", since they are unlike the other items
in those classes;

3. that charitable contributions be claimable by those using Standard Deduc-
tion beyond whatever allowance is made for charitable contributions within that
deduction;

4. that charitable contributions of appreciated property or of an interest in,
or portion of, property be encouraged by exclusion from taxable income or deduc-
tion as a charitable contribution (at the option of the taxpayer), but not both.

STATEMENT

Mr. Chairman and members of the committee, my name is William P. Thomp-
son. I am a lawyer admitted to practice before the Supreme Court of Kansa3 and
the Supreme Court of the United States. After practicing law for 20 years, I was
elected and now serve as Stated Clerk of the General Assembly of the United
Presbyterian Church in the U.S.A. In this office I am the permanent officer of
the highest legislative, judicial and administrative body of my denomination. I
am a member of the General Board of the National Council of Churches of Christ
in the U.S.A. and of ts Executive Committee. I also serve as Chairman of the
Council's General Planning and Program Committee. By virtue of this latter
position, I am thoroughly familiar with the programs and operations of the
National Council of Churches.

I appear before you today on behalf of the National Council of Churches, which
Is an association composed of thirty-three Protestant and Eastern Orthodox
denominations. I do not purport to speak for these denominations, but rather for
the General Board of the. N.C.C., which is it4 policy-making body, made up of
delegates selected by the member denominationS

Among the policies adopted by the General Board are several which bear on
certain provisions of the Tax Reform Act of 1060, as passed by the House of



209

representatives in HT.R. 18270. Those policies form the basis of this statement,
and their applicability is confirmed by a resolution on tax reform adopted by our
General Board meeting In Indianapolis last week. Copies of these policies are
appended to this statement, Mr. Chairman, and I ask that they be made a part of
the record of this hearing.

The General Board of the National Council of Churches favors tax reform
which would distribute the burden of public expenditures more equitably, mo
that all are taxed in proportion to their ability to pay and none of the affluent is
able to avoid paying income tax completely by use of tax shelters and loopholes.
We commend the Congress and this Committee, Mr. Chairman, for their atten-
tion to the subject of tax reform and for their efforts to make the nation's tax
laws more equitable for all. We would suggest that, in addition to seeking equity,
the Congress also striv-e to simplify the Internal Ievenue Code so tMat it is no
longer a mystery known only t6 experts, but a plain formula understandable to
the average citizen.

However, while we support the basjc ned for tax reform and simplification,
there are certain features of the Tax Reform Act of 1060, as passed by the House
of Representatives, which in our judgment do not conform to, or contribute to,
the achievement of those goals, or which, if consistent with them, have unfortu-
nate side effects and must be examined In terms of the impact they would have
upon voluntary agencies which are meeting needs of our society ad all citizens
of our nation. We therefore welcome this opportunity to express to this Com-
mittee our views on the proposed legislation you are considering.

TAX EXEMPTION OF CHKURCIS

It may be helpful at the outset, Mr. Chairman, to outline briefly our basic posi-
tion on the exemption of churches from ad valoresn and income taxation. In our
view, the impact of tax policy on the eburches is of three kinds:

(1) There are certain central elements-the property essential to the free
exercise of religion (such as the house of worship) and the contributions of the
faithful-which we feel should be exempt from taxation.

(2) There are other resourves and facilities which we feel should not be ex-
empted from taxation, such as unrelated business income of churches and the
cash housing allowance paid to clergymen by most church agencies.

(3) There are many auxiliary agencies of churches, such as schools and hospi-
tals, which we think the law should treat in whatever way it treats similar non-
profit charitable Institutions that are unrelated to churches.

UNRMATED BUSINESS INCOME

We do not approve, Mr. Chairman, of churches (or any other exempt orga-
nizations) selling their tax exemption to private businesses so that they enjoy a
competitive advantage over tax-paying businesses. Thus, last Spring we joined
with the United States Catholic Conference In a statement asking for revision
of the Internal Revenue (ode which would end the exemption of churches from
taxation on income from commercial business activities which are unrelated to
the exempt function of the churches. That statement, together with suggested
revisions In the Internal Revenue Code which would accomplish that goal, is
attached.

The House Ways and Means Committee took cognizance of our request and
incorporated many of our proposals in the bill as passed by the House. We hope
that this Committee and the Senate will also support these changes.

In their statement; the United States Catholic Conference and the National
Council of Churches also supported the elimination of the so-called "Clay-Brown"
loophole. While noting that we were unable to speak for other exempt organiza-
tions, we did suggest to the House Ways and Means Committee that with respect
to vurohes, It was our opinion that the "Olay-Brown" problon -an be cured by
tAxing debt-financed rtcts while preserving the present exemption of churches
from taxation upon passive or investment income including Interest, dividends,
and roysltles.,The Ways and Means Committee did not accept this suggestion, nor
some others which we made, such as amending the definition of Unrelated Busl-
ness to initre that it does not Include ay activity related to the tenets and
traditionalfunctions of a church and providing for fitiancial reporting by churches
on a voluntary basis. Therefore, we urge this Committee to review and consider
the suggestions we have made In this area.

t
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F CTIONAL LMITATIONS AND TAXATION OF PRIVATE FOUNDATIONS

If we may turn from matters directly affecting tite churches, we would like to
speak In behalf of iL class of Institutions whose well-beIng Is more significant to
tie nation than their treatment in the present bill suggest*--thv- private founda-
lions. We realize that soine foundations have been set up or utilized 1Is tax
shelters serving a taxltayer's own benefit rather than the public good, and we
endorse the effort to correct such abuses.

However, the strhingency of some prolx,ed restrictions on private foundations
strikes us as alintostI punitive in some reslei'ts. bluch of the germinative exilmri-
Ilvilttatolln 11id innovation which hias taken place in our nation lit recent deIades
has been Itmude possible by private fomidatins, niany of whhI seek to hnplemment
li our nation's life Its highest ideals of quality and equality in education, liealtih
care, amd political democracy. We would regret the Congress approving legisla-
tion which would hatmper or prohibit such constructive exlx'rimentatloi-ex-
I*rimentation which 8oinetites is not pos.'ibde for public agencies but often serves
to point the way for broad-scale publ.c programs.

Specifically, we are troubled by, and opposed to, the restrictions placed up=s
the efforts of foundations to encourage voter registration and the prohibitiou
omi activities which might affect legislation or public policy. While we agree
that tax exempt and deductible funds should not be used for partisan purposes,
we know that much of the important work in voter registration in many parts
of the country, Iarticularly in the South, would not have been accomplished
without the support of publiC-spirlted foundations, whose concerns have been
manifest for the health of the democratic process fnd civil rights of disenfran-
chlsed populations and not for partisan advantage.

While it Is true that ostensibly non-partisan voter registration drives can
be a cloak for partisan objectives, we feel that the present bill overcorrectA
for this abu! by requiring foundation contributions to be spread over at
least a flve-:.t'te area and to be mingled with funds from at least five other
foundations. The greatest strides in the enfranchisement of powerless popu-
lations are made In rather concentrated drives, where the possibility of reach-
Ing non.votere Is stimulated by the exigenies of an imminent election. To
require that the foundation resources which might contribute to such a drive be
employed over a five-state area might spread them so thin as to render the effort
Ineffective.

In fact, we feel that tie actual and possible abuses of voter registration
have been, and are, so slight when weighed against the advantages of increased
voter participation, that we favor the elimination of these restrictions on non-
partisan voter registration drives assisted by foundations. Any restriction
should and can be dirtcted at barring partisanship In voter registration activities
and prohibitlng participation In political campaigns on behalf of any candidate
for pubic office, rather than at voter registration itself.

The same thing may be said of foundation-financed efforts to affect public
policy. When one thinks of the vast amounts spent by corporations to protect
their interests against restrictive legislation and charged off as part of the
cost of doing business, It Is difficult to understand why foundations already
subject to the "substantiality" test should be the object of such vigorous regula-
tion. Hven though "non-partisan analysis and research" would be permitted,
the strictures against foundation activities bearing on public policy are so
rigorous as to Inhibit foundations front any activities which might be construed
as Influencing legislation.

Trhe proposed restrictions will surely force foundations to back away from
all but the most noncontroversial, etatim quo types of philanthropy. Since most
recipients of foundation grants are engaged In one way or another with public
concerns which sooner or later become the subject of some kind of legislation, it
would also become difficult, If not Impossible, for such recipients to develop
funding for such projects..

Of comse, it may be argued that freedom for imaginative and Innovative
foundations Is likewise freedom for other foundations to advocate regressive
and repressive pollel". We feel this is a chance the republic can afford and
must take. If foundation or recipient activities which may Influence the develop-
ment of legislation are open, public and Identified as to source, we believe
legislators and their constituents would he able to judge the positions set forth
on their own merits.
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The nation would indeed be poorer if foundations were, not -free to finance the
important research and experimentation that provide needed data and example
for legislation without worrying whether their efforts might be construed
"partisan" by opponents. In short, we do not see the need to exclude private
foundations from the "free marketplace of ideas," even when some of those
Ideas might affect legislation.

We would ao.propose, Mr. Chairman, the elimination of the proposed tax
of 7%% on foundation investment income, and its replacement by a minimal
"user fee" sufficient to defray the actual cost of federal regulation of foundations.
A tax on foundation income is, after all, simply a tax on the beneficiaries of
foundations--not on the foundations themselves.

CHARTALX OONTRXBUTIOs

On the main subject of this Committee's hearings this week, we are deeply
troubled by some aspects of the bill as it passed the House of Representatives, not
only because they would seriously reduce the voluntary support of churches,
coUeg s, hospitals and other charitable institutions, but because these aspects
of the bill suggest an ominous shift in public policy.

1Litherto, private generosity for the public good has been encouraged by the
tax code. U.S. Treasury publication 501(3-68), "Valuation of Donated Property,"
states this point well:

"Our Federal government recognizes that gifts to religious, educational,
charitable, scientific and literary organizations have contributed significantly
to the welfare of our nation, and our tax laws are designed to encourage
such giving."

The new policy embodied in portions of H.R. 13270 does not encourage such
giving, but makes it more difficult.

We understand and approve the general direction of this effort at tax reform.
We are aware that some well-to-do taxpayers have used certain provisions relat-
ing to charitable contributions to improve their own financial condition without
greatly benefitting charity, and we approve the effort to limit such abuses.

But we are troubled by the tendency in the bill to over-correct and almost to
penalize the taxpayer with higher-than-average income for contributing to
chai-ity. This Is not apparent so much in any one section of the bill as it is In
the cumulative effect of many sections, such as those on "allocation of deduc-
tions" and on "limitation on tax preference," which not only make It more dif-
ficult for the philanthropist to be generous, but almost impossible to explain to
him what the effect of his contribution will be on his tax position. The result
is postponement of his Stft, whfle be consults his tax attorney, and In too many
cases "a gift postponed is a gift lost"

It is vital that this Committee should understand the place of large gifts in
modern charitable fund-raising. The day when effective institutions of religion,
education, medicine, etc. could depend on the "impulse giving" of individuals Is
past. Well-planned and organized campaigns are necessary to make potential con-
tributors aware of their role in supporting the charitable causes they tend to take
;or granted. The level of their support is determined by the initial "pace-setting"
gifts with which the campaign is launched, since most of the subsequent con-
tributions will follow In direct proportion to the "pace-setting" gifts, and the
campaign as a whole cannot rise above its "source" in the Initial contributions.

In capital funds programs, for instance, our denominational fund-raisers de-
pend on just 10% of the donors to subscribe 50% of the goal (since, whatever
they subscribe, the other 90% of the donors will no more than match). If the
Initial donors are Inhibited in giving, the result Is felt all down the line. That
is, Itf the goal is a million dollars, the pace-setters are expected to produce half,
or $.W0,000. If they give only $300,000 the best that can be expected is an overall
total of $600,000 from everyone. In other words, the total loss is not Just the
$200,000 short fall of the pace-setters, but $400,000 for the whole campaign!
Although it is the large givers who are most strongly affected by changes In
the tax law, their example causes those changes to be felt throughout the donor

T040y, PrAvate 0e1mosynary institutions are especially vulnerable to fluctua-
ttp" in their voluntary support, sine inflation has reduced their purchasing
p0wr without lcreasing the rate at which donors are giving, and many
churches and related Institutionij have had to make extensive program and staff

44,
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cutbacks for this reason. If their ability to raise funds is not augmented but
reduood by the impact of changes in the tax law, their very survival Is Jeopard-
ized. Certainly they will not be able to respond to human needs in the way
that the nation has come to expect of them. If the nation, depends upon efforts
in the private voluntary sector to help keep it healthy, vigorous, educated,
responsive, purposive, then the'nation needs to safeguard the vitality of the
nonprofit institutions by preserving in its tax laws a climate of encouragement
for charitable giving.

Perhaps the difficulty stems from lumping "charitable contributions" with
"ttax preferences" and "personal deductions", when they are essentially different
from the other members of those classes. Unlike excess depreciation, hobby farm
losses, tax-free interest on municipal bonds, depletion allowances or untaxed
capital gains, charitable contributions do not derive from undertakings en-
tered into primarily for the benefit of the tWxpayer, but for the benefit of others.
If his charitable contributions are discouraged by tax law, the recipients are
the losers.

Therefore, we urge that "charitable contributions" be excluded from both
the "allocation of deductions" and the "limit on tax preference".

The same is true of the classification of charitable contributions among "per-
Soml deduction-i" for purepocs of the Staudard I1)eduction. Such ('ntributions
are not essentially like medical costs, taxes, interest, casualty losses, otc., which
are involuntary or for the taxpayer's own benefit, or both. When they are all
luinle d together in the Standard Ihxluctimn, the taximtyer loses any Incentive to
claim aove-average contributions to charity, or even to tmakc the contributions
he does not need to claim the Standard Deduction.

We favor the separation of charitable contributions from the Standard De-
duction, so that taxpayers who do not (otherwise) choose to itemize their deduc-
tions may claim the total of their charitable contributions, a 'total they must be
able to substantiate upon request, as deductible alart from the Standard Deduc-
tion, If allowance is made, ulider the enlarged Standard Deduction for average
charitable contributions, perhaps only contributions above that level-up to 2%
of adjusted gross income has been suggested-should be claimable above the
Standard Deduction.

In rt\slx't to certain other changes proposed by the House bill-the tax treat.
ment of arrangements in which churches and charities nix, beneticiaries of the
remainder of principal after paynient of annuities or dividends to a donor, or his
designee for life--we appreciate.tbh effort to prevent a double benefit for do-
nors in the name of charity. As the House Ways aand Means Committee said in
its Report:

"* * * a charitable contribution deduction is not to be allowed for an in-
come Interest given to charity In trust, unless the grantor is taxable on the
Income of the trust, or unless all the Interests in the trust are given to char-
ity. The effect of this Is to deny the double benefit of a deduction and exemp-
tion from taxation which is available under present law . . . This double
benefit is an unwarranted tax advantage which is not necessary to provide
an Inducement to charitable giving" (p. 61).

The abuse has been virtually eliminated by administrative ruling. But it you
conclude that a change In the statute Is required to assure this result, we would
support such revision. However, we urge rentlon in the law of the encourage-
ment of charitable contributions by one or the other of.theve tax benefits--either
exclusion from taxable income or deduction nas a charitable contribution( per-
haps at the option of the taxpayer) -but not both.

Other provisions of the Bill related to such arrangements are so restrictive
and burdensome that they will almost certainly discourage donors from entering
into those arrangements at all. This will greatly reduce, and may eliminate,
charitable giving by -a large group of prospective donors who are advanced in
years and comfortably situated but not, wealthy. The net effect would be to deny
this source of funds to churches and charities.

Gifts of appreciated. property, whether by such arrangements or by outright
gift, should be encouraged. A charitable contribution is not comparable to the
sale of property, and the, taxpayer who gives property to a charitable cause
should not bg taxedas tougb, he had received considemion in the transaction.
Ho always has the option of klcpiftg the property rather than giving or selling
it, and if that is what the tax code encourages him to do, the loser will be the
ebAritable causes which might otherwise have benefitted.
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The National Council of Churches is not asking in this testimony for more
consideration than present law allows, or even for preservation of the status quo.
What we are asking Is that the Congress not injure the whole array of charitable,
religious and philanthropic in6titutions which have played such an important
part In shaping and maintaining our Nation's vitality and character.

In conclusion, I should like to quote a portion of the Resolution on Tax Reform
adopted by our General Board last week (and ask that the full text be incor-
porated in the record) :

"Philanthropy Is not a 'loophole' and it should not be treated as such.
It is a voluntary act desigited to help others, and the philanthropist should
not be penalized for undertaking it.

"Tax policy which reduces the incentives to charitable giving would do
the most harm to those that benefit the most-the young, the poor, the de-
serving-rather than handicapping those who are the benefactors."

We therefore urge your Committee to help undergird rather than undermine
the vitality of the private sector.

NATIONAL COUNCIL Or THE CHURCHES OF CHRIST IN THE U.S.A. RESOLUTION ON
TAx REFORM

ADOPTED BY THE GENERAL BOARD SEPTEMBER 12, 1060

The General Board of the National Council of the Churches of Christ in the
U.S.A. favors tax reform which would distribute the burden of public expendi-
tures more equitably across the nation, so that all are taxed in proportion to their
ability to pay, and none of the affluent is able entirely to avoid paying income tax
by use of tax shelters and loopholes.

In particular, the General Board recommends the following directions which
It hopes tax reform will take:

1. Simplification of the Internal Revenue Code rather than increasing com-
plication, so that It is no longer a mystery known only to experts, but a plain
formula understandable to the average citizen.

2. Tempering the proposed regulation of private foundations so that, while it
prevents abuses for personal or corporate advantage, it does not inhibit the con-
structive social experimentation made possible by such foundations. The General
Board particularly urges:

(a) Deletion of the proposed restrictions on expenditures by foundations
to support nonpartisan voter registration drives;

(b) Deletion of the proposed restrictions on expenditures by foundations
to conduct studies and projects which could Influence legislation.

(o) ]Elimination of the proposed tax of 7%% on foundation Income, and
its replacement by a miminal "u.ser fee" sufficient to defray the actual cost
of federal regulation of foundations.

3. Encouraging charitable contributions through deductibility provisions that
are readily intelligible and that permit "pace-setting philanthropy."

The proposed legislation would have the effect of inhibiting contributions to the
constructive nonprofit undertakings in the private sector--colleges, hospitals,
churches, etc.-which serve the nation's good as well as do public, tax-supported
Iiftitutlons.

IFhilanthropy Is not a "loophole," and it should not be treated as such in tax
policy. It Is a voluntary act designed to help others, and the philanthropist should
not be penalized for undertaking IL

Tax Policy which reduces the Incentives to charitable giving would do the most
harm to those that benefit the most-the young, the poor, the deserving-rather
than handicapping those who are the benefactors. Therefore, the General Board
urge:

(a) Separate treatment of '"charitable contributions" befitting their difference
from ,tax preferences" and "personal deductions", which are Involuntary or
mainly for the taxpayer's own benefit or both;

M(t) Rtentlon, Insofar as compatible with elimination of palpable abuses, of
exlsting.tax policy In regard to benefactions.

k,:,Mowing deductibility, of charitable contributions that can be substantiated
(p0sibly above 2% of gross income) for those who claim the standard deduction
rather than itemizing deductions, so that some incentive is offered such taxpayers
foriobove-average giving.

I / -.
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JOINT STATEMENT ny TnE NATIONAL COUNCIL OF CHURCHES AND THE U.S.
CATIOLIC CONFERENCE TO THE WAYS AND MEANS COMMITTEE OF THE U.S.
HOUSE OF REPRESENTATIVES, MAY 2, 1969

'nder existing law many types of organizations are granted exemption from
the income tax. Certain exempt organizations, including charitable, educational,
and some religious organizations, labor unions, business leagues, etc., are never-
theless subjected to tax upon their incomes from any unrelated business; and
rents derived from debt-financed property (under leases for periods in excss of
firc years) are included In unrelated business taxable income. The tax upon
unrelated business taxable income does not apply to churches, or conventions or
associations of churches.

Such exemption makes available to churches a potential advantage over tax-
paying organizations engaged in commercial business activities. The National
Council of Churches and the U.S. Catholic Conference favor elimination of the
specific exemption of churches from taxation on income from regilarly conducted
commercial business activities which are unrelated to their exempt functions.

Ingenious tax planning on the part of somne exempt organizations which are
subject to the unrelated business tax has enabled them to purchase a business
on credit, lease its assets to an operator for five years or less, receive the business
profits as rent and use such rent to pay the purchase price. The operator pays
little or no tax, the exempt organization pays no tax, and the seller reports his
profit at capital gain rates. This Is the so-called "Clay-Brown" loophole. Being
exempt from the unrelated business tax, a church desiring to engage in com-
mercial business activity has not needed to resort to this technique. The National
Council of Churches and the U.S. Catholic Conference also favor elimination
of the "Clay-Brown" loophole.

In order to close the "Clay-Brown" loophole, the Treasury recommends that
all exempt organizations, including churches, be subjected to taxation upon divi-
dends, interest, rents, royalties and capital gains to the extent that such income
is derived from debt-financed property. That proposal goes far beyond a cure
of the abuse involved. We cannot and do not speak for the other exempt orguniza-
tions, but with respect to churchc8, the NCC and the USCC believe that the
"Clay-Brown" problem can be cured by taxing debt-financed rent. In this con-
nection, rentals from property acquired for expansion, within or without the
church neighborhood, and held for a reasonable period (10 to 15 years) before
conversion to church use should not be subject to taxation.

The changes to accomplish these policies should carry provisions to: (a) pro-
vide adequate procedural safeguards to prevent governmental involvement in the
internal and financial affairs of churches; (b) preserve the present exemption
of churches from taxation upon passive or investment Income, including royalties,
dividends, interest, gains from the disposition of property, and rents (not rents
to be taxable to the extent necessary to eliminate the "Clay-Brown" loophole) ;
(c) protect from taxation the traditional functions of churches, including,
among others, tl- printing and distribution of religious publications, with or
without advertising, and customary fund-raising activities; and (d) provide a
five-year grace period for the divestiture of existhig unrelated business activities.

There have been suggestions for compulsory filing of financial data by all
exempt organizations, including churches. Financial reporting by churches should
be on a 'olfntary basis. We do not consider that it is desirable or wise for
Government to compel disclosure of financial information by churches. Only those
churches which conduct an unrelated trade or business should be obliged by law,
to file tax reports and then only with respect to such business activity.

Suggestions for technical revisions to accomplish these changes are appended.

TECHNICAL REVISIONS

1. Amend section 511 of the Code to permit imposition ofthe unrelated business
tax on church entities by deleting from Section 511(a) (A): "(other than a
church, a convention or association of churches . . . )."

2. Amend the definition of Unrelated Business (Section 513) to insure that
it does not include any activity related directly or indirectly to the tenets and
traditional functions of a "church, a convention or association of churches,"
including among others, cemeteries, institutions for the care and training of the
unfortunate, the printing and distribution of religious publications with or
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without advertising, customary fund raising activities, and sale under church
auspices of religious articles, pamphlets, etc. etc.

3 Amend the definition of a business lease [Section 514 (b) (1)] to elimilate
the 5-year lease rule with respect to churches so that the unrelated debt-financed
rental income of churches (Clay-Brown loophole) will be subject to tax. Redefine
the definition of "business lease indebtedness" to insure that an indebtedliess
must be directly connected with rental property owned by a church.

4. Amend section 514 to provide that the unrelated business tax would not
apply to real property acquired for eventual exempt use by a church.

There would be no tax in any case if the real property were actually applied
to an exempt use within 15 years. On the other hand, if the property were iot
so applied within 15 years or was sold or disposed of after 10 years but within 15
years, tax would be due for all years after the 10th year. A facility need not be
demolished if converted to an exempt church purpose within the 15-year period.
Any property acquired and operated primarily for the production of rental ilcone
shall not qualify for exemption under this provision.

5. Amend Section 512 (or 513) to provide that a church would not be subject to
the unrelated business tax if Its gross income from unrelated business activities,
adjusted by Sec. 512 (b), does not exceed $5000 in the case of a single congre-
gation or $50,000 in the case of a diocese or a convention or association of
churches.

0. Amend subtitle F (subpart B, part III, subchapter A, chapter 61) to pro-
vide (for Information returns from seller) that with appropriate enforcement
penalties sellers be obliged to report all sales or rental income-producing property
to any charity; (a) when the property was sold on credit of which the seller
had knowledge; and (,b) whenever the property sold had a value of more than
$50,000.

7. Amend Sections 7602 and 7605 to provide that an examination of church
books and records would be made only when the Secretary or his delegate (nmot
lower than Regional Commissioner) has reasonable cause to tlieve that a church
is liable for the tax imposed by Section 511.

8. The Code shall be amended to provide that churches shall be required to 1ile
only Form 990Tf and only with respect to unrelated business income.

9. Provide that the amended unrelated business tax provisions at least in
relation to churches apply: (1) fire years after date of enactment for existing
business, and (2) as of date of enactment for newly-acquired unrelated business
activities.

A POLICY STATEMENT OF TuE NATIONAL COUNCIL OF TUIE ChIURCHES OF CIHRIST

IN TiE UNITED STATES OF AMERIOA, TAX EX OPTION OF CituRcnis

ADOPTED BY TlE GENERAL BOARD, MAY 2, 1960

"The following policy statement is an attempt to deal in non-technical terms
with a limited area of tax policy which has a limited effect upon the well-being
of society. It is not an attempt to assess the wider and more important ranges
of general tax policy, where glaring inequities and gaping loopholes call for moral
scrutiny by the churches at the earliest opportunity.

"No brief outline of general principles can do Justice to the many unique
situations in which the churches seek to minister to minority groups or special
populations. If the principles set forth below should have an adverse effect upon
any small, struggling churches in the inner city, the rural parish or the Indian
reservation, or if the changing nature of the mission of the church should neces-
sitate changes in the traditional concepts of tax-exemption, these policies, like
the tax-codes themselves, are subject to revision by subsequent actions."

Christians are advised in Gopel and epistle to pmy their proper taxes to the
governing authorities (Matthew 17: 24, 22: 19, Romans 13: 6). Their obedience
to God normally includes the obligations to pay their Just share of the cost of
public order, Justice and service which God has appointed the authority of
government to provide. Since this advice applied to an imperial Roman regime,
how much more apt it is in respect to a government in which the citizens have
a voice in the imposition and disposition of their taxes. Although individual
Christians for reasons of conscience sometimes refuse to pay a particular tax,
in igenraI we recognize and uphold the power of taxation as the necessary
mechbqesm by which the resources of society are directed to the ordering of its
life and'the solution of its Problem.
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The New Testament does not deal directly with taxation of Christians In
their, corporate activities, but its recognition of government's right to tax has
implications for the church as a corporate structure In the modern world.

1. Chtrchc should ask of government (for thcmsclves) 0to more thon Irce-
domii and equality.-For all members of society, Christians exlet government
to establish and maintain Justice, order, defense, welfare and liberty, recog-
nizing that in a democracy they and all others share In the responsibility which
government discharges. They can also ask that the tax laws be administered
and enforced fairly, equitable and expeditiously for P11, For themselves and
their churches, however, Christians ask no more from government than free-
dom to proclaim and bear witness to the Gospel: to preach, to teach, to publish,
to worship and to serve in obedience to the will of God as it is made known to
them. They ask of government protection of this freedom rather than direct
support of their activities. Churches can ask exemption from taxation only
if it is essential to protect their freedom or to afford equal treatment among
them.

2. Tax ocmption can be a safeguard of the free exercise of rcligion.-In
the United States, it has been a basic public policy since the founding of the
nation to accord to freedom of religion, speech, press and assembly a "pre-
ferred position" at the head of the 11111 of Rights. Christians support and
affrm this healthful arrangement of the civil order, not solely or primarily
for themselves and their churches, but for everyone. Citizens, whatever their
beliefs, should likewise appreciate the policy of our society that the free
exercise of religion cannot be licensed or taxed by government. Property or
Income of religious bodies that is genuinely necessary rather than merely
advantageous) to the free exercise of rellglon. should likewise not be taxed.
Except for cases where exemption is required to afford equality with other
eleemosynary institutions, such exemption should be confined to the essential
facilities of the church and to tWe voluntary contributions of the faithful for
the operation of the religious organization.

Such exemption has usually been regarded as a benefit but not a subsidy
(in the sense of a cash outlay). There is no doubt that an organization is
financially stronger with a tax exemption than without it, but the exemption
does not convey to the organization funds it has not already attracted from
voluntary contributors on its own merits. That is, a church cannot be built
with a tax exemption alone. It is built by the donations of its adherents because
they believe in its purposes. Exemption from taxation merely, permits full
use of their gifts for these purposes without drawing off a portion for the pur-
poses of the whole society, which the members already support directly through
the taxes they pay as individual citizens.

3. Goroernwwnt may cncourago voluntary organ iWations through tax crcmp-
tion.-Soclety is stronger and richer for the voluntary associations in which
citizens voluntarily band together for constructive purposes independent of
government support and therefore of government control. Exemption from t ax-
atlon is one way in which government can and does foster such voluntary
groups.

Christians may agree with other citizens in the civic judgment that it is
goott public policy not to tax nonprofit voluntary organizations. Though they
may view religious organizations (especially their own) ns something more
than 'nonprofit voluntary organizations," they may concede that it Is an
appropriate category in which government may classify them. If religious
organizations are so classified and so exempted, they do not thereby enjoy any
"special privilege" that is not shared with a broad range of generally merto-
rious secular groups.
4, Too Extnpton may entall conditions which Christftant cannot accept.-

Society may extend exemption from taxation to religious organizations on the
condition that they meet certain tests, such as subscrlbing to loyalty oaths or
refraining from political activity. Whatever may be the civil merits of this
policy, Christians must determine independently whether the acceptance of
such conditions will hinder their obedience to the will of God, and, if so, dis-
pute the conditions. If tax exemption will tend to curtail or inhibit their efforts
to affect public policy, churches may want to set up non-exempt agencies for
political activity, using contributions that are not deductible.

5. Tagatton oft real property of religious organlmzatiom.-Depending upon the
exigencies of the total tax base, states and municipalities may be more or less

88--85-----Pt. 3- 22
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generous in exempting the property of religious and other nonprofit voluntary
organizations from taxation. Parsonages and parking-lots are taxed in some
localities but not In others, at the discretion of the legislature. Religious organi.
zations have accommodated themselves to a wide range of such provisions
over the centuries, and will continue to do so. They should not begrudge paying
taxes on auxiliary properties to help defray the costs of civil government. Cer-
tainly no exemption from property taxes should be sought for property owned
by religious organizations which is not used primarily for religious (or other
properly exempt) purposes.1

Churches should be willing to pay their just share of the cost of municipal
services which they receive, such as fire, police, and sanitation services. Some
do this through voluntary payments "in lieu of taxes ;" others might offer to pay
service-charges for the particular services they use.

0. Deduetibility of contributions to religious organization.-At present, citi-
zebus may deduct from their taxable income certain gifts and contributions to
a wide variety of "charitable" organizations-religious, scientific, literary,
humane, educational, etc. Where it is public policy to encourage contributions to
voluntary nonprofit organizations in this way, religious organizations need not
be arbitrarily excluded from that classification, nor given preferential treat-
ment. If it becomes public policy not to allow deductibility for contributions,
religious organizations should not claim a special privilege of deductibility. 2

7. .Taxaton of employees of religious organizations.-Employees or other
functionaries of religious organi;atons-lay or clergy-should not enjoy any
special privilege in regard to any type of taxation. A clergyman properly pays
his income tax Just as other citizens do. If he receives a cash allowance for
housing, that amount should be taxed as part of his income, as it is for laymen.
Likewise, if he owns his own home, he should not enjoy any reduction of property
taxes which is not equally available to his unordained neighbor. In case of cash
allowance, only the non-recoverable costs, which do not include payments on
principal, should be Included; if property taxes and interest are includd in
the allowance, they should not also be claimed as deductions.

Whether the value of housing provided a clergyman by his church should
be taxed is a question that should be resolved as part of the broader category of
all employees who occupy residences furnished for their employer's conveniences.
Equity might be better served if the dollar equivalent of all such housing was
taxed as income. In localities where parsonages are exempt from school taxes.
provisions should b'e made by local churches for payment of tuition or the
equivalent. Whatever the solution, churches should compensate their employees
for any losses incurred through the elimination of special privileges from the
tax laws. We favor legislation requiring payment by churches and church
agencies of the employer's contribution to social security tax for both lay and
clerical personnel (except those bound by a vow of poverty).

8. U(nrclated business fnome.-Churches constitute one of the few categories
of otherwise tax-exempt organizations which do not pay taxes on the income
from business enterprises they own which are unrelated to their exempt pur-
pose. Churches should not be In a position where they are tempted to "sell"
their exemptions to businesses seeking a tax advantage over taxpaying com-
petitors. Therefore we urge that federal tax law be revised so that any "church
or convention or association of churches" which regularly conducts a trade or
business that is not substantially related to its exempt function shall pay tax
on the income from such unrelated trade or business.3

9. Disclourcs.-If they engage in unrelated business enterprises, churches
should be required to file full financial reports with respect thereto. Even if not
so engaged or required, it is good policy for churches voluntarily to make avail-
able to the public a complete, audited annual report of income and expenditures,
assets and liabilities so that there is no mystery about the nature and extent of
their operations.

Property obtained for expansion or relocation of churches (and the income derived
therefrom. If any) may be exempted for a reasonable period of time until the church
can expand or relocate on it.

2 An existing statement by the General Board of Feb. 27, 1963, supports the deductibility
of charitable contributions and opposes a "threshold" on such deductions.

'This revision could best be made by deletiiig from Section 511 of the 1954 Internal
Revenue Code the parenthetical expression: "(other than a church, a convention or as-
sociation of churches)," and making suitable provision as to "business lease" rental
Income which Is debt-financed.
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Those changes would not affect dividends, interest, annuities, royalties, capital
gains, or rents from real property (except as already indicated).

We would not object to a delay of up to five years in applying such taxes to
businesses now held by churches, nor to a "'floor" deduction large enough to
permit trivial or transitory activities by churches which do not rise to the level
of serious competition with taxpaying trade or business.

The definitions and descriptions of "trade or business" "regularly" "conducts,"
and "substantially related" in Treasury Regulations, Paragraph .3256, seen
generally reasonable and equitable, and do not appear to threaten the legitimate
exercise of religious freedom if applied to churches.

Senator ANDERSON. Mr. Consedine.

STATEMENT OF WILLIAM R. CONSEDINE, GENERAL COUNSEL, U.S.
CATHOLIC CONFERENCE; ACCOMPANIED BY ROBERT F. HANMON,
ATTORNEY; AND JOHN W. AHERN, ATTORNEY

Mr. CONSEDINE. Mr. Chairman, members of the committee, my name
is W. R. Consedine. I am the general counsel of the U.S. Catholic
Conference. The USCC is an agency of the Catholic Bishops of the
United States.

Senator BENNmrr. May I interrupt to ask the chairman a question?
Are we going to go on through today? The Republicans have their
regular policy committee luncheon at 12:30. If you are not going to
break at 12:30 we might as well go on through, and I will be happy
to stay here. 

9 r .

Senator ANDERSON. 1e will try to break at 12:30.
Senator BENNEtr. Mr. Chairman, I think we can go on hearing this

witness and as far as I am concerned, I can stay here beyond 12:30,
but if we are going to break soon thereafter-under any circum-
stances, I think we should make a decision now as to whether we are
going to break at 12:30. I think we should go on and hear the witness.

Senator ANDEnRSON. Go ahead.
Mr. CONSEINE. As I indicated, I am general counsel of U.S.

Catholic Conference, and I am appearing in their behalf.
The purpose of the U.S. Catholic Conference is to unify and coordi-

nate activities of the Catholic people of the United States in works of
education, social welfare, immigrant aid, civic education, communica-
tion, and public affairs.

I am accompanied by Robert Hannon and John Ahern, both attor-
neys who have been technical assistants in the preparation of our
position and testimony.

We are deeply grateful for this opportunity to appear.
Our statement is based upon three general principles.
With respect of exempt organizations in general and of churches

in particular, the positions that USCC takes in this testimony rest
on three general principles.

(1) Tax reform must respect and reflect the principle of separation
of church and state as it has been developed in this country.

(2) The objective of tax reform legislation should be the elimina-
tion of inequities and abuses, not tha reduction of the income of exempt
organizations, much less the reduction of the income of churches or
the imposition of unnecessary burdens.

(3) The vitality of voluntarism in the social welfare field should
be preserved.
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Separation of church and state.-Churches and other religious
organizations do not stand on exactly the same constitutional and
public policy footing as other exempt organizations. Religion has been
given special treatment by the Federal Constitution and by the legis-
lative policies of Congress. The fundamental reason justifying and
necessitating this special treatment is the separation of church and
state. UScc is opposed to any weakening of this separation.

The history of our country shows that fiscal separation has always
been considered one of the most fundamental aspects of church-state
separation. Government does not finance the churches, and churches
do not finance the Government, It is fundamental in our system that,
Government cannot finance or tax religious activities, or may Govern-
ment become intimately involved. in the internal affairs of churches.

Certain functions of churches may not be taxed to support Govern-
ment. Other activities not themselves religious in nature, may be
taxed. The Government's position must be one of neutrality in respect
of religion.

Religious organizations should not be required to file annual infor-
mation returns. Financial reporting by churches should be on a
voluntary basis. We do not consider that it is desirable or wise for
Government to compel disclosure of financial information by churches.
Only those churches which conduct an unrelated trade or business
should be obliged by law to file tax reports and then only with respeei
to such business activity.

This policy was emphasized by the preceding speaker and was
emphasized in the joint statement on tax policy approved by the U.S.
Catholic Conference and the National Council of Churches. A copy
has already been introduced in the record and a copy is attached to
our statement.

I might add that this is the first time in history that the two major
Christian bodies in the country have arrived at a joint statement and
it might also be interesting to know that it, is probably the first time
that any group has ever come to the Congress and asked you to take
away one of our exemptions.

The House bill has a provision requiring an information return
which strikes at the very freedom of churches and religious organiza-
tions from intimate, governmental, and financial scrutiny. Churches
and religious organizations do not make general appeals to the public
for contributions. Their appeal primarily is limited to their congre-
gations. The reports that chrches make voluntarily to their members
are one thing; compulsory reports to the Government are quite a dif-
ferent thing.

In the past, respect for the privacy of church affairs has been an
essential part of Government policy. There appears to be no sufficient
reason why this policy embedded in sound principle should be changed.

Ordinary inVestment income of churches skou7d not be taxed merely
became it happens to be debt-flnaneed.-We agree that tle Clay-Brown
loophole and the variations of it should be closed and hopefully they
will be as a result of this legislation, but the closing of these loopholes
does not necessarily require a tax on the endowment income of churches.

The definition of unrated businewincome of churches sho4dd be
clatifled.-Churches should pay taxes on unrelated business income-
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and we have agreed to this change in the law. However, it should be
made clear by this committee that the tax does not include any
activity related directly or indirectly to the tenet* and traditional
functions of a church, including operation of cemeteries, institutions
for the care and training of the unfortunate, printing and distribution
of religious publications with or without advertising, fundraisin
activities and the sale under church auspices of religious articles and
pamphlets.

There are certain provisions of the tax bill in respect of the repeal
of the unrelated business exemption of churches that we applaud.
One is the provision of a period of time for churches to divest them-
selves of these activities, and the second one, and very important, is a
limitation imposed upon the audit of church books.

We would also suggest a de minimis rule to avoid unproductive ad-
ministrative problems for both the Treasury and the churches. We
suggest that no tax be assessed in the event the unrelated business gross
income does not exceed $5,000 in the case of a single congregation or
$5,000 in the case of a diocese, religious order or convention or
association of churches.

Arwuisition indebtedness slwund be clarifed.-H.R. 13270 defines
this term in such a way as to make it difficult to determine whether a
chirch is actually engaged in a transaction which involves acquisition
indebtedness. The indebtedness should be directly connected with un-
related income-producing property owned by a church.

Real estate acquisition present a speciall problem for churches.-We
also applaud another provision of the House bill which permits acqui-
sition of debt-financed land acquired by a church for expansion pur-
poses with or without the church neighborhood and not to be subject
to taxation if the land is converted to an exempt use within 15 years.

Private faundations should not be taxed on inve8tmrent income. We
view this provision of H.R. 13270 as an unfortunate precedent. It not
only would reduce the income available for charitable purposes; the
imposition of an income tax on funds derived from a charitable trust
has a potential which could change the whole philosophy of the Gov-
ernment with respect to charitab, r anizations. Viewing H.R. 13270
as a whole there is some cause for., birni that a shift in policy may be
taking place with regard to this Nation's traditional policy of en-
couraging privatephilanthropy.

Limit on tm rejerenes.-It does not seem to USCC that a charitable
contribution deduction is truly an item of "income" to the donor. He
has given away a portion of his wealth to charity; society has gained,
and his wealth has been diminished. Accordingly, USCC urg es that ap-
preciation on contributed property should be deleted from the items
of tax preference income that would be subject to the limit on tax
preferences provisions in H.R. 13270.

Allocation of dedution.-For the same reasons stated above the
appreciation o'n contributed property also should be deleted from
the list of preferences which would reduce a donor's other itemized
deductions. Additionally, if charitable contributions are to be subject
to allocation, this should be done only to the extent such deductions
exceed $10,000. This would help assure that low- and middle-income
families would not be discouraged from continuing their gifts to
charity.
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There are other treatments in or longer statement on gifts of
partial interest that I will skip. Gifts have been adequately covered
by preceding witnesses -and I can pass them over.

The increased standard deductions permitted by H.R. 1,3270 should
include an incentive for charitable gkivng.-We think the substantial
limitation placed on tax incentives for giving by famlies of wealth
requires some added incentives for giving by low- and moderate-
income families if our charitable institutions are not to suffer great
damage. There should be a provision for charitable contributions
outside the standard deduction. Families using the increased standard
deduction should be allowed a deduction for gifts in excess of 11/2 or
2 percent of adjusted gross income.

There are some additional statements on the minimum standard
deduction but I heard the bell and I really don't have to mad them.
They are in our more extended statement.

The CHAIRMAN. You are well represented here. May I Qay your
entire statement is in the record. You have summarized it. Our staff
has summarized it for us and it is a very fine statement. So I think
you would be well advised, just like I would be well advised back
in my debating days, once my time is up, to bring it to a close because
when you trespass on time it tends to hurt you with the judge.

But you have got some good opinions and they will certainly be
considered.

Mr. CoNsFm.iNE. Thank you.
(Mr. William R. Consedine's prepared statement follows:)

STATEMENT OF WILLIAM E. CONSEDINE, GENERAL COUNSEL, UNITED STATES

CATHOLIC CONFERENCE

SUMMARY

My name is W. R. Consedine. I am the General Counse of the United States
Catholic Conference. The USCO is an agency of the Catholic Bishops of the
United States. Its purpose is to unify and coordinate activities of the Catholic
people of the United States in works of education, social welfare, immigrant aid,
civic education, communications and public affairs. I am accompanied by Robert
F. Hannon and John W. Ahern, both attorneys who have been technical assist-
ants in the preparation of our positions and testimony.

GENERAL PRINCIPLES

With respect of exempt organizations in general and of churches in particular,
the positions that USCC takes in this testimony rest on three general principles:

(1) Tax reform must respect and reflect the principle of separation of Church
and State as It has been developed in this country.

(2) The objective of tax reform legislation should be the elimination of
inequities and abuses, not the reduction of the income of exempt organizations,
much less the reduction of the income of churches, or the Imposition of unneces-
sary burdens.

(3) The vitality of voluntarism in the social welfare field should be preserved.

SEPARATION OF CHURCH AND STATE

Churches and other religious organizations do not stand on exactly the same
constitutional and public policy footing as other exempt organizations. Religion
has been given special treatment by the Federal Constitution and by the legis-
lative policies of Congress. The fundamental reason justifying and necessitating
this special treatment is the separation of Church and State. USCC Is opposed
to any weakening of this separation.

The history of our country shows that fiscal separation has always been
considered one of the most fundamental aspects of Church-State separation.
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Government does not finance the churches, and churches do not finance the
Government. It is fundamental in our system that Government cannot finance
or tax religious activities, nor may Government become intimately involved
in the internal affairs of churches.

Certain functions of churches may not be taxed to support Government. Other
activities not themselves religious in nature, may be taxed. The Government's
position must be one of neutrality in respect of religion.

Religiou8 organizations should not be required to file annual information
returiml.-Financial reporting by churches should be on a voluntary basis. We
do not consider that it is desirable or wise for Government to compel disclosure
of financial information by churches. Only those churches which conduct an
unrelated trade of business should be obliged by law to file tax reports and then
only with respect to such business activity.

This policy is emphasized in the Joint Statement on tax policy approved by
USCC and the National Council of Churches of Christ in the U.S.A., a copy
of which is appended to our formal statement.

The House provision requiring an information return strikes at the very
freedom of churches and religious organizations from intimate, governmental,
financial scrutiny. Churches and religious organizations do not make general
appeals to the public for contributions. Their appeal primarily is limited to
their congregations. The reports that churches make voluntarily to their mem-
bers are one thing; compulsory reports to the Government are quite a different
thing.

In the past, respect for the privacy of church affairs has been an essential
part of Government policy. There appears to be no sufficient reason why this
policy embedded in sound principle should be changed. (See pages 8-11).

Ordinary investment income of churches should not be taxed merely because
it happens to be debt-financed.-We agree that the Clay-Brown loophole and
the variations of it should be closed and hopefully they will be as a result of
this legislation, but the closing of these loopholes does not necessarily require
a tax on the endowment income of churches. (See pages 12 and 18).

The definition of unrelated business income of churches should be clarified.-
Churches should pay taxes on unrelated business income--and we have agreed
to this change in the law. However, it should be clear that the tax does not
include any activity related directly or indirectly to the tenets and traditional
functions of a church, including operation of cemeteries, institutions for the
care and training of the unfortunate, printing and distribution of religious
publications with or without advertising, fund raising activities and -the sale
under church auspices of religious articles and pamphlets. (See pages 18, 14,
and 15).

Ohurches should have at period of time for adjuStments.-The Senate should
retain the provisions of H.R. 13270 which give churches until January, 1976,
to dispose of an unrelated business or place it in a tax status. (See page 16).

Churches should be protected from unnecessary audits of their books.-The
Senate should retain the provision of H.R. 13270 that a church would be subject
to audit only upon determination by the Secretary or his delegate (not below
the level of the Regional IRS Commissioner) of reason to believe that the
church owes a tax (See page 17).

The present de minimis rule should be increased for churches.-To avoid un-
productive administrative problems for both the Treasury and the churches,
we suggest that no tax be assessed in the event the unrelated business gross
income does not exceed $5,000 in the case of a single congregation or $50,000
in the case of a diocese, religious order or convention or association of churches.
(See page 18).

Acquisition indebtedness should be clarified.-H.R. 13270 defines this term In
such a way as to make it difficult to determine whether a church is actually
engaged in a transaction which involves acquisition indebtedness. The indebted-
ness should be directly connected with unrelated income producing property
owned by a church. (See page 18).

Real estate acquisitions present a special problem for churohes.-The Senate
should retain provisions in H.R. 13270 that rentals from property on debt-
financed land acquired by a church for expansion within or without the church
nelghbrohood will not be subject to taxation If the land is converted to an
exempt use within 15 years. (See page 19).

Private foundations should not be famed on investment Income.-We view
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this provision of HR. 13270 as an unfortunate precedent. It not 'nly would
reduce the income available for charitable purposes; the imposition of an
income tax on funds derived from a 'charitable trust has 4 potehtlhl which
could change the whole philosophy of the Goverihkient 'vith Itspet to charitable
organizations. Vikwirig H.R. 120 s )a Whole there is 'Ome 'caxioe for alarm
that a Shift in polio y iay lie 'iakihg 'lade with retard to this Nation's tradi-
tional policy of encouraging irivat6 philknthrbpy. (See Oages 20 and 21).

UIIT ON TAX PrYERENORS

It does not seem to USCC that a charitable contribution deduction Is truly
an item of "income" tO the donor. He has given tLway a portion of'his Wealth
to charity; society has gained, and his wealth has been diminished. Accordingly,
USCC urges that appreciation on contributed propertyy should be deleted from
the items of tax preference :income that wottld be subject 'to the Limit on
Tax Preferences provisions in H.R. 13270. (See page 23).

ALLOCATION OF DEDUOTIONS

For the same 'reasons stated above, the appreciation on contributed property
also should be deleted from the list of preferences which would reduce a donor's
other itemized deductions. Additionally, if charitable contributions are to be
subject to allocation, this should be done only to the extent such deductions
exceed $10,000. This wouI4 help assure that low and middle income families
would not *be discouraged from continuing their gifts to charity. (See pages
24 and 25).

VM'retMcnt of gtfis 0 f partial intcrcst in propctlW "hould be clatifled.-If the
Senate decides to abolish the deduction for gifts of the use of property (fair
rental value), we ask that IT.R. 18270 be clarified so present tax treatment
is continued for 'gift sflbJect to a retained life estate and for gifts of undivided
Interest in-property. (See pages 25 and 26).
Lfe Tjkmc oirfh 8houtd et af in r'rcient tax threat .- great many

taxpayers, particularly elderly person , are anxious to make charitable gifts
during their lifetime, but cannot afford to give up the income earned by their
property. Such gifts would be unduly restricted by H.R. 13270 by failure to
make provision for gift Gitnuity, life income oxntraot and charitable remainder
tr, st planp currently In use. The tax benefits for these traditional forms of
deferred giving should I letained (See pages 27, 28 and 20).

'The icrcasc4 qfaa r D eduetions prittei by H.R. 13270 should include
an Ihinffit for 'eheatabM gfvdng.--We think the substantial limitation placed
on tax incentives for giving by families of, wealth requires some added incentives
for giving by low and moderate income 'families if our charitable institutions
are not to suffer great damage. There should be a provision for Charitable Con-
tributions Outside the Standard Deduction. Families using the increased stand-
ard deduction should be allowed a deduction for gifts In excess of 1% or 2%
of ,dJusted gross income. (See pages 80 through 84).

The Mitimum Standard Deduction should be increased as provided in H.R.
1,327.-TSCC heartily supports this provision, particularly the decision to end
the "low income phase-out" after 1060. The Senate should provide for continued
sharing of the poor in tax relief contemplated for 1972 and beyond. The $100
minimum standard deduction for each dependent should be retained and added
to the basic allowance of $1,100 provided in 1971 and thereafter. The ceiling
should be raised to $2,000 so large families get full benefit from the increased
minimum standard deduction. (See pages 35 and 86).

STATEMENT

My name is W. R Consedine. I am the General Counsel of the United States
Catholic Cotfference. The USCOC is an 'agency of the Catholic Bishops of the
United States Its purpose is to unify and coordinate activities of the Catholic
people of the Unitedt antes in w0rke of education, social welfare, Immigrant aid,
civie education, timml1i ations and public affairs. I am accompanied by Robert
F. Wafnnoh and "ohb WAhern, both attorneys who have been technical assistants
In the pierAfttloh df ou r jOifilons aiid testimony.

The history of our Income tax laws demonstrates te necessity for periodic
revision and reform. 10cohdmle And social conditions change, creating the need
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for equitable adjustments in such matters as the standard deduction and the tax
treatment of the poor and elderly. Other experience under existing law has
demonstrated unforeseem and unintended results which make it necessary for
Congress to take remedial action.

1111 13270 and other proposals for tax reform are currently pending before this
Committee. Some of the proposed revisions of the tax law are of great interest to
the USCC because they promise more equitable tax treatment for low and middle
income families and for the elderly. Others are of interest to USCO because they
would affect the income of exempt organizations in general and of churches In
particular, and would impose unnecessary burdens.

The concern of the American Bishops for the poor and the elderly is the
obvious basis for the support of more equitable treatment of these categories of
taxpayers.

With respect of exempt organizations in general and of churches in particular,
the positions that USCC takes in this testimony rest on three general principles:

(1) Tax reform must respect and reflect the principle of separation of Church
and State as it has been developed in this country.

(2) The objective of tax reform legislation should be the elimination of
inequities and abuses, not the reduction of the income of exempt organizations,
much less the reduction of the income of churches, or the imposition of unneces-
sary burdens.

(3) The vitality of voluntarism in the social welfare field should be preserved.
In order to illustrate the magnitude of the Interest of the American Bishops

in these areas effected by the bill and other proposals and importance of the
contributions by American churches to the general welfare, I would like to give a
brief survey of the work of the Catholic Church in the United States.

At the present time the Catholic Church is operating 834 hospitals in the
United States which contain 150,838 beds (approximately 30% of the bed capacity
for general hospitals in the country). In 1967 these hospitals had 5,446.675
admissions. The school system is of comparable size. In 1967 there were 10,603
parochial schools enrolling 44,143,150 students and 2,356 secondary schools en-
rolling 1,098,756 students. Additionally, there are 308 colleges sponsored by the
Catholic Church with an enrollment of 433,960 students.

The Institutional system in the welfare field is likewise substantial. For
example, In 1968 there were 103 protective Institutions with 8,110 students; 142
special hospitals and sanitoria with a bed capacity of 11,578;' 239 orphanages
with 21,237 resident children. Additionally, there were 25,18 foster homes
operated In connection with Catholic Charities. The Catholic Church maintains
420 homes for the aged with 37,96 residents.

Today, this Institutional system is confronted with challenges in the fields of
health, welfare, education, urban housing and civil rights-challenges which must
be met. It will take a substantial amount of money in addition to contributed
services of many volunteers and religious personnel adequately to respond to the
increasing tempo of the social challenge.

The money to support the activities of this institutional system must come
from a cross-section of the people. Certain types of institutions rely on gifts from
taxpayers in relatively high brackets. On the whole, however, the Catholic Church
in this country and its institutional system relies primarily on contributions of
people with relatively small Incomes. This has been the principal financial sup-
port of the Catholic Church in this country and will continue to be unless it is
driel up at its source by an adverse tax policy. In this connection we wish to
emphasize the importance of patterns of giving. Long-range financing of church
projects for -the institutional system of the Catholic Church takes into considera-
tion established patterns of contributions. The experience of the Catholic Church
indicates that the small giver follows a pattern which gradually results in
substantial contributions after a period of time.

BEPARATION Or CHURCH AND STATE

Churches and other religious organizations do not stand on exactly the ,ame
constitutional and public policy footing as other exempt organizations. Religion
fiasbeen glvenspecial treatment by the Federal Constitution and by the legisla-
tive policies of Congress. The fundamental reason Justifying and fiecessitating
this special treatment is the separation of Church and State. USCO is opposed
t0 al +~ of thla sPartfon.
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This history of our country shows that fiscal separation has always been
considered one of the most fundamental aslwcts of Church-State separation.
Government does not finance the churches, and churches do not finance. the
Government. The selmration of Church and State does not, of course, preclude
the Government from cooperating with the secular services of church-related
Institutions In such fields as education, health and housing on the same basis
as the Government cooperates with other exempt organizations. Nevertheless,
it is fundamental in our system that Government cannot finance or tax religious
activities, nor may Government become Intimately involved in the internal
affairs of churches.'

USCC does not contend that all existing church tax exemptions are matters of
constitutional right. 'Where the tax is imposed on property and not directly
on religious activity's, Government has wide discretion under our Constitution
to impose or not to Impose the tax. As a matter of sound public policy, this is.
cretion should be exercised in such a way as to preserve the historic fiscal sepmra-
tion of Church and State.

Neutrality is one of the cardinal values enshrined in the First Amendntent. it
the field of taxation, it might be argued that neutrality is impossible. Taxation
hurts: exemption helps. This argument, however, confuses abstention with aid.
In itself, the exemption is worthless. You cannot buy a chalice or build a church
with an exemption. You cannot maintain a synagogue or support a minister with
an exemption. The exemption becomes valuable only after voluntary contribu-
tions by church members have made possible the acquisition of property and
services necessary for religious purposes. Without periodic voluntary contribu-
tions from their members, and without prudent management of those contribu-
tions, the churches would be penniless.

USCO firmly believes that continuation of most of the existing exemptions
for churches and religious organizations is one of the best possible expressions
of governmental neutrality towards religion. The aid that results to churches
from such exemptions Is a by-product of a policy of abstention, not the fruit of
Federal favoritism. As the Supreme Court has indicated in Its most recent
Church-State decisions, indirect and collateral help or hurt to religion does not
destroy the constitutionality of otherwise valid secular governmental programs.'
It may seem paradoxical, but tax exemptions of churches have served the highest
secular purpose: to keep the Government itself secular, neutral, and uninvolved
with the internal affairs of churches.

OBJrWTIVES OF TAX REFORM LEGISLATION

The objective of tax reform legislation should be the elimination of inequities
and abuses, not the reduction of the income of exempt organizations, much less
the reduction of the income of churches, or the imposition of onerous and un-
productive burdens.

Exempt organizations, including churches, have not been paying taxes, but
they have. been saving the American people hundreds of millions of tax dollars
evc-ry year. In the educational, medical, welfare, housing and social services
they perform, churches and other exempt organizations make contributions to
the general welfare that would cost billions of tax dollars to replace. Since
many exempt organizations, and especially churches, have dedicated pesonnel
working at well below the market value of their services, a dollar in t&P hands
of these organizations can and does produce much more benefit to the public than
a dollar in the hands of a Government compelled to purchase everything in the
market place, It follows that any subtantial diversion of exempt income used
for governmental purposes represents a loss to the general welfare, not a gain.
USCC is opposed to all tax reform proposals that have as their objective the
substantial reduction of the income of exempt organizations.

3CATNTEMANC OF VOLUNTARY MORT

One of the invaluable and laudatory characteristics of Federal tax legislation
i the underlying philosophy designed to encourage charitable contributions to

IM rdoe2 v. Pennlranls (1948), 819 U.S. 105; Everson v. Board ot Rdocation (1942),
MOA t.S. 1,. 15, 16; People ex re? Mcollum v. Board of. Rducation t (1947) 888 T1.0. 208,
210. 211: Zoroh v. Olauton (1952) 848 U.S. 808, 812, 814; School D atvhot of Ab ngton
v. Re ,,mpp (1961), 8T4 U.8. 203, 222, 229: Board ot Nducation v. Allen (1068), 89U.3

'McGowan v. Marylavid (1961), 866 U.S. 429. 442

r' v.
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voluntary agencies. In the various amendments to our tax law, Government has
never deviated from this saluatory principle. As a result of this philosophy,
private agencies have played a significant role in the social welfare field. It has
not been left to the sole province of Government. This dualisni must be main-
taied for the benefit of welfare and for the benefit of our country. Accordingly,
the USCO strongly urges that the Congress refrain from taking any action
which would deviate from or minimize the philosophy of voluntarism.

SEPARATION OF CITURCII AND STATE; APPLIED TO I.R. 13270

Several provisions of H.R. 13270 as passed by the House are inconsistent
with the principle of separation of Church and State.

1. INFORMATION RETURNS

Section 101(d) of the House measure (p. 57) would amend Section 6033 of
the Internal Revenue Code which presently exempts religious organizations as
well as certain other nonprofit institutions from the duty of filing information
returns. The amendment would require that churches and all nonprofit institu-
tions file an annual information return which would be made public. The returns
would include such information as the organization's gross income, expenses,
disbursements for exempt purposes, accumulations, balance sheet and the total
amount of contributions and gifts during the year. In addition, the return would
have to show the names and addresses of all substantial contributors, directors.
trustees and the salaries of managers and highly compensated employees. The
Secretary of the Treasury could exempt certain classes of organizations but
such action would be within h'As discretion. Also, the Secretary would have
discretion to require that such additional information be incorporated in the
information return as the Secretary or his delegate may require. A penalty of
$10 a day would be imposed for Ite returns. Additional penalties would be
assessed for failure to file.

This proposed change in the law is contrary to our testimony in tho' House
and to the Joint Statement of National Council of Churches and the United
States Catholic Conference which was filed with the Ways and Means Committee
of the Hou-e. A copy of this statement is attached hereto.

It should be emphasized that this provision has not been suggested by either
the present or the past Administration.

There was no notice by the House Ways and Means Committee that it was
under consideration during its deliberations on the bill.

There is no basis on which Congress can judge its desirability or feasibility
as a matter of Government policy nor its impact on churches as a practical
matter.

There is no knowledge of the extent it would intrude government into the
internal affairs of churches.

There is no evidence of the extent the requirement will interfere iln the internal
voluntary relationship of church entities such as those between dioceses sad
religious orders.

The reports may be of doubtful legality under the taxing power.
There is no assessment of the expense to the churches in order to comply and

no relationship to any valid recognizable governmental purpose.
We have already noted that churches and other religious organizations do

not stand on exactly the same constitutional and public policy footing as other
exempt organizations. Religion has been given a special treatment by the
Federal Constitution and by the legislative policies of Congress. The reason
is the constitutional separation of Church and State.

Financial reporting by churches should be on a voluntary basis. We do not
consider that It is desirable or wise for Government to compel disclosure of
financial information by churches. Only those churches which conduct an un-
related trade or business should be obliged by late to file tax reports and then
only with respect to such business activity.

The House provision requiring an information return strikes at the very
freedom of churches and religious organizations from intimate, governmental,
financial scrutiny. Churches and religious organizations do not make general
appeals to the public for contributions, their appeal primarily is limited to their
congregations. The reports that churches make voluntarily to their members
are one thing; compulsory reports to the Government are quite a different thing.
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Inherent in this requirement is the principle of Government supervision which
has always been inconsistent with a harmonius relationship between ChurVh and
State. In the past, respect for the privacy of church affairs has been an essential
part of Government policy. Consequently, churches have not had to make reports
to Government concerning their financial status. There appears to be no sufli-
cient reason why this policy embedded in sound principle should be changed.

The Catholic Church, for example, with its varying modes of tenure of property,
its complex corporate structure, its familial financial arrangements between
dioceses and parishes, its complex arrangements between religious orders and
diocesan properties, its unique solutions of a commingling of autonomous entities
under internal canonical concepts of control and discipline, poses monumental
tasks both for the Government and the Church.

Government regulation in this respect would affect more than reporting--it
must, in many instances, affect the interrelationship of various entities with'..
the Church. A highly complex and workable structure would have to be altered
to conform to a regulatory mold imposed by the Federal Government.

Additionally, the reporting requirements Impose a direct financial burden on
churches. A substantially sophisticated system of accounting would have to be
developed In order to comply with the minimal demands of the law. Such a system
would Involve considerable expense, an expense which would have the i amt,
financial burden as a tax. Both the sanction and the burden would be present.
Of course, If a church engages in unrelated business activities it should make

the appropriate report with respect to these activities. In such a case it implicitly
waives the Immunity. Where this element is not present the exemption of religious
organizations presently contained in Section 6033 of the Internal Revenue Code
must be retained. Sound constitutional and practical considerations dictate such
a position.

2. UNRELATED BUSINESS INCOME

a. Tax on debt financed passive income
Another aspect of HR 13270 which deeply involved the Church-State relation-

ship is the imposition of an unrelated business tax on such debt financed income
as interest, dividends and royalties.

The National Council of Churches and the United States Catholic Conference
specifically requested that the exemption of churches from the unrelated business
tax be eliminated but at the same time we also contended that the unrelated
business tax should not be imposed on ordinary investment income of churches
merely because It happened to be debt financed. (See attached copy of the NCC-
USCC statement).

We agree that the Clay-Brown loophole and the variations of it should be
closed and hopefully they will be as a result of this legislation, but the closing
of the3o loopholes does not necessarily require a tax on endowment income of
churches.

Originally, this proposal contained in the 1965 Treasury Report was based on
the concept that exempt organizations should be kept dependent for income
on annual contributions and the management of debt free resources that they
already possess. (Note: Page 26, Tax Reform Studies).

USCO rejects the premise on which this proposal is based. Government should
favor the growth of exempt organizations generally and certainly should not
interfere unnecessarily with the growth of churches. Credit is an essential part
of American economic life, and the ]Rouse Bill would severely restrict churches
in their proper Wse of credit. The abuses inherent in the Clay-Brown' type of
situation can be cure. tSCC is heartily in accord that they should be cured. The
pending proposal, however, goes beyond a solution of those abuses and un-
newessarily intrudes on internal affairs of churches. Accordingly, we urge that
ordipary investment Income of churches be exempted from this portion of the
bill whether '9 not debt financed.
o. De~uftion of umreioted bueimeus income

The Joint StAtqment of the National Council of Churches and the United
r tates tatholic conference contained a request the unrelated business income
be defined In such 4 way that it does not include any activity related directly

I-0rnOqmffoI#r qIntensq Revenue V. (tlt-Broon (1965), 880 U.S. 568, 85 S. Ct. 1,162,
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or Indirectly to the tenets and traditional functions of a church including es-
pecially cemeteries, institutions for the care and training of the unfortunate,
printing and distribution of religious publications with or without advertising,
fund raising activities and the sale under church auspices of religious articles
and pamphlets. The definition of the term "unrelated business" has been de.
yeloped in a context which would not include churches and their traditional
functions since they have been exempt from the unrelated buAntss tax under
the terms of Section 511. Nevertheless, it is our position that Congress should
provide definite guidelines or standards so that there will not be an uncritical
application of the term "unrelated business" as It applies to functions that are
and have been intimately assoclatcd with churches. guch guidelines would
eliminate an area of uncertainty and would also foreclose an administrative
definition of religion and its legitimate functions. This is a real danger In the
field of unrelated business activities, a situation which has certain critical First
Amendment implications.

For example, in justifying the need for extending the tax on unrelated business
income to include churches, the House Committee report, on page 47, cites as an
example of a business activity of a church, the operation of a chain of "religious
bookstores." We submit that the printing, distribution and sale of religious
publications is a related function of a church. The mere fact that a profit making,
non-religious corporation may be engaged in the same activity in competition
with a church does not alter the fundamental fact that a church which seeks to
spread religion and the Word of God through the printing and sale of religious
books is truly engaged in a related, religious function. Accordingly, we urge
this Committee to include in its report on H.R. 13270 appropriate guidance and
restrictions for the Treasury Department.
c. Advertising income

Another area which should be given more attention if the church exemption
is deleted is the section in this Bill on advertising. (Section 513(c) as added
by Section 121(c), see page 93). This section Is designed presumably to sup-
port the Treasury regulation Issued two years ago which defines as unrelated
business income the income of an exempt organization from the sale of advertis-
ing space or services even though the advertising is related to the exempt purpose
of the organization and whether or not the publication Itself. Is related. The
Treasury regulation was adopted at a time when churches were exempt from
unrelated business activities. But under the terms of the House bill, religious
publications, as indicated above, would be included even if all the advertising
relates to such subjects as church vestments and otherr items used only in
churches. Admittedly, under present Treasury reguladons, the publication must
show an overall profit before the tax applies. This would mitigate the impact,
but It still would leave a possible situation where the Federal Government might
be levying a tax on, and collecting money from a church which through the
printing press is engaged In a religious purpose. Even though there may be no
tax impact, the accounting cost to demonstrate that fact would be burdensome.
Accordingly, it is urged that all church publications which carry out a religious
purpose exempted under Section 501(c) (3), should continue to be exempted
from the provisions of the tax on advertising.

Finally, the new Section 513(c) would provide that "for the purpose of this
section the term 'trade or business' includes any activities which are carried on
for the production of income from the sale of goods or the performance of serv-
Ices." Moreover, it is stated that an activity does not lose its identity as a trade
or business merely "because it is carried on in a larger aggregate of similar
activities or within a larger complex or other endeavors which may or may not
be related to the exempt purposes of the organization."

This language is so broad that it is impossible to determine what would be
the limits of the Treasury's power. There is no doubt about the application of
the language to advertising but certainly it could apply to many other areas of
activity. We strongly urge that this language be revised with a view towards
clarifying the precise meaning of this section. Otherwise churches and other
church related organizations could be subjected to a tax merely on the basis that
their activity involves a "performance of services or sales of goods" which may
or may not Involve a trade or busines&
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In the case of a church the unrelated business tax will not apply for taxable
years beginning before January 1976 (See. 121(B) (2) (0) amending See. 512(b)
for a trade or business if such trade or business was carried on by such organi-
zation prior to May 27, 1969. Unrelated business acquired after May 27, 1969 will
be taxable on acquisition. We urge that this provision, be retained for a period
of adjustment is necessary in order to enable churches to make an appropriate
accommodation to the law.

2. LIMrr ON AUDrrS OF CHURCHES

The House Bill also contains a special provision to protect churches from
unnecessary audits (Sec. 7605, as amended by Sec. 121(f), p. 108) ). The books of
a church would be subject to audit onl' upon the determination by the Secretary
or his delegate (not below the level of the Regional IRS Conunissioner) or reason
to believe that the church owes a tax. The church would have to be notified in
advance. This provision recognizes the status of a church and its proper relation-
ship to Government.

8. CERTAIN PASSrVE INCOME TAXED

A new section (Section 121(b) (2) (c), p. 90) modifies Section 513(b) of the
Internal Revenue Code to close an existing loophole by taxing interest, annuities,
rents and royalties (but not dividends) derived by an exempt organization from
a controlled corporation (80% or more of stock owned by the exempt organiza-
tion). If this provision Is interpreted strictly in accordance with Section 368(c)
of the Code to which it makes reference for -the purpose of defining control, it
will not adversely affect many churches or charitable organizations.

4. DE MINIMUM RULE

The imposition of the unrelated business tax on churches may affect them in
ways which they currently do not anticipate. Moreover, churches undoubtedly
have at various Intervals income from activities which might be designated as
unrelated business. It is suggested no tax be assessed in the event the unrelated
business gross income does not exceed $5,000 in the case of a single congregation
or $50,000 In the case of a diocese, religious order or convention or association
of churches. At the present time, the law provides an exclusion for all exempt
organizations up to $1,000 of unrelated business gross income. That figure was
adopted in 190. It i no longer realistic. In view of the extension of the unre-
lated business tax to new organizations and of the limitation on exclusions in
Section 512, the above mentioned figures of $5,000 and $50,000 would seem to-
be more realistic both from the standpoint of Treasury and the individual
church.

5. ACQISrOX nrDEVTDNES

Though the USCO and NCC have supported In substance the proposed legisla-
tion to close the Clay-Brown loophole, there Is an area of concern with respect to
the definition of the term "acquisition indebtedness." This term was defined
(p. 100 of the bill) in such a way as to make it difficult to determine whether a
church is actually engaged in a transaction which involves acquisition Indebted-
ness We are of the opinion that the definition should be clarified to Insure that an
indebtedness must be directly connected with income producing property owned
by a church and to !,3ure that related indebtedness would not be attributed to
acquisitions of unrelated property. The House bill provides that there is acquisi-
tion indebtedness if the "indebtedness incurred after the acquisition or improve-
ment of such property if such indebtedness would not have been incurred butfor such action or Improvement and the incurrence of such Indebtedness was rea-
sonable at the time of such action or Improvement." The concept of reasonably
foreeable is not a satisfactory test and could involve an investigation Into themotives of church officials with respect to the Incurrence of an indebtedness. For
example, f a church should purchase an apartment for cash and two years later
borrows money, Treasury officials might contend that there is a relationship be-
tween the incurring of the indebtedness and the purchase of the apartment. This
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may or may not be true. It is therefore suggested that a more precise test be
adopted.

6. FIFTEEN-YEAR RULE RELATING TO REAL ESTATE AOQUISITIONS

The House bill includes a provision that rentals from property on debt financed
land acquired by a church for expansion within or without the church neighbor-
hood will not be subject to taxation if the land is converted to an exempt use
within 15 years. It is further provided that if buildings are on the said property
there must be an intention to demolish them for the purpose of the church use.
We urge that it be retained as churches frequently must purchase property sub-
stantially in advance of actual use. The mobility of people, industrial develop-
ment, real estate values and many other factors influence these decisions.

PRIVATE FOUNDATIONS

The House Bill establishes a new category of 501(c) (3) organizations (reli-
gious, charitable and educational) to be known as "private foundations." Among
other things a tax of 7%% on annual investment income would be imposed. The
net gain to tho Treasury from this tax is estimated at 65 to 75 million dollars.
It is not clear whether this tax is designed -to raise revenue primarily or is in-
teaded as a regulatory measure. Nevertheless, it is a tax on income and, as such,
it is the first time that the Federal Giwernment has imposed a direct tax on the
income of a tax exempt organization. 'X view this as an unfortunate precedent.

The imposition of an income tax (va funds derived from a charitable trust
has a potential which could change th whole philosophy of the Government with
respect to charitable organizations. Viewing H.R. 13270 as a whole, there is some
cause for alarm that a shift in poll,,y may be taking place with regard to this
Nation's traditional policy of encouraging private philanthropy. When the Con-
gress shifts its emphasis from corrective legislation to the imposition of a tax
on charitable income, then it is time to take a second look at the legislation to
determine whether we are undergoing a major shift in the Government atti-
tude toward philanthropy. As we stated at the outset, the underlying philosophy
of Federal tax to encourage voluntary effort in the solution of soial pro1llis
is not only in the national interest but one of the essential strengths of democracy.

We trust that the whole question of the proposed tax on foundations will be
resolved in light of this philosophy, and that the Senate will reject the tax
imposed by H.R. 13270.

In his testimony of September 4, the Secretary of the Treasury proposed that
the 7OA% tax In H.R. 13270 should be reduced to 2% and considered in the nature
of a service, or regulatory assessment. We do not agree. A 2% tax on investment
Income of a private foundation is just as surely a tax on funds and income per-
manently set aside for a tax exempt charitable purpose as would be a 7 %
levy or a 10%, or 50% levy. Regardless of the rate, the result is the same. The
Federal Government would be placing a direct tax on charitable income.

OCH&A. I lONI'RZUUON8

The provisions in the Income tax law for the deductibility of charitable con-
tributions have proven of great assistance to the fund appeals of all exempt
organizations, including the churches. Tax deductibility has become an important
part of the psychology of giving. As a result, USCO is greatly concerned with
the Treasury proposals and the provisions of H.R. 13270 that would alter exist-
ing deductibility provisions.

It is recognized that a tax reform program which seeks to eliminate oppor-
tunities for personal gain from the use of present personal income tax deduc-
tions for charitable gifts may result, as a by product, in a reduction of income
for tax-exempt charitable organizations. USOC does not object to this so long
as care is taken to insure that it is the opportunity for personal gain that is be-
ing eliminated and not the opportunity for charitable giving. In this context, and
for the purpose of emphasis, it is well to repeat what we have said earlier-
U80U0 is opposed to all tax reform proposals that have as their objective the
substanttal reduction of the incotne of exempt religious, educational and chari-
table organization.

We do not consider such a reduction to be the objective of H.R. 13270 in the-
repeal, over a period of years, of the provisions for unlimited charitable dedue-



2112

tions. We agree that repeal of this provision should be accompanied by an in-
crease in the maximum deduction for charitable contributions from the present
30% to 50% of adjusted gross income (or contribution base). This should en-
courage increased charitable giving by a significant portion of the population
and perhaps offset the loss to charity from repeal of the unlimited deduction
provision.

In 1966 apaproximately 41,000 taxpayers made contributions An excess of 30%
of adjusted gross income. The Treasury estimates that the higher ceiling would
affect 48,000 taxpayers in 1969, Thus, H.R. 13270 contains a positive incentive
to increased charitable giving; but it also contair~s certain provisions which
suggest that certain forms of giving are to be discouraged in the future. We
shall discuss some of the provisions in more detail.

LIMIT ON TAX PREFERENCES

The concept that all individuals who enjoy substantial total income should pay
a tax on at least one-half of that income, even though derived entirely or in
part from otherwise tax exempt sources is one that has met with great popular
approval. USOC has no desire to oppose such a policy, whether it takes the form
of a "minimum income tax" or a "limit on tax preferences." We do, however,
seriously question the items of "tax preference income" included in H.P 13270.
It does not seem to USCO that a charitable contribution deduction, allowed by
the tax code, is truly an Item of "income" to the donor. He has given away a
portion of his wealth to charity; society has gained, and his' wealth has been
diminished. Thus, USOCO joins Secretary Kennedy in urgi,,g that charitable con-
tribution deductions for gifts of appreciated property be deleted from the items
of "tax preference income" that would be subject to the limit on Tax Preferences
in H.R. 13270. Any tax shelters which presently may result from gifts of ap-
preciated property would be adequately curbed by other provisions of H.R. 13270
which, (1) abolish unlimited charitable deductions; (2) place a limitation of
30% of adjusted gross income on the deductibility of gifts of appreciated prop-
erty; (3) other limitations on deductions for gifts of appreciated property; and
(4) require that personal deductions be allocated between taxable and non-tax-
able income.

A11OCATIONS OF DEDUCTIONS

The Treasury has reported that some wealthy individuals with large amounts
of tax-free income have been able to avoid all, or nearly all, tax liability by
charging all of their personal deductions, including charitable contributions,
against taxable income. Surely, this was not the intent of Congress in making
provisions for charitable contribution deductions. USC would agree that tax
justice requires some remedial action. Care must be exercised that remedial ac-
tion does not have an unintended result of destroying recognized, socially de-
sirable tax Incentives for charitable giving. We fear that may occur in the
provisions of H.R. 13270 for Allocation of Deductions.

H.R. 13270 seeks to correct the situa Ion, o. high-income individuals who pay
little or no tax by disallowing a poftloi of certa n personal deductions when an
individual has "tax preference income" In excess of $10,000. As with the limit
of Tax Preferences, the list of tax preference items includes charitable contri-
bution deductions attributed to appreciation in value of property given to
charity. Again, USOC would contend that such gifts do not represent tax-free
income to the donor. They should not be included in "tax preference income" for
either limit on Tax Preferences or Allocation of Deductions. Additionally USCC
is concerned that the inclusion of all charitable contributions in the list of allo-
cable deductions may have a severe adverse effect upon charitable giving in cases
where charitable deductions are not the reason why an individual Is able to
avoid tax liability. Therefore, it is suggested that if charitable contributions
are to be made subject to allocation, this should only be done to the extent such
deductions exceed $10,000. Such a provision would help assure that low and
middle income individuals would not be discouraged from continuing their contri-
butions to charity.

OITS OF PARTIAL INTEREST

H.R. 18270 (Sec. 201 (a)-(8). Page 121) provides that where a taxpayer
makes a contribution of less than his entire interest in property to, and not in
trust for, a charitable organization a deduction is not to be allowed under
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Sec. 170 (b) for the said contribution. The Committee report makes special refer-
ence to the contribution of the use of property for a period of time.

I'ls language could be interpreted to deny a charitable deduction for a gift
of real estate subject to the donor's retention of a life estate. Also the language
could be interpreted to deny a deduction for a remainder interest gift in real
property, as well as a gift of a divided interest in real or personal property.

Presumably, the intent is to deny a charitable deduction for the fair rental
value of property which a donor allows a charity to use rent free. If the Senate
decides to abolish the deduction for gifts of the use of property (fair rental
value), we ask that H.R 13270 be clarified so that present tax treatment is con-
tinued for gifts of real property subject to donor's retained life estate and for
gifts of undivided interest in property.

LIFE INCOME (DEFERRED) GIFTS

A great many taxpayers, particularly elderly persons, are anxious to make
charitable gifts during their lifetime to Institutions and causes to which they
have a special attachment. Many of these individuals cannot afford to relinquish
the income earned by their property, so that they have followed a practice of
giving their securities and other property to charity while retaining a life inter-
est. On their death, the securities and property are owned outright by the charity.
This is the area of giving known as life income gifts (so-called deferred giving)
which a growing number of organizations have solicited and have come to
depend upon.

The experience of one national Catholic agency which has been active in this
field discloses that its program is definitely used by the middle Income group in
our society. For example, during the year 1969, gift annuities to this agency,
funded by appreciated securities, had an average fair market value of only
$15,000. We cite this example merely to impress upon the Congress that restric-
tions contained in H.& 13270 in regards to life income gifts will have an adverse
effect upon people of relatively modest means and there is more involved in this
orea than persons of extreme wealth.

There are three types of life income gifts which we fear will be restricted
unduly and will be unnecessarily discouraged by the provisions of H.R. 13270.
These are: charitable remainder trusts, life income contracts and charitable gift
annuities.

(1) Charitable Remainder Trusts--Present law provides there is no capital
gain on the transfer of appreciated property to fund a charitable remainder
trust; nor is there a capital gain if the property transferred is later sold by the
trust and the gain permanently set aside for charity. We ask that these rules
be retained.

Abuses in the investment policies of these trusts are rare and means are now
available to curb any such abuses. Certainly, the ordinary responsibility imposed
by law upon trustees should serve as sufficient assurance that the Corpus of a
charitable remainder trust would be adequately conserved for the charitable
beneficiary.

H.R. 13270 allows no estate tax charitable deduction for a charitable re-
mainder interest in a trust, unless it is a "unitrust" or "annuity trust." This
change in the estate tax would apply to trusts created before the Bill's enactment.
Thus, the estate of a donor who created an irrevocable trust years ago, but
who dies after the Bill's enactment, would lose the estate tax charitable deduc-
tion under the types of trust currently in common usage.

We believe this provision of H.R. 13270 would result in great hardship. The
retroactive effect is so harsh that we believe that any such change in the law
should only apply to charitable remainder trusts, life income contracts, and re-
mainder real estate gifts made after passage of the Bill.

Where a new trust format is adopted, as contemplated by H.R. 13270, or the
traditional charitable remainder trust is retained, we propose that the charitable
deduction for gifts of appreciated property be based on the fair market value at
the time the trust is created, rather than requiring the donor to base his deduc-
tion upon his cost or to pay a capital gain If he elects to use the fair market value.
We also propose that capital gains incurred by the trust and permanently set
aside for charity not be taxed, as present law provides. To tax the capital gains
of such a trust amounts to taxing the charity because the tax would come out of
the trust principal.

33-865---69-pt. 3- 23
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(2) Life Income 0ontract-H.R. 13270 makes no provision for life income
contracts. Additionally, no charitable deduction is to be allowed for life income
contracts created after April 22, 1969, even though there was no adequate warning
that H.& 13270 would impose such a deadline.

The life income contract makes charitable remainder gifts available to a donor
of modest means who cannot afford to fund a separate trust. This Is accomplished
by placing a donor's irrevocable gift in a pooled fund maintained by the charity.
The donor receives as life income his appropriate share of the earnings of the
pooled fund. We ask that present law covering life income contracts be retained.
To tax the capital gains incurred by existing life income contract pooled funds
would create great difficulties in administration and be unfair to the many
thousands of charitable individuals of modest means who have chosen this
method of making their gifts.

(3) Charitable Gift Annutties-When a donor transfers money or appreciated
property to a charity In exchange for a promise to pay him a fixed income for
life, the donor makes a substantial gift since the rate of return is lower than that
offered by a commercial insurance company. Therefore, we ask that present tax
treatment be continued when money or property is contributd for a charitable
gift annuity.

Under H.R. 13270, we fear that transfer of appreciated property for a gift
annuity could be treated as a "bargain sale." That may not be the intent of H.R.
13270 in the provisions regarding "bargain sales." To avoid any doubt, we ask
that any provisions in the area of "bargain sales" specifically provide that the
transfer of appreciated property in return for a gift annuity is not to be treated
as a "bargain sale."

INCREASED STANDARD DEDUCTION

As a measure of tax relief for low and middle income families, and as an effort
to simplify tax reporting and administration, the increased standard deduction
contained in H. 13270 is to be commended.

When an increase in the standard deduction was first proposed by the Treasury,
recognition was given that the resulting shift of a large number of low and middle
income families from itemization of deduction to the standard deduction would
have an adverse effect on charitable contributions since some of the tax benefit
which accrues to those who itemized their deductions is not available to those
who use the standard deduction. To offset this effect, the Treasury proposed to
permit those who use the standard deduction to claim deductions for charitable
contribution in excess of 3% of adjusted gross income. USCC is disappointed that
this feature of a charitable deduction outside the standard deduction is not
included in H.R. 13270. We think there is an even greater need for it as a result
of the substantial limitation placed on tax incentivei-i for charitable giving by
families of wealth and high incomes. If our charitable institutions are not to
receive as much support from the wealthy, then we must increase the Incentives
for giving by low and middle income families.

In its Tax Reform Studies arid Proposals of February 5, 1969, the Treasury
indicated that 53% of the taxpayers use the regular standard deduction and that
if the standard deduction is increased to 14% of adjusted gross income, 80% of
the taxpayers will use this method. The House Committee report estimated that
the proposed increase to 15%, with ceiling of $2,000, will result In 70% of tax-
payers using this method. Both reports agree that the shift of itemizers to users
of the standard deduction will be concentrated in the under-$15,000 income group
which Includes the great bulk of American families.

It is precisely this group of families upon whom the churches rely for contribu-
tions. Certainly, the group of taxpayers who are the main sources of financial
support for the Catholic Church and its institutions, particularly the parochial
schools, are to be found among those who will be shifting from itemized deduc-
tions to standard deductions. Such a development obviously would interfere with
the established psychology of giving.

Admittedly, it is difficult to estimate with any degree of precision the loss of
income to charity which will result from an increase in the standard deduction.
Tax deductibility is not the only motive of charitable contributors. In its report
of February 5, the Treasury estimated that its program could, on balance, reduce
charitable contribution by an amount of $100 million to $300 million. We believe
tbis estimate to be extremely conservative, much too low. In any event, H.R.
13270 does not incorporate all of the proposals of the Treasury in its February 5
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report. H.R. 13270 does incorporate several such recommendations which would,
by Treasury's own statement, reduce charitable contribution, and only one
(increase of allowable deductions from 30% of A.G.I. to 50% of A.G.I.) which
is designed to increase the Incentive for giving.

The major omission on the side of deterrcnts to giving is the 3% threshold
on deductibility of Itemized charitable contributions. USCC applauds this decision
by the House.

The major omission on the side of incentive to charitable giving is the con-
tribution outside the standard deduction (COSD). USCC deplores this omission
and warns that H.R. 13270 as it passed the House is heavily weighted toward
reduction of incentives for charitable giving.

Accordingly, USCC renews the request made in our testimony before the House
Committee-the proposed increase in standard deduction should be accompanied
by an allowance for deductions outside the standard.

The Treasury report of February 5 suggested allowing deductions outside the
standard deduction for contributions in excess of 3% of adjusted gross Income.
At the same time the Treasury admitted thftt users of the standard deduction
currently allocate to contributions an average of 3% of after-tax income. Thus,
the Treasury proposal could be irtually meaningless at the 3% figure.

USCC ha% suggested, and uow repeats, that the restrictions on charitable
giving by the wealthy incorporated in H.R. 13270 should be accompanied by a
meaningful, positive incentive for the less-well-to-do. These families using the
increased standard deduction -'hould be allowed a contribution deduction for
gifts in excess of 1 % or 2% of -djustcd gross income. Without such an
incentive, H.R. 13270 could result in disaster for the American concept of
voluntary, private charity.

In the case of the Catholic Church. the already severe financial burden of
maintaining its parochial school system would be increased. It is a well-
documented fact tbi.t one out of every seventeen elementary school children
is in a non-public school and that 90% of the children in these schools are in
Catholic parochial schools.

It is n.!Fo a well known fact that due to the increased costs, teachers' salaries
and other related items, it is becoming more difficult to maintain these schools,
for they are supported primarily by contributions. The level of the contributions
must be increased in order to provide the best possible education for those
attending the parochial schools, otherwise a large number will be enrolling in
the public schools and will therefore substantially increase the local tax burden.
For example, from the school year 1967-68 to the school year 1968-69 there was
a decrease of 4.6% enrollment in Catholic high schools and a decrea. of 2%
in elementary schools. Most of the children transferring from the parochial
schools are enrolled In the public schools with a consequent increase in the tax
burden. This situation will continue because of the increasing cost of operating
a parochial school. During the current school year 44.4% of the total teaching
staff in parochial and elementary schools consisted of lay teachers. In high
schools 40.9% of the teaching staff were laymen. Additionally, the lay teachers
In our school systems are now getting substantially the same amount of money
which their counterparts receive in the public school system. Accordingly, any
change in the tax structure which discourages contributions certainly will make
it extremely difficult to support the parochial school system at its current level.

Finally, your attention is called to the fact that throughout the Nation there
have been various fund drives to support projects sponsored by the Catholic
Church. Many people have pledged to give certain amounts. The fulfillment of
these pledges is conditioned on the assumption that the tax laws with respect
to contributions will remain relatively stable.

MINIMUM STANDARD DEDUOTON

USCC is particularly pleased with the increase In the minimum standard
deduction which promises to halt the reprehensible practice of levying a tax
on individuals and families with income below the poverty level.

h.R. 13270 would change the present mintimum standard deduction to a
low-income alloicance amounting to $1,100. The purpose is to remove from the
tax roles those families and individuals with incomes below the "poverty level"
and to reduce the tax liability of those individuals and families in the under-
$7.000 annual income level who are fighting a losing battle against the rising
cost of living.
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USCC heartily supports this provision of 11.R. 13270, particularly the decision
to end the "low-income phase-out" after 1970. We were not satisfied with the
Treasury proposals of February 5, nor with the revision made by the new Admin-
istration. H.R. 13270 is a decided improvement over both Treasury suggestions,
and its provisions should be retained by the Senate.

In addition, the Senate should make provision for a continued sharing of the
poor in the tax relief contemplated for 1972 and beyond by HI 13270. This can
be done by continuing the present provision of a $100 extra minimum standard
deduction for each dependent of a low-income taxpayer. This can be done by pro-
viding that in 1972 and thereafter the minimum standard deduction will be
$1,100 for each taxpayer, plus $100 for each dependent up to the maximum $2,000
which will be allowed by the increased standard deduction. Most of this addi-
tional tax relief would be given to families with income of $7,000 a year or less.
Surely, no group is more in need or more deserving, of tax relief than the "work-
ing poor." Failure to make this change in H.R. 13270, or adoption of the
Treasury's revised "low-income phase-out" along with President Nixon's welfare
reform could result in the strange situation of the Federal Government supple-
menting the income of a poverty-stricken family, while at the same time taxing
the family on its earned income.
Head of the household treatment for single persons

There is a significant number of single persons (aside from widows and
widowers) who have children under their care and custody but who may not
under the terms of the current law claim head-of-the-household treatment since
the children have not been adopted or do not have a close blood relationship.
Nevertheless, they perform an important social function which should be recog-
nized. An appropriate recognition would be the extension of the head-of-the-
household treatment to them so that they would receive the same benefits as
other taxpayers in comparable situations.

CONCLUSION

In conclusion, the USCC urges the Congress in Its deliberation of tax policy
to be ever mindful of the special constitutional dispensation accorded to
churches and religious organizations. It is Important to emphasize this consti-
tutional separation of Church and State which includes as an essential ingredient
a fiscal separation. Certain functions of churches may not be taxed to support
Government. Other activities, not themselves religious in nature, may be taxed.
The Government's position must be one of neutrality in respect of religion.

We view with deep concern the proposals that churches be required as a matter
of law to file detailed financial information returns. Government, for considera-
tions of constitutional law and sound public policy reflected by an historical
consensus, ought to avoid involvement in the internal affairs of churches or
detailed attempts to define religion or religious activity. The reports that
churches make voluntarily to their members and to the general public are one
thing; compulsory reports to the Government are quite a different matter.
Financial information reporting should be limited to activities subject to tax
But Government should avoid tampering with the traditional functions of
churches.

The Church recognizes that the tax structure as it currently exists contains
certain areas in which absolute tax equality among the various taxpayers is
not achieved. Moreover, it is obvious that the law currently authorizes certain
deductions and exclusions of income from taxation which deprive the Govern-
ment of revenue. Admittedly some of these provisions are difficult to administer,
but this should not be the determining factor. From the very beginning of this
country our law has formulated a tax policy which has recognized the significant
role which religion together with related charitable institutions plays in society.

A political and social consensus has developed, reaffirmed by law and Judicial
decision throughout the last two hundred years in which Government has
specifically recognized the place of religious institutions not only in the lives
of the individuals but In the service of the community.

One of the most important recognitions of this consensus is our tax policy.
This policy should not be so substantially altered that it would dry up the basic
sources of Income which churches currently enjoy.
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The CHAIRDMAN. Our next witness will be Mr. Leonard S. Silk,
resident, the National Assembly for Social Policy and Development,

.

STATEMENT OF LEONARD S. SILK, PRESIDENT, THE NATIONAL
ASSEMBLY FOR SOCIAL POLICY AND DEVELOPMENT, INC.; AC-
COMPANIED BY WILLIAM G. REIDY, DIRECTOR, WASHINGTON
OFFICE; AND STANLEY S. WEITHORN, COUNSEL

Mr. SILK. Mr. Chairman, members of the committee, I am Leonard
S. Silk, senior economist at the Brookings Institution, formerly an
editor of Business Week magazine and currently the unrecompensedof the National Assembly for Social Policy and
Development.

With me today I have Bill Reidy, who is the director of our Wash-
higton office, whom I am sure many of you know, and Mr. Stanley
Weithorn, who is a legal expert on problems of taxation and who is
our counsel.

We would like to thank you for this opportunity to testify on H.R.
13270.

M. r. Chairman, the Natioral Assembly may or may not be a mean-
ingful entity to members of this committee. Its composition and
objectives are set forth in oir written testimony. There is no question,
however, but that you do know and I am sure know favorably many
of the more than 35 voluntary organizations for whom we are spe-
cifically authorized to speak today.

The list of those organizations is appended to our written testimony
as schedule A. Since it was presented to you on Monday as requested
by your committee, other organizations have asked to subscribe to our
statement and I respectfully request that their names, which I have
here, be added to those on our schedule A as previously submitted.

The additional names are those of the Goodwill Industries of Ameri-
ca, the National Urban League, and the National Conference of
Catholic Charities.

Mr. Chairman, if you will glance at that list, you will know the kind
of organizations for whom the National Assembly testifies today. It
includes the Young Women's Christian Association, the Yoimg Men's
Christian Association, and the American Jewish Committee. Also
the Big Brothers of America, the Camp Fire Girls and the Child Wel-
fare League are included. So, too, is the National Association for
Mental Health, the National Association for Retarded Children, the
National Council on the Aging, the National Council on Crime and
Delinquency, the Salvation Army, and the Volunteers of America.

The United Community Funds and Councils of America, who
will testify in their own behalf following my own testimony, also sub- '

scribe to our position.
These and other fine organizations-
The CHA$UMAX. May I say there, Mr. Silk, the record will show

these organizations for which you speak, and they are a very fine group
of organizations, each one of them a very meritorious organization, and
we highly approve of all of them and the fine work they are doing. We
wish we could have heard all of them.
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I am sure you can see our problem. We have been committed to
report this bill by October 31 and there is no way we can do this and
hear all the fine people we want to hear.

Mr. Sax. Thank you, sir. I would like to point out certain common
,characteristics these organizations have. They are all voluntary or-
ganizations. They all try to cope with specific problems afflicting all
of our society but problems which differ from community to com-
munity. They are organizations that are adapted to dealing with
local community conditions. They all meet needs which, if these or-
ganizations cease to exist, would either go unmet or have to be met by
Government, probably not as well, probably more extensively, more
rigidly, and through greatly increased taxation.

These organizations are dependent on philanthropy.
Senator BENNr. May I interrupt you to add one other common

characteristic? They all seek funds in public fundraising programs,
drawing on the strength of the whole community rather than on a
xew individual wealthy givers.

Mr. Smx. That is right, Senator.
The CHAIrBAN. Well now, that just brings up one more point that

concerns me. You see, most of this problem comes up because of a tax
loophole or two, or the foundation problem. Otherwise, I don't think
there would be anything in this House bill to concern your organiza-
tions at all.

Now, of course, I see that you do oppose the tax on the investment
income of foundations. Here is what concerns me about the founda-
tion problem more than anything else. I fear that some of these founda-
tions are making a lot of money without putting that money into
organizations such as yours.. Tf they were giving it to your organiza-
tions and the money was being promptly funneled through or if not
promptly, without too much delay, then I would feel better about that
as one who has to vote on this matter.

Mr. Smrt. Well, of course, we could not agree more that we would
like these worthy foundations to give their money to us rather than
less worthy-

The CHARMAN. How about the foundation who just takes the
money, keeps the money in the foundation, has a declaration of a
worthy purpose but never does anything about it? Don't you think
we ought to do something about that?

Mr. SILK. Yes. We fully agree that is an undesirable thing to permit
to happen. Foundations should certainly be required as the bill ro-
poses to spend, all of their income or to spend a. sum that wouls be
equal to 5 percent of their assets, whichever is larger, and we fully
agree that the sequestering of funds for whatever purpose is not a
wise act of public policy, important public policy, to permit. So we
are quite a on that.

However, I did want to make the point in response to what Senator
Bennett said, that is would be a mistake to suppose that all these or-
ganizations receive money only from ioreat numbers of small individual
contributors. The foundations do in 'ery many cases play an impor-
tant role i supporting our constituent members and the National
Assembly itself. Iany grants are inade which serve exactly the same
purposes that an individual wishes to advance when he contributes
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to his Community Chest or Camp Fire Girls or Salvation Army, or
whatever.

These are broad-based organizations but at the same time they do
depend heavily on foundation contributions and in many cases the
contributions of wealthy individuals. I think we ought to be clear
about that., that they are affected and that this law touches them.

Therefore, I hasten to say that there are many provisions in the bill
and in the philosophy underlying it that we are concerned about. At
the same time, there are many parts of the bill which we thoroughly
approve and for which we want to give you our full support.

For exainple, we applaud the decision to remove millions of people
living at or below the poverty level from the Federal tax rolls. We
certainly want you to approve those provisions of the bill desi ned
to close loopholes through which some taxpayers avoid paying their
fair share of the cost of government and thereby force others of us to
pa more than our fair share.

I could list many mor items which we consider to be in thepublic
interest but the time afforded us is understandably brief, and I must
use it to point up those matters in 1-.R. 13270 which we consider to
be against the public interest, potentially disastrous to the voluntary
sector of our society, and a reversal of our Government's long-estab-
lished pattern of encouraging the solution of social problems through
voluntary inea ns rather than by Government.

Mr. Chairman, as the summary before you indicates, there are five
specific provisions in the bill which we would like to ask you to remove
or to change. The reasons for each suggestion are spelled out in our
written testimony. Let me therefore concentrate on the basic principle
involved which each of these provisions would negate to a greater or
lesser degree.

Our basic concern, Mr. Chairman, is with the effect which these pro-
visions would have on philanthropy in America, on that voluntary
self-determined, non-rigid, locally controlled and managed mechanism
through which voluntary organizations involving millions of our peo-
ple cope with-and I think cope magnificently with, in many cases-
our diverse so4':al problems.

.We believe that there has never been a time in our history when there
has been a greater need for the Congress to do all that it can to stimu-
late that sort of philanthropic giving and doing on which our volun-
tary organizations depend and on which many individual Americans
depend for help.

Never has there been greater need to strengthen their ability to com-
plement--I insist on complement, not supplement merely-that is, to
work together with what Government is trying to do, to do it in some
cases a different way, a more pointed way, than Government which is
in many cases, especially the Federal Government, far removed front
the local scene.

This is the philosophy of the way we are going in this country and it
would be a very grave mistake in this important instance to go i an
opposite direction.

It has never been so obvious that, to resolve our many problems, we
have to devise such combinations of governmental and voluntary ac-
tions as can best be adapted to the different conditions in our local
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communities and produce locally effective solutions to the social
problems.

As I have mentioned, those who write our tax laws must be aware
of the fact that should our churches, private colleges and voluntary
organizations be deprived of adequate financing, either we will htr
festering problems go unsolved or Government will have to cope with
them and raise our taxes to finance its efforts.
'It seems obvious that our objective should be to strengthen rather

than to weaken incentives to voluntary and philanthropic giving. Yet,
Mr. Chairman, we do find ourselves and groups we represent con-
fronted with a paradox. The administration and all the individual
Members of Congress to whom we talked assure us that they believe
what I have just said, and that they are strong supporters of the volun-
tary way and that the Congress most certainly does not intend to
weaken our efforts.

Nonetheless, at least five provisions of H.R. 13270 can have disas-
trous effects on philanthropy.

There is a great deal of testimony that can be read not only in hear-
ings but in the newspapers. The Wall Street Journal had a long arti-
cle on September 12, on reports done by its own staff covering what
the concerned organizations and charitable institutions universities,
colleges, research centers, and so on, had to say. I think that that kind
of reaction deserves very very careful attention lest the Congress do
what it has no intention oi doing.

If these provisions are enacted into law it will mark a radical shift
in public policy and a reversal of our Government's long continued
policy on voluntary giving. Our written statement details the history
of that policy, Mr. Chairman. Let me just say it was this committee ani
the Senate oi the United States which in 1938 successfully defended
that policy when it struck from the House-passed bill a proposal to tax
gifts .f appreciated property.

That same sort of proposal is contained in this bill. We hope that you
gentlemen will reaffirm the statement made by this committee in 1938.
that "charitable gifts generally are to be encouraged," and that you will
amend this bill in accordance with our recommendations so as to as-
sure the continuance of this historic policy.

The continued effectiveness of our voluntary organizations depends
upon it.

The thousands of local organizations which make up the groups
joining in this statement and the many, many thousands of individuals
who volunteer their services to these organizations are aware of the
threats to their continued viability that are contained in H.R. 13270.
We hope you gentlemen will remove these threats.

Senator BiNNmvr. Mr. Silk, you have taken your 10 minutes and
past, and I wonder if in the interests of time, if it wouldn't be well to
put the rest of your statement in the record now. There are only three
of us here

Mr. sx. Yes, sir.
Senator BENNmr. And we have got seven more witnesses whom we

must hear. .
. Mr. SLx. Well, I will be glad to do as you say, Senator. I would like

to take, if I might 1 minute longer just to summarize these five points
that I -have alludea to.
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The CHAIRMAN. I might say for the benefit of you and the other wit-
nesses, you waste a lot of time coming up here telling who you are and
who you speak for. It is all here. We read that before you ever show up.
Then, you talk about your general philosophy and the fine work you
do. We know that and our staff knows that.

After your time is about up, then you proceed to get to the point that
you came to testify about. Now, I would suggest that hereafter, for our
future witnesses, please don't tell us who you are. We know who yo1
are and what, you are trying to do. That is right 'here in the record. We
understand that.

And I wish that future witnesses would stress the point that needs to
be made that hasn't yet been made. If we have already ,heard it six
times this morning, there is no particular 'point in you saying it for the
seventh time. We fnow that. And this will 'be considered. If you didn't
show up at all, it would be considered.

The main thing you ought to do, is to hit those points you think
ought to be made.

Mfay I say to all witnesses, as far as who you are, from Mr. John D.
Rockefeller on down, you don't need to tell us who you are. We know
who you are. Just tell us the points.

Mr. SILK. I am sorry, Senator. I was carried away.
The CHAIRMAN. We would be glad to sit here and listen to you all

morning explain who you are except that we are limited for time just
as you are. The Senate has a noose on our necks as perhaps we have a
gag on you. We have to get o)n with this thin and arrive at conclusions
an resort a bill out here on October 31 whether we are ready or not.

Mr. WILK. Yes, sir. I do appreciate the advice.
Since there are just these few specific points, I would like permission

to just finish very quickly.
The first one is that we do believe that charitable contributions

should not be grouped or considered with all deductible items in the tax
bill. These others are deductions approved by the Congress as reflectig
bites out of a taxpayer's income which he cannot avoid, State and local
taxes, interest payments on his mortgage. The deductions in every one
of these other cases benefit the taxpayer.

Charitable contributions, on the other hand, are voluntary on the
taxpayer's part and redound not to his benefit but to the community's.
Therefore, charitable items should be deleted from the House bill.

Second, the. proposal to limit gifts of future interest and appreciated
property will eliminate a major source of financial support for chari-
table organizations. It was not considered during the hearings of the
House and has not been related to any tax abuse.

Third, we believe that both the limitation of the tax preference. and
the proposal to allocate deductions are highly meritorious.

However, the inclusion of charitable gifts of appreciated property
in those provisions is uncalled for. It could do serious damage to our
fundraising drives and its value to the Treasury is miniscule. The
Treasury itself has said so.

Fourth, there is no valid reason for limiting the deduction of
charitable trust income. Again, the Treasury has taken exactly the
same position.

Fifth and finally, we strongly oppose the proposal to tax the invest-
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meant income of foundations, first on principle, and second, because it
would be in reality a tax on the beneficiaries of the foundation grants,
a tax on organizations that the Congress believes should be tax exempt.

I am going to wind up there, Senator, but I will be delighted to try
to respond to any questions if there are some.

The ChAIRMAN. May I just ask that the record show that the sum-
mary is here. We are trying to move as expeditiously as we, can. I am
sorry we have to move as rapidly as this with this measure and that a
witness representing all the fine organizations you represent has to be
asked to quickly summarize his position, but that is the only way we
are going to be able to consider what all the people have to say and
take it aI! into account when we vote on this.

May I say, even though we doh't 'have many Senators here, when we
go into executive session on this bill, we people who have read your
testimony, summarized it, considered it, drafted alternative langiage
to what is in the House, to do what you are urging us to do in the
event we agree with you, they will be in that room explaining what
your position is as well as these other witnesses and these other fine
organizations who have testified parallel to what you said right here.

Thank you very much.
Mr. SILK. Thank you, sir.
(Mr. Silk's prepaid statement follows:)

STATEMENT OF LEONARD SILK, PRESIDENT, THE NATIONAL ASSEMBLY FOR SOCIAL
POLICY AND DEVELOPMENT

My name Is Leonard S. Silk and I am President of The National Assembly for
Social Policy and Development, Inc. I am accompanied by William G. Reidy, Di-
rector of its Washington Office, and 'Stanley S. Weithorn, Esq., an attorney prac-
ticing in the field of Federal taxation in New York City, and our counsel. I speak
for The National Assembly and for the more than thirty-five organizations asso-
ciated with The National Assembly whose names are listed on Schedule A, at-
tached to and made a part of the written record of my testimony.

The National Assembly tor Social Policy and Development Is an independent
organization of individuals representing a broad spectrum of citizen and orga-
nizatlonal Interest and concern. Its primary purpose is to contribute to the de-
velopment of sound national social -planning, policies, and programs; to develop
strategies for action and implementation in both governmental and voluntary
sectors; and to strengthen citizen participation in such activities. The scope of
its concern is broadly defined to encompass the major social problems and Issues.

The -National Assembly, which has 300 individual corporate members, has
associated with it some 77 national organizations and 400 state, regional and local
health and welfare planning nnd fund Taising organizations. It is a non-profit
organization supported by contributions from affiliated organizations, some 425
local communities through united funds, community chests or welfare councils,
grants from foundations and gifts from business, industry and individuals.

We wholeheartedly endorse the efforts of the Congress and in particular those
of -the Committee on Ways and Means In the House and the Committee on Fi-
nance in the Senate to reform and, we hope, simplify our tax laws.

We are altogether in favor, of your efforts to produce equity and to close any
loopholes in the tax structure through which some members of the community
escape the obligation to pay their fair share of the costs of government and there-
by force others of usto pay more than a fair thare.

We particularly approve of those provisions in the bill which would relieve
mUllion in woefully low income families of the' necessity to pay direct federal
t axes, We would point out that even wtth this proposed relief such families-
and they are the ones with whom our associated agencies have closest contact-
will still be paying taxes; they do it every time they buy food or clothing or pay
the rent.
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THE TAX BILL AND PHILANTHROPY

Before getting to those specific items in H.R. 13270 which are of concern to
us and which we believe you will want to change, we would like to make the
following brief background comments.

We believe that there has never been a time In our history when there has been
a greater need for tile government to do all that it can to stimulate the sort of
philanthropic giving which enables voluntary associations of. citizens to help cope
with the social problems that beset us. Never has there been a greater need to
strengthen voluntary organizations as a complement to the role of government.
Never has it been so obvious that to resolve our problems we have to devise such
multi-faceted approaches, combining governmental and voluntary efforts, as can
adapt to the conditions In our local communities and result in locally planned,
locally run and locally effective program,.

Recognizing this, we must also be ewva.e of the fact that should our churches,
private colleges, and voluntary organlzac;ons be deprived of adequate financing,
either we will leave these festering problems unsolved or government will have
to assume full responsibility and incidentally raise taxes to do so. It Is obvious
that our objective should be to strengthen rather than to weaken incentives to
voluntary philanthropic giving. The paradox that confronts us today lies in the
fact that while the Administration and all the individual members of the Con-
gress to whom we talk assure us that they agree with all that I have Just said,
nonetheless, certain provisions of the bill now before us could have disastrous
effects on the voluntary sector. Those provisions, If enacted into law, would mark
a reversal of our government's past attitude toward philanthropy. Since this
would represent a radical shift in public policy, it most certainly should not come
about inadvertently. If it is to be done, the Congress should know what it is
dolng, Therefore, let me briefly sketch the historical background of the charitable
contribution deduction in American law before focusing on those specific pro-
visions of the bill which would Impair tax incentives for charitable giving.

BASIS OF THE CHARITABLE CONTRIBUTION DEDUCTION

Proposals to place further limitations on contribution deductibility are steps
away from the historic position which government has hitherto taken in relation
to voluntary educational, religious, and cultural organizations. From the earliest
days of the Nation, our federal and state governments have adhered consistently
to the principle of tax exemption for charitable organizations. Contribution de-
ductibility Is an inherent aspect of tax exemption since without It most of our
tax exempt institutions would cease to exist.

The concept of governmental assistance to charitable organizations through
tax exemption originated in the Middle Ages and the famous Statute of Chari-
table Uses in England. The American colonists brought this tradition with them
and incorporated it in the laws of the various states.

Even where no specific exempting legislation was passed, custom and common
understanding dictated the practice of tax exemption for charitable organizations.

By the mid-nineties almost all of the American states were granting tax ex-
emptions in favor of religious, educational and charitable institutions. Often
the exemption appeared in the charters granted institutions and these charter
exemptions were held by the Supreme Court of the United States to be contrac-
tural In nature and thus within the constitutional prohibition against the impair-
ment of contracts by states.

The first federal corporate Income tax was Imposed during the Civil War, but
only on certain types of corporations. In 1894 Congress enacted the first law
which taxed the income of corporations generally, and in doing so it specifically
exempted charitable organizations. A similar exemption has appeared in every
federal income tax law since, including the Revenue Act of 1913 which was
adopted after the Sixteenth Amendment to the Constitution.

The charitable contributions deduction was first enacted in 1917, almost simul-
taneously with the imposition of the income tax. (Prior to that time, government
at all levels was financed primarily by custom duties, excise and property taxes,
so that it was unnecessary to provide for contribution deductibility.) It applied
to Individuals only, and was limited to 15% of income. In 1935, however, de-
ductibility was extended to corporate contributions. The evidence is overwhelm-
ing in the records of the congressional hearings that the underlying policy which
Impelled the adoption of contribution deductibility was identical with that which



2124

had historically Inspired tax exemption. Further, when the House passed a bill,
In 1938, to tax gifts of appreciated property, it was rejected by the Senate
Finance Committee because "The Committee believes that charitable gifts gen-
erally are to be encouraged."

It is clear that charitable organizations have been measurably assisted by
these provisions either by being directly relieved of the burdens of taxation or
through the stimulus to generosity that they provided potential contributors.
Thus, it is not surprising that legislators and courts have been consistent in their
position that the concept of tax exemption Is Justified not only by the saving of
expenses to the government resulting from the operations of charitable organiza-
tlons but also because of our belief that voluntary action Is often more desirable,
more effective, and less expensive than governmental action In meeting social
needs.

SPECIFI RECOMMENDATIONS

I. Distinction between charitable contribution deductions and others
The point that I would most like to emphasize is the wholly erroneous thrust

of any legislative proposals that group the tax benefits of charitable giving with
the multiplcity of other special tax provisions or "loopholes" (as some have
been called) available to individual taxpayers. The vast majority of those other
provisions which permit the exclusion of particular items from Income and all of
the other provisions which authorize Itemized deductions have their place in
the Internal Revenue Code essentially for one reason. That reason is the Con-
gressional realization that specific economic burdens falling on certain tax-
payers should be given recognition in the allocation of tax burdens.

Obviously if all of the provisions of the Internal Revenue Code relating to
deductions for long-term capital gain, Interest payments. State and local taxes,
extraordinary medical expenses, casualty losses, and the like were repealed,
individuals still would invest their capital in the hope of seeing it appreciate,
and e'l1 would pay their doctor bills and the interest on money that they borrow.
the only difference being that personal financial pressures would be heightened
by an increase in tax liability.

In all of these cases Involving transactions which give rise to particular tax
benefits, the concern is for the taxpayer and not for any other party to the trans-
action. The distinction between those tax benefits and the charitable contribution
deduction is all-importent. The underlying motive for the charitable contribution
deduction is not to soften (for Individual income taxpayers) the post-tax eco-
nomic consequences of certain events. Charitable giving is a voluntary act on the
part of an individual, the consequences of which can be mostly avoided by the sim-
ple expedient of not giving to charity; this effect makes It clearly distinguishable
from nil of the outlays previously discussed. The most significant effect of the
taxation of charitable contributions will be to hurt the non-profit organizations
and local community undertakings and, far more Importantly, the intended
beneficiaries of their programs.

Contribution deductibility Is the means by which the Federal government
supports the American pluralistic approach to meeting social needs.
II. Inclusion of charitable contributions wfth n "allocation of deductions"

provision
Section 302 of H.R. 13270 entitled "Allocation of Deductions" creates a new

I.R.C. Section 277 entitled "Limitation on Deductions for Individuals." This pro-
vision, which requires that an individual allocate his personal deductions between
his taxable Income and his tax preference Items (to the extent that the latter
exceed $10,000) is most meritorious because It endeavors to infuse equity into our
tax laws. However, in listing those deductions subject to allocation, that provision
Includes charitable contributions In the same category as Interest, taxes, casualty
losses, and the like. As I have stated before, and for the same reasons, the discre-
tionary chaitable contribution Is not comparable to the expenditures comprising
the balance of the Itemized category. Thus, while the concept of allocation of
deductions Is endorsed, It is imperaive, in the view of The National Assembly,
that the charitable contribution deduction be deleted from those Items subject to
allocation. This could be eccomplIibed by, deleting the phrase reading "section 170
relating to charitable contribution", which Is designated as I.R. Section 277 (c)(1) (A) (Iv).,
'hAn example of the prospective Impact of this provision should serve to illustrate

the problem. Assume that an individual has $100,000 of ordinary taxable in-
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come and $100,000 of tax perference income (after adjustment for the $10,000
allowance provided for in H.R. 13270) and that, in 1970, such individual con-
tributes $60,000 In cash (rather than appreciated property) to charitable organi-
zations. Despite the fact that his contributions were entirely In the form of cash,
that individual would be subject to a charitable contribution disallowance of
$30,000 simply because of his tax preference income.

aced with the prospect of such a result, it is improbable that individuals
now counted on by publicly supported organizations for "leadership gifts" would
be in a position to continue to make substantial commitments on a timely basis.
That Is so because our hypothetical contributor, if approached during the early
or middle portion of the year, is unlikely to know how large his tax preference
income will be as compared with his ordinary taxable Income. Based upon that
lack of knowledge, he surely will be disinclined to commit himself for $60,000 in
cash contributions at a time when he cannot determine whether he will be able
to deduct the entire $60,000, or $30,000, or some lesser amount

As indicated in this example, it is important to recognize that this far-reaching
consequence exists when only cash is being contributed. The result can become
even more distressing when contribution is made in the form of appreciated
property.
III. Limitation of gifts of future interests in appreciated property

Section 201 (c) (1) of H.R. 13270, entitled "Chritable Contributions of Appreci-
ated Property", amends I.R.C. Section 170(e) to provide that, in certain cases of
contributions of appreciated property to publicly supported organizations, the tax-
payer either must treat the appreciation of such property as taxable gain or must
limit his contribution deduction to the tax basis of the property. One area to
which this rule would apply is the contribution of future interests in appreciated
property.

In essence, the enactment of such a provision would significantly hamper or,
possibly, totally eliminate the deferred giving programs which have become so
important to a considerable number of religious, educational, and charitable or-
ganizations. As It Is, those programs would be subject to substantial alteration
in any event, because of the provision in H.R. 13270 relating to "Charitable Re-
mainder Annuity Trusts", so that a further limitation requiring (as a practical
matter) that all future contributions made under such programs be in the form
of cash would be disastrous

Interestingly, this provision was not among any of the proposals dealt with in
the Hearings held by the House Ways and Means Committee, nor is It in an area
which has been related, in any way, to tax abuse.

There does not appear to be any reasonable basis for this limitation, and it is
respectfully suggested that it be deleted from the basic provision relating to
contributions of appreciated property. This can be accomplished by the elimina-
tion of what Is the now newly proposed I.R.C. Section 170 (a) (2) (C), reading
"a future interest in property."
IV. Itilueionof appreoiated property oontrtbutioe.s within Umit on tax prefer-

ence and aloation of deductions
Two of the provisions designed to bring the tax liability of high Income indi-

viduals in line, on a relative basis, with the tax liability of low and middle-income
individuals relate to a "limit on tax preference" and an "allocation of deduc-
tions." Both of these provisions and the ends which they are designed to achieve,
are meritorious and must be supported In principle.

However, the limit on tax preference and, similarly, the tax preference items
included in the allocation of deductions provision, in addition to "recapturing"
significant items of excluded income also Include the appreciation In value of
property contributed to charity. To Include such appreciation in this computation
will substantially depress the level of many charitable contributions which now
are relied on as "leadership gifts" In major fund-raising drives by publicly sup-
ported organizations.

The National Assembly was pleased to note that the Administration Is in agree-
ment with us on this point. Members of the committee will recall that the state-
ment presented you by the Honorable Edwin S. Cohen included the following
proposal:

"It appears that the Inclusion of gifts of appreciated property to charity as
a tax preference Item will reduce the benefit of the contribution and, thus, unduly
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restrict public charitable institutions. For this reason the Administration pro-
poses that this item be deleted from the Limit on Tax Preference and Allocation
of Deductions provisions."

V. Limitation on oontributiona of appreciated tangible personal property
H.R. 13270 sharply limits the prospective contributions of appreciated tangible

personal property to publicly supported charities by requiring that the donor
either realize taxable gain to the extent of the appreciation or that he limit the
amount of his contribution deduction to the tax basis of the property. With respect
to this area, The National Assembly strongly recommends that the limitation im.
posed on the deduction of appreciated tangible personal property be deleted from
Section 201 of H.R. 18270 by striking what Is intended to be the new I.R.C.
Section 170(e) (2) (B). We agree that in past years gifts of tangible property
gave rise, in limited instances, to serious problems regarding the valuations
placed on such gifts and that some individuals may well have taken undue ad-
vantage of the law. It would appear that those problems have now been resolved
quite satisfactorily and that there is no reason now to treat gifts of tangible
property any differently than gifts of appreciated securities.

Again, we are happy to learn that the Administration agrees with our position
on this matter and we subscribe fully to the rationale therefor as set forth on
page 25 of Assistant Secretary Cohen's statement to this committee.

rI. Limitation of deduction on charitable trwt income
Of major interest to many of our voluntary organizations are those provisions

In present law which permit the division of property interests between charitable
and noncharitable beneficiaries through the use of a trust. H.R. 13270 would
seriously restrict the use of such a mechanism for assuring the income bene-
ficiary a certain return on such trust assets. We urge the committee to accept
the Administration's suggestion which was set forth by Assistant Secretdry
Cohen as follows:

"The bill restricts the availability of the charitable contribution deduction
where, by the use of a trust, property Interests are split between charitable and
noncharitable beneficiaries. On reconsideration, we believe the bill is unduly
stringent in permitting a deduction for the value of a charitable income interest
only where the income is taxable to the grantor under other rules. The donor
should be allowed a deduction for the value of any longterm income interest to
charity which Is in the form of a guaranteed annuity or a unitrust. Under the
bill a unitrust is a trust in which the income beneficiary is entitledto a return
equal to a fixed percentage of the value of the assets of the trust each year, thus
assuring the income beneficiary a certain return irrespective of the investment
policies of the trust."
VI1. Tax on investment income of foundation

The National Assembly would like to make it crystal clear that we do not
oppose those provisions of the bill addressed to real and specific problems in.
volving self-dealing, accumulation, unrelated business, and other such abuses
which were reported as involving a small number of foundations In fact we
regard those provisions as sound and decidedly In the public interest.

However, we do take strong exception to the proposal to tax foundation income
whether that tax be 5 percent, as originally proposed, 7% percent, as the bill
now calls for, or one tenth of one percent.We object primarily as a matter of principle. This Congress should preserve
the historical principle that churches, educational institutions, foundations and
other charitable institutions are ax-exempt. If the Congress imposes a tax of 7
percent or of two percent on one such institution, why not on all? If 7 % percent
this year, why not 10, 20, or 50% in later years? And if the Federal government
levies such taxes, why should not the states, counties and municipalities? We
object, too, because such a tax would be, in reality, a tax on just those institu-
tions and organizations which the House of Representatives, and, presumably,
this body specifically intends to exempt from taxation. A tax of 7% percent on
foundation income means, in fact, that churches, schools, hospitals, and volun-
tary organizations which receive foundation grants would receive 7 percent
less. The tax would be the same as a 7% Percent sales tax on gifts to such orga-
nizations. And, since foundation grants are often the basis of matching grants,
the adverse effect on foundation beneficiaries would be compounded.

We understand that the foundations are willing to accept the imposition of an
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annual filing or audit fee sufficient to defray the cost of federal supervision. If
so, of course, we could have no objection. But, If this is done, we would assume

it should apply not just to foundations but to all organizations which require

federal oversight to insure the proper discharge of the obligations they assume
in seeking preferential tax treatment. In any case, such a charge should not be

called and should not be a "tax."
In this connection, we should like to express our concern and register our

objections to those added limitations on foundation activities which are in this
bill but were not in the original proposals of the Department of the Treasury.
We understand that the foundations will be testifying on these matters in detail
on their own behalf and therefore will reserve our comment.

In closing, Mr. Chairman, we would like to express our appreciation to you
and the other members of the committee for this opportunity to present our
views on this most important legislation. Our comments have been carefully con-
sidered and reflect the serious concerns of the many organizations, well and
favorably known to all of you, which have authorized us to append their names
to this statement. We urge you to remove from the bill those provisions which
will adversely affect philanthropy and to champion our cause before the Senate
and in conference with the House. We believe that members of this committee
share the view that people should receive every encouragement to resolve their
problems through voluntary action and to turn to government, only when they
must. When that principle was tPreatened in 1938, this committee successfully
defended it. We ask you to do so again.

Thank you.

SCHEDULE A

The organizations listed below have specifically authorized The NatiOnal
Assembly to advise the Senate Committee on Finance that they concur in the
views expressed above and join in requesting the Committee to amend H.R. 13270
as suggested.

American Council for Nationalities Service
American Foundation for the Blind
American Jewish Committee
American Social Health Association
Big Brothers of America
Camp Fire Girls
Child Study Association of America
Child Welfare League of America
Council on ,Social Work Education
Family Service Association of America
Florence Crittenton Association of America
International Social Service, American Branch
National Association for Mental Health
National Association of Hearing and 'Speech Agencies
National Association for Retarded Children
National Association for Social Workers
National Committee on Employment of Youth of the National Child Labor

Committee .

National Conference of Social Welfare
National Council -of Jewish Women
National Council of the Young Men's Christian Association of the U.S.A.
National Council on Alcoholism
National Council on Crime and Delinquency
National Council on the Aging
National Federation of Settlements and Neighborhood Centers
National Public Relations Council of Health and Welfare Services
National Recreation and Park Association
National Society for the Prevention of Blindness
The Salvation Army
Social Work Vocational Bureau
The Volunteers of America
Travelers Aid Association of America
United Oommu~ity Funds ernd Councils of America, Inc.
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United Bias Service
United Health Foundations
United Seamen's Service
United service Organization
Young Women's Christian Association of the U.S.A.

The Boy Scouts of America join In the representations made with respect to
provisions affecting life income and gifts of appreciated property.

The CHAInmAN. Now, the next witness is Mr. Walter H. Wheeler,
Jr., president of the United Community Funds and Councils of
Ameica.

STATEMENT OF WALTER H. WHEELER, JR., PRESIDENT, UNITED
COMMUNITY FUNDS AND COUNCILS OF AMERICA; ACCOMPA-
NIED BY CHARLES SAMPSON, ASSOCIATE EXECUTIVE DIRECTOR,
AND HENRY WEBER, DIRECTOR, WASHINGTON OFFICE

Mr. WH=m Mr. Chairman, gentlemen, I am chairman of the
executive committee of a company called Pitney-Bowes. I am presi-
dent of the United Community Funds and Councils of America, and
I am accompanied by Mr. Charles Sampson, associate executive di-
rector, who handles technical matters for our national association, and
Mr. Henry Weber, director of our Washington office.

In a sense, we are the organization that does the fundraising and
the budgeting and the planning for the large majority, I think, of the
organizations that Mr. Silk, who just testified, represents. We repre-
sent 31,500 local, State, and national health and welfare agencies, sup-
ported by some 18 million United Way volunteers, 32 million individ-
uals, groups, and corporations contributing assistance to some 28 mil-
lion American families. In 1968, $755 million was raised but because
of our critical community needs and-in view of the administration's
request for increased voluntary action in health and welfare, the United
Funds are seeking to raise much more money.

Our objective is a billion dollars in United Way voluntary givings,
local voluntary campaigns are now starting in some 2,200 communities
throughout the Nation. We are deeply concerned by the somewhat
discouraging directions in which some of the proposals for new tax
legislation seem to be taking us. It seems to me that this great country
of ours is suffering from a pollution of the spirit brought about by
sophistication, complexities in modem life, suffering more from that
perhaps than from any other cause. And what we need more than
anything else is a restoration of the spirit of individual responsibility
on the part of all American citizens.

In recent years, business and industry have well begun to recognize
the sense of responsibility to help solve social problems which is in
their own long-range interests. Tax incentives have played a large
part in this as they do with individuals. We are moving together in
the Government-private partnership toward curing our ills. At this
moment it would be catastrophic to take any action which would in
any way discourage this. Rather, it should be encouraged.

We are in favor of tax reform, which would remove the burden of
taxes from the poor, give relief to the middle-income taxpayer, and
require everyone to pay his fair share of taxes. I believe in our zeal to
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plug every single possible loophole of tax evasion, we are in danger of
turning down the barn, or at least a part of it. for the sake of killing

a few mice. We can have no more absolute protection than we have in
many other areas without danger of encroaching on individual free-
dom and other desirable aspects of the American way of life.

We oppose tax revision proposals which would curtail, lessen, or
discourage charitable contributions. We do not believe it right or
necessary to realize tax reform at the expense of the poor and needy
or at the expense% of expanding voluntarism among our citizens. We
believe that Government encouragement of voluntary action in meet-
ing health and welfare needs should be increased and strengthened by
retaining the present and adding more incentives for charitable con-
tributions.

We believe that H.1. 13270, as presently drafted, contains provi-sions which would result in reduced charitable contributions. IWe rec-
ommend that no tax be levied on foundation income.. There are
instances where the whole foundation income goes to the United Fund
and many cases where large parts of it are so donated, both directly
and indirectly. Tax on foundation income would inevitably and seri-
ou lv cut into the United Funds income.

We recommend that no charitable contributions be included in an
allocation of deductions. Charitable contributions should remain pro-tected against tax. We further believe that the definition of a privatefoundation as contained in I.R. 13270 is ambiguous and should there-
fore be clarified. It could include some United Funds agencies, as now
written.

We believe that no tax should be levied on gifts of appreciated
property. The real value of the gift is its current value, not some lesser
amount. Gifts of appreciated property are a sizeable source of incometo United Funds. We had an instance in oue of our United Funds just
last week whert an old diap of about 85 or 90 years walked in and
handedI us $275,000 in securities. This is not uncommon.

We favor the increase in the allowable deduction from 30 )ercent
to 50 percent of the individual contributor but believe that its income-
producing potential for charitable organizations is minimal and wouldin no way make up for the harmful effects of other provisions in H.R.
13270.

The CHAMAN. May I ask you one question?
I read your statement and also the summary. May I just ask you one

question.
Su )pose we amended the House law this way, to say that anybody

who had a private foundation, if he is ready to give the money right
now to the united funds, to the community chest, to the orphan chiil-
dren's home or to a university or home for crippled children or homefor the blind, if he wants to give it now, no tax. In fact, we will add
10 percent to it, give him a 10 percent tax credit over and above thatso le pays nothing and gets the bonus, closes out the foundation andgives the money away. Would you object to that V

Mr. WHEELER. This would certainly meet our objection.
The CHAMMAN. Now, further having done that, we say if you don'twant to make that money speedily available to charity, leep it in your

8 8 - 8 65--69--pt. a-24
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own possession and have it to yourself and postpone indefinitely the
time this good will become available to the public, then you just pay
us some tax money on it and we with the tax money will do some of
the same good you don't feel like doing for the time being. How does
that appeal to you, for us to say, all right, Mr. Foundation, if you want
to give this money to charity or education, go ahead, and we will give
you a tax advantage, but if you don't want to give this, if you want to
hold it and invest it and postpone to some future date doing the good
we hope you will do some day, if you want to postpone that for the
future, pay us a tax for the privilege of postponing that.

Senator BE N Nr. May I ask a question?
Mr. WHEELEt. That sounds to me like an original
Senator BENNXETT. My question is, here is a charitable foundation

which has $5,000 to give to a community chest but it has $100,000 in
assets. Do you want that $100,000 in 1 year or wouldn't the con-
munity chest rather have $5,000 a year indefinitely?

The CHAIRMAN. That question is directed toward me. My thought is
if you -have in mind doing somebody good, doing some good for some-
body, the sooner the better. It is just that simple.

Senator BENN.ETT. Having been chairman of a community chest I
know the problems created when you get one single gift one year and
ha ve to go back in preceding years and try to make it up.

Mr. WHEELER. That is right.
Senator BENNEr. You are killing the goose instead of preserving the

opportunity for the future, so it isn't quite as simple, Mr. Chairman, as
you may feel at the moment.

The CHAIRMAN. Well, the reason that all this matter came up to
begin, with is that some of those geese are not laying any eggs to
bet-in with.

enator BEN-ETT. I think that is another problem.
Mr. WHEELER. Just to summarize, Mr. Chairman, I have been in this

kind of work all my life, locally and nationally, and I am tremendously
impressed with it and I really believe what I say, that the greatest sal-
vation of this country is increasing the individual's sense of responsi-
bilit, to carry his full share, and I just don't want to see anything done
vhiih will discourage that, particularly if it is done .hastily, and I am

inclined to think that it might be a gooal thing if you segregated all of
these questions that have to do with charitable contributions from the
rest. of the bill and looked at them separately.

The CHAIR A . Yes, sir.
Well, I am completely in accord with the fine work you are trying to

do with your group and the organizations you represent. I have con-
tributed to some of them, and may I say when I contributed, I didn't
contribute to make money out of it. I have tried to amend the law with
regard to some people who claim they have got a right to make money
out of contributing to charity. I think you ought to have a little bit of
desire to benefit somebody else when you give. Otherwise I don't see
what reward you expect to get in Heavan if you get a 50-percent profit
from doing it.

My only thought is that I would just like to see it handled in such
a way that we continue to give whatever incentive can be justified.
The House bill actually increases from 30 percent up to 50 percent,
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what can be deducted for gifts to your organization; is that not cor-
rect? And I think that is good.

I think that we ought to continue to provide al incentive for people
to make donations for charitable pt ,poses. And yet where this has
been abused by people who for their own selfish means have been able
to avoid paying their fair share of taxes and haven't done what was
intended to be done here at all, that shound be stopped.

Mr. WHEELER. That is perfectly true.
The CHAIN MAN. I think in the last analysis
Mr. WviiFnLF. But please don't burn down the barn, or any big part

of it.
The CHAIRMAN. If I have my way, we won't, but sometimes we have

to light a big fire in order to illuminate the atmosphere and see what
is going on.

"Mr. WHEELER. Thank you very much.
(Walter H. Wheeler's prepared statement follows:)

STATEMENT BY WALTER H. WHEFLER, JR., PRESIDENT, UNITED COMMUNITY FUNDS

AND COUNCILS OF AMERICA

SUMMARY

1. We are in favor of tax reform which will:
(a) remove the poor from the tax rolls:
(b) give relief to the middle-income taxpayer: and
(C) require that everyone pay his fair share In taxes.

2. We are opposed to tax revision proposals which would curtail, lessen or
discourage charitable contributions.

3. We do not believe It right or necessary to realize tax reform at the expense
of the poor and needy.

4. We believe that government encouragement of voluntary action in meeting
health and welfare needs should be increased and strengthened by retaining the
present and adding more incentives for charitable contributions.

5. We believe that H.R. 13270 contains provisions which would result in
reduced'charitable.contributio', and therefore recommend:

(a) that no tax be levied on foundaldfitiio0mIe; ....
(b) that no tax be imposed, either directly or indirectly, on appreciated

property contributed to charity; and
(c) that no charitable contributions be included In "Allocation of

Deductions".
6. We believe that the definition of a private foundation as contained in H.R.

13270 is ambiguous and should therefore be clarified.
7. We favor the increase in the allowable deduction from 30% to 50% for the

-individual contributor, but believe that its income producing potential for chari-
table organizations is minimal, and would in no way make up for the harmful
.effects of other provi sions in H.R. 13270.'

8. We recommend that those provisions of H.R. 13270 which relate to philan-
thropy, because of their complexities and in view of their injurious, though per-
haps unintended, effects on charitable contributions, be removed from the Bill
and referred for further study.

Mr. Chairman and Members of the Committee:
I am appearing before you as volunteer president of the national association

-of United Funds, Community Chests, United Crusades, etc., and the Community
Health and Welfare Councils.

These United Community Campaigns are now in progress throughout the
-country. They provide support for 31,500 local, state and national health and
welfare agencies. These voluntary organizations provided assistance to 28 mil-
lion American families in 1968.

Last year $755 million was raised. This year, because of our critical com-
inunity needs, and in view of the President's request for increased voluntary
action In health and welfare, United Funds are seeking much more money. Our
near-term objective Is to raise the level of annual United Way voluntary giving
to the billion dollar level.



2132

I have come here today because we are deeply concerned by the undesirable
direction in which some of the proposals for new tax legislation seem to be
taking us.

In behalf of the 18 million United Way volunteers who freely give of their
time and talents and the 32 million Individuals, groups and corporations who
voluntarily contribute their money, we wish to register our concern that no harm
shall be done to the traditional policy of encouragement by the government of
the United States for voluntary humanitarian service, as carried on by these
United Way Funds and agencies.

It has always been the policy of our government to encourage charitable giving
by providing incentives to donors. For the first time in the history of our country.
it seems that government is turning its back on private philanthropy and is con-
sidering the establishment of impediments to charitable giving.

I wish to make it completely clear that we applaud the desire of the Congre.s
to remove millions of the poor from the tax rolls, to lighten the burden of the
hard pressed middle-Income tax payer, and to make sure that no one escapes pay-
ing his fair share for the support of his government.

We are for all these benefits. But we do not think it should be necess-try to
realize such benefits at the expense of health and welfare services which eineflt
the poor and all our citizens. We wish to make sure that the voluntary financial
support for meeting the community's social needs is not undercut.

Certain provisions of the Tax Reform Act of 1969. II.R. 13270 as passed hy
the House, would have the Immediate effect of reducing gifts to United Funld.
The ultimate result would be a cutback In rehabilitation work with the handi-
capped, fewer children of working mothers cared for by day nurseries, less rec.
reational centers for the aging and reduced opportunities for disadvantaged
people of all ages, in the central city, and in the entire community. Eventually,
this would lead to demands by the needy upon government as the last resort for
their assistance.

There are other aspects of H.R. 13270 which appear to nibble away at rpducing
the vitality of the voluntary sector. Because of the complexity of some of these
Items, and because of the great many issues contained in the House Bill which
do not relate to philanthropy, we recommend that those provisions which do
affect philanthropy be set aside from the present House Bill and referred for
further study as to their implications upon charitable giving and their effect upon
the voluntary heritage of the American people.

We are especially concerned with the following items contained in H.R.
13270:

1. One of the provisions which would result in direct loss in United Fund con-
tributions is the 71A% tax on foundation Income. There are instances where
United Funds have been receiving some or all of the income realized annually
by foundations as a regular contribution to their yearly campaign. Any tax on
foundation income would be a direct cut for the United Fund and the dependent
human care services.

We strongly feel that no tax be made on the income of foundations. Not only
would such a tax be taken out of charitable contributions, but it would set a
precedent violating the traditional attitude of our government toward the en-
couragement of philanthropic effort.

2. We believe that no tax should be levied on charitable contribution. of ap-
precated property. The donor of such property voluntarily foregoes receipt of
such gain for his personal benefit and the value of the property to the charitable
organization is its current value, not some lesser value. To give the donor credit
for the full value of his donation is an important means of encouraging greater
support for charitable activities.

In regard to H.R. 13270, we recommend that the provision which would include
appreciation of such property in the Limit on Tax Preferences and the Allocation
of Deductions be deleted. It is inconsistent with the fact that the H.R. 13270
exempts direct tax on gifts of appreciated property to United Funds and member
agencies.

3. Another provision In I.. 13270 which would tend to hinder rather than to
encourage donations to charity is one which requires the inclusion of charitable
contribution deductions as items subject to allocation under the "Allocation of
Lbductions" procedure. The charitable contribution, is not comparable to the
mandatory expenditures comprising the other Itemizations and we urge its dele-
tion. This could be accomplished by deleting the phrase reading, "Section 170
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relating to charitable contributions" which is designated as I.R.C. Section 277
(c) (1) (A) (iv).

4. The definition of a private foundation in H.R. 13270 is so broad and of such
ambiguity as to raise questions whether or not some publicly support-'l, operating
charitable organization such as United Funds and their member agencies would
be classified as private foundations. We recommend that this definition be clarified
or revised so that United Funds and their member agencies are clearly excluded
from the definition of private foundations.

5. We commend the intent to encourage donations to charity indicated by that
provision of H.R. 13270 which increases the limit on the deductibility of indi-
vidual charitable contributions (subject to certain limitations) from the present
30 percent to 50 percent of a taxpayer's contribution base.

In the Report of the House of Representatives Ways and Means Committee
on H.R. 13270, it is stated that, "It is believed that the increase In the limitation
will benefit taxpayers who donate substantial portions of their Income to charity
and for whom the Incentive effect of the deduction is strong."

However, the Internal Revenue Service statistical reports on individual income
tax returns indicate that the total of all contributions to charity for which
deductions vere claimed represented an average of 3.1 percent of adjusted gross
income. Individuals with Incomes from $20,000 to $50,000 averaged 2.8 percent
in donations. In 'the $50,000 to $100,000 income group, the percentage of itemized
charitable contributions averaged 3.3 percent. Even for individuals with incomes
exc(e(,ding $500,000, the average of charitable contributions amounted to only 10.7
percent. This is far short of the 30 percent presently allowed. Therefore, -we
do not believe that an increase to 50 percent in the ceiling of allowable deduction
credit would result in any immediate substantial increase in United Fund income.
Since this provision has been cited by some as a balancing factor to compensate
for the losses in contributions income to charities, we wish to state our beef that
in no way would this provision make up for the harnmful effects of the provisions
to which we object.

In conclusion, I wish to thank the Chairman and Members of the Committee
for giving us this opportunity to express our views on this important matter.

The CHAIMAN. Now, the next witness is Kyran McGrath, direc-
tor of the American Association of Museums. At this point in the rec-
ord, let me insert a letter addressed to Senator Fannlnby Mr. Edward
Jacobson. He asked that it appear as the committee begins to hear
witnesses representing the museumns.

(The letter referred to follows:)
PHOF.NIX, Amz., September 12. 1969.

Re: Relationship of proposed changes In Federal Income Taxes to small museums
senate Ofleo Building,
Senator PAUL FANNIN,
Washington, D.C.

DEAR SENATOR FANNIN: On behalf of the two FIoenix Museums (the Phoenix
Art Museum and the Heard Museum of Anthropology and Indian Art), I want
to express serious concern over two proposed changes in Federal Income Tax
Laws as they relate to small museums. Those changes are: (1) the 7I/?' tax on
a museum's Investment income and. even more importantly, (2) the application
of the income tax to gifts to museums.

SUJM MARY

The effect, especially of proposal (2), will be to keel) the great art and antbro-
pological treasures of our culture in private hands and away from the public,
and, to seriously cripple or prevent the growth of the collections of smaller
museums.

To understand why these results are inevitable, there are a few MI'SEUM,6
FACTS and a few TAX FACTS which must be understood.

MUSEUM FACTS

1. The Phoenix Art Museum operates on a total budget of less than $200.000
a year and the Heard Museum of Anthropology and Indian Art operates on a
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total budget of less than $100,000 a year. In both cases, most of the budget goes
for salaries and maintenance. In neither case are there more than pennies (if
any) for acquisitions. I understand this to be the situation existing lit most
small museums In the country.

2. The budgets for our two Museums are raised by small contributions averag.
ing less than $50 apiece from private citizens in the Phoenix area.

3. Rarely can small museutims afford to malne significant additions to their col-
lections by purchase. Thus, over 98% in value-of. thepresent collections of both
Phoenix. museums-is the result of gifts from private donors. If these collections
are to grow, this same pattern (gifts) will have to continue in the future.

4. Both museums are attempting to build endowment funds which will gen.
rate some operating monies for future years. At this point both funds are small
and the income therefrom is minuscule.

TAX FACTS

5. Under present tar laws, if you purchased an Andrew Wyeth painting niany
years ago for $10,000 now worth $40,000 and chose to give it to the Phoenix Art
Museum, you could get a .$40,000 tax deduction as the result of your gift.

6. Under the proposed tax. laws. you would have three choices:
(a) You could give the painting to the Phoenix Art Museum deducting only

your cost of $10,000 and pay no taz. Thus you would lose the benefit of $30,000
of appreciated value.

( b) You could give the paintlng.to the Phoenix Art Museum taking a chari-
table deduction for its true market value of $40,000, but, the $30,000 increase in
value would be added to your income for income tax purposes.

(c) You could will the painting to the Museum or to a relative or friend. If
you took the latter course, after you dled, the relative or friend would acquire
the painting by Inheritance at Its market value ($40,000). The relative or friend
could then give the painting to the Phoenix Art Museum, take the full $40,000
charitable deduction and pay no tax.

Prom the Museum's point of view and from the point of view of the public
who would like to see that painting, the unfortunate result 4s that the gift at
least tould be delayed and, perhaps, might never be made.

7. Under present taX laws, if many years ago you purchased a block of Valley
Bank Stock for $10,000 which today is worth $40,000 and you would like to give
It to the Museum, you could take a $40,000 charitable deduction and pay no tax
on the appreciated value of the stock.

8. Under proposed tax laws, you could still make the gift and take the deduc-
tion and suffer no tax consequences, provided at least 50% of your income was
subject to taxation. In computing the 50%, however, the $30,000 appreciation in
that stock would be considered as Income. Again, however, you could will that
stock to the Museum or to a relative or friend. And, in the latter event,,that rela-
tive or friend would inherit the stock at its true market value ($40,000) and
would be able to make the gift to the Museum, taking the full $40,000 deduction
and paying no tax.

Once again, the result is obvious, and, from the point of view of small rn useunts,
disastrous. The gift, at least, Will be postponed, and, may never be made.

CONCLUSION

Under the proposed revisions, the owner of art or stock still could take advan-
tage of the appreciated value without changed tax consequences. But, to do so,
his gifts to museums either would be seriously delayed (until his death), or,
perhaps, never made. It will be the museums, and, therefore, the public who will
suffer.

It is respectfully submitted that this Is not a reasonable approach.
Sincerely,

EDWARD JACOBSON.

Senator CuRTs. Mr. Chairman I have a statement by Mr. James B.
Shaeffer. ciairnan of the Nebraska Museums Conference, that I
would like placed in the record at this point.

The CHAIRMAN. Without objection.
(The statement of Mr. Schaeffer follows:)
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PREPARED STATEMENT OF AIR. JAMES B. SHAEFFER

The Mountain Plains Museum Conference of which the Nebraska Museum Con-
ference is a member has recently held discussion on the provisions of the tax
reform bill HR 13270, which was passed by the House and is pending in the Sen-
ate, as it affects museums. In turn, the executive committee of the Nebraska
MuseUm Conference-has met and discussed this legislation as it will affect the 100
or more museums in Nebraska.

The Nebraska Museums Conference feels that the provisions of the Tax Reform
Bill HR 13270 in its present form which requires all donations of tangible property
to be assessed a capital gains tax on appreciated value will undermine private sup-
port of all museums in Nebraska. Its effects will be especially harmful to the
majority of museums iIn Nebraska which are small hisorical society museums
supported solely 'by private donations of land, buildings and operating funds.
While all museums operate under very restrictive financial limitations, ,the smaller
museums are generally ineligible for grants, or other forms of public support to
the extent that they depend mostly on local private donations. Most museums get
their start by a donation of land, an old building and the collections of local per-
sons. Under the present bill, if these relatively small gifts become taxable, the
incentive for such donations will evaporate. To a greater or lesser degree this
situation applies to all museums in the state.

Of concern to the larger museums is the effect of this fiscal policy in the matter
of their collections. The large collections amassed by individuals end the rare,
e1njkisive, and unusual items collected by' individuals usually have, in the past,
ended in museums. The present bill in effect taxes this foresightedness of collectors
and will force them or their estates to put these objects on the open market and
auction them to the highest bidder in order to offset the capital gains tax on their
appreciated values. Museums generally do not have sufficient acquisition funds to
successfully compete in public auctions.

The situations cited apply to all types of museums, art museum, science muse-
ums, and history museums. The proposed legislation revises a tradition as old as
the Constitution wherein private support of cultural institutions, both public and
private had 'been sought and encouraged.

The present provisions in HR 13270 are punitive to donors, to museums, and to
cultural institutions in general and is not the type of legislation to encourage
public giving. More incentives, not less, are needed to encourage private donors to
support cultural institutions. The Nebraska museums are therefore opposed to the
present provisions of HR 13270 as they affect donations to publicly used cultural
institutions.

The CUATRMA'N. Mr. M.cGrath.

STATEMENT OF KYRAN M. McGRATH, DIRECTOR, AMERICAN
ASSOCIATION OF MUSEUMS

Mfr. McGIIATII. Thank you, Seitator. I will try to he brief.
I am here to testify an'd provide information regarding the effects

of the Tax Reforn Act of 1969 on miuseumfs in three principal areas-
the appreciated value of donated, tangible, l)ersonal property: the
7 -percent tax on private foundations as they relate, to privately
supported museums; and third, the charitable contribution limits for
privately supported museums as compared to publicly supported
museums.

As to the tax on appreciated tangible, personal property, the more
valuable the public interest is in an object, the more reason it should
be brought into the public museums where it will be properly cared
for and properly exhibited to the public. Ninety l)ercent of the mu-
seums in America are barely able to operate with'their expenses, much
less have funds left over for acquisitions.

Last year, museums received over 560 million visits from the public.
This indicated they are very much in the minds of the public, very
much in the public forum, and we hope in the public interest to have
them continued and expanded.
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The CHAIM N. Mr. McGrath.
As to the 71/2..percent tax being applied to private foundations, the

definition contained in H.R. 13270 would include a number of pri-
vately supported museums as private foundations. This would then
apply the 71/-percent tax on the endowment income of these pri-
vately supported museums. Ninety percent of the museums don't have
money left over, and a 714-percent tax, even a 2-percent tax as
indicated by the administration, would be quite a burden to them and
would result in a commensurate decline in the services to the public.

The charitable contribution limits for privately supported museums
as compared to publicly supported museums work a hardship on those
museums which by nature of the private nature of that support are
unable to qualify under 107(b). of the existing code. The difference at
present is between 20- and 80-percent deduction limitation. The differ-
ence under F.R. 13270 would go up to 50 percent or a total of 30
percent distinction.

We would hope that the committee would consider that if a museum
is privately supported and otherwise unable to meet the definition of
170(b), at least if it would qualify as an operating foundation devot-
ing substantially all of its assets to operating the museum, open to
the public and on a regularly schedule basis, that then this distinction
between 20 and 50 percent would be removed. This really contains
the body. I could go on at length, but I won't.

Museums will drown in their own success and the public will suffo-
cate them unless the public is willing to assist them through public
appropriations or tax support.

Mindful of the patience and hunger that is stalking all of us at
this time, and unless you have further questions. I will conclude.

Senator BFwNm-r. May I ask one question?
Would you feel that the distinction between private and public

museums should be removed and that museums should be so defined
that they all fall in the same class?

Mr. McGRATH. Yes. This would be the ideal, of course. The value
to the public is identical and the public can't tell when they walk into
one museum or another whether or not its financial support comes from
private or other resources. The test should be in the service to the
public.

Senator BE.NEFrT. The definition should be based on its availability
to the public rather than on the source of its income.

Mr. 1MNCOATII. Yes.
Senator BENN-r. Aren't there some public museums that are also

privately supported?
Mr. MCGRATH. There are some public museums that because they

have obtained or have been the recipients of, say, in one shot, a very
valuable contribution, let's say one person donates or leaves in his
will a bequest, a lot of money, that amount of money may be so high
that it can throw the proportion or the formula for its meeting the
170(b) formula out of kilter and it will then fail to qualify as a
publicly supported charity, whereas it did the year before.

Senator BENNETr. No further questions.
The CHAIRMAN. Thank you very much for a good statement.
(Kyran M. McGrath's prepared statement follows:)
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PREPARED STATEMENT OF KYRAN .M1. MCGRATU

Mr. Chairman, I am happy to appear today and provide information regarding
the effects the Tax Reform Act of 1969 would have on museums, as you requested
in your letter of August 26, 1969, in three principal areas:

1. The appreciated value of donated, tangible, personal property.
2. The 7%, tax on private foundations as they relate to privately supported

museums.
3. The charitable contribution limits for privately supported museums as

compared to public supported museums.
As a brief introduction, the American Association of Museums was formed in

1906 as a national organization to represent museums and promote them as
cultural and educational centers in the United States. Over 1,065 museums belong
to the Association. They represent the three major disciplines within the museum
profession: art, history, and science, as well as children's museums, university
and college museums, planetariums, and general museums which combine oper-
ations among these disciplines.

APPRECIATED VALUE OF DONATED, TANGIBLE, PERSONAL PROPERTY

H.R. 13270 applies a tax consequence on the appreciated value of donated,
tangible, personal property. According to the August 2, 1969 accompanying report
issued by the House Committee on Ways and Means, donations of paintings and
other objects were cited as some of the items frequently given to charities and
that some of these items had appreciated In value. True, and usually the apprecia-
tion was due to the public acceptance of the item as something of artistic, his.
toric, or scientific value. The more valuable, the more the public interest in it
and the more reason it should be brought into the public forum such as in a
museum where it will be properly cared for and adequately exhibited. As I Indi-
cate below, 90% of museums are barely able to meet operating costs and have no
funds left over for acquisitions. These museums depend on donations and gifts
for acquisition of the objects exhibited to the public.

Two weeks ago, I attended the annual meeting of the Mountain Plains Museums
Conference in Canyon, Texas. Professional museum personnel from Montana to
Texas met in the Panhandle Plains Historical Museum. That museum has excel-
lent, valuable exhibits on American history as it unfolded on the Plains states.
The director, C. Boone McClure, told me every item in that museum had been
donated and that no funds existed in his budget, past or present, for acquisition.
The value of exhibits like that are not in the dollar amount they may bring in
the open market. The value in that case is In the object itself, as an object of
historic Importance. H.R. 13270 appears to treat such objects is of commercial
value only, requiring the donor to choose between deducting the cost to him or
the fair market value provided he include the appreciation in his income.

Last year museums received over 560 million visits from the public. These visits
were made to view the exhibits on display and learn from them. Exhibits consist
of 1) objects of art, such as paintings and sculpture, 2) objects of historical sig-
nificance ranging from tools and equipment used by our forefathers, to the res-
toration of buildings notable in our national heritage, and 3) objects of scientific
value such as systematic collections involving biological specimens, anthropology,
zoology, botany, to more singular scientific exhibits such as those depicting heart
transplants, space technology, and basic principles of physics. The objects ex-
hibited in American museums have become extremely popular to Americans, as
evidenced by the skyrocketing attendance figures in recent years. The demand of
museum visitors for more and more cultural and educational value in exhibits has
placed a tremendous burden on museums to Improve upon the quality of exhibits.
This means that museums are constantly seeking new acquisitions to meet these
demands and further extend the educational value of the displays and the quality
of exhibits.

THE Tj PERCENT TAX ON PRIVATE FOUNDATIONS WOULD APPLY TO MANY PRIVATELY
SUPPORTED MUSEUMS

The bill, in its 'present form, would apply a tax of 71/% to private foundations.
The definition of a private foundation, contained in section 509 (page 15 of the
bill) would Include many museums. The lMuseums which would be included are
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those which do not qualify under section 170(b) as publicly supported charities
and which receive most of their income from private endowment Income. I can.
not speak with knowledge on the private foundations, but I can state that many
of the museums in America were established by wealthy individuals who wanted
to benefit the public in their communities by building a museum to serve the cul-
tural and educational needs of the people living there. These museums are non-
profit, open to the public on a regular schedule, professionally operated, and
exist to serve the public. The fact that the generosity which created them out-
strips the formula expressed on pages .15 and 16 of the bill should not deny their
value to the Public.

A tax of 71/a%, or even 2% as proposed two weeks ago by the Administration,
cn the investment or endowment income of these museums would work a very
severe hardship. This is a critical matter. Up to 90% of museums are barely able
to meet their increasing costs and do not have money left over for acquisitions.
Thik bill, as it now stands, would apply a 7 % tax on their already inadequate
endowment incomes. The result will have to be an equal reduction in operations
and services to the public at a time when the public demands on museums are
skyrocketing.

Those museums which are publicly supported or which can otherwise meet the
formula in section 509 of the bQll would not be affected by this new tax. But those
museums which receive more than one third of their Income from endowments
would be affected. We are concerned that the test applied by the House looks to
the source of funds for museums rather than to the educational tand cultural
services they offer the public.

Congreasmnan Brademas said August 7, 1969: "Mr. Chairman, the test for
equitable tax treatment of America's museums by the Federal Government should
not rest on the source of funds so much as on the museum's service to the public.
By treating museums for tax purposes like private foundations, this bill will add
further to the burdens of museums located in cities which are not able to afford
financial assistance for museum operations So I ask the questions, Mr. Chairman:
Is the museum a qualified, non-profit institution, professionally staffed, -making
it- exhibits available to the public on a regular schedule? If so, then it should be
treated as a public charitable institution and specifically included in the appro-
priate provisions of H.R. 13270."

THE CHARITABLE CONTRIBUTION LIMITS FOR PRIVATELY SUPPORTED MUSEUMS AS
COMPARED TO PUBLICLY SUPPORTED MUSEUMS 0

The bill as it passed the House of Representatives provides different treatment
regarding charitable contributions between publicly supported museums which
qualify under section 170(b) (1) (B) and privately supported museums which do
not qualify. At present, 170(b) museums (publicly supported charities) are able
to offer individual contributors a charitable deduction up to 30% of adjusted
gross income. H.R. 13270 would Increase this to a total of 509. Also, at present,
those museums which do not qualify under section 170(b), usually by reason of
their private support, are only able to offer up to 20% to a prospective donor on a
charitable contribution.

This distinction in limitations discriminates against privately supported mu-
seums. If anything, it places them in a handicapped position in the competition
for private donations. These museums must compete with universities, colleges,
hospitals, as well as publicly supported museums. Privately supported museums
can only offer a donor a 20% charitable contribution, whereas, the other cate-
gories can offer up to 50%. If there is concern that some individuals might use
such a museum to shelter personal income, and until a professional and proven
sy-tem of museum accreditation is In effect, perhaps the fact that a privately
supported museum might be able to meet the qualifications for an operating
foundation under section 4942(j) (3) of the bill (p. 33) would suffice to assure
that the organization is otherwise functioning for the public good and thereby
entitled to the full 50% standing regarding charitable contributions. However,
it is not at all clear as the definition of operating foundation now stands, that
many privately supported museums would be able to qualify. This confusion
centers on what definition is given the term "assets", under 4942(j) (3) (B) (1)
and whether more than half of a total endowment or the endowment Income must
be devoted to the specified activitEi.

The service to the public may be and in many cases is identical: the museum
is open to the public; it is answerable to a board of trustees responsible for seeing
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that it is operated for the cultural and educational advantages of the public;
and it provides a genuine public service. One other item is usually identical with
publicly supported museums: both types of museums are invariably desperate
for money, and in 90% of the time, are totally dependent upon private donations
for acquisition.

The concern that taxpayers will escape any taxation by way of such donations
would be met by the House action to remove the unlimited feature of the chari-
table contribution provision to assure that at least 50% of a person's income
would be included in his taxable income.

This is a very -serious question to the entire- museum profession, and especially
to those privately supported museums. There are many of them in practically
every state, and they are dependent, totally dependent upon private donations
for their continued existence.

RISING COSTS OF OPERATION HAVE ERODED FINANCIAL STABILITY OF MUSEUMS

For years, the public was complacent that museums were operating quite well
on their endowment incomes. But this complacency was shattered with the report
submitted to the Federal Council on the Arts and the Humanities last November:
America'8 Mmseum: The Belmont Report. The Belmont Report described the
effects of inflation and increasing attendance demands for more service. Op-
erating costs had climbed much higher than endowment incomes were able to
meet. Additional revenues had to be found from both public and private sources.
This would be a weak argument if only a small seginnt of the public was con-
cerned. But the United States Office of Education figures confirm 560,000,000 mu-
seum visits last year in the United -tates, indicating a large percentage of our
public is involved. This study also showed that of 2,889 museums surveyed,
1,419 were wholly financed by private contributions. If there is doubt that the pri-
vately supported museums were not substantially involved in these 560,000,000
visits, more than 264,000,000 visits were made to privately supported museums.

Museums will drown In their own success, the public will suffocate them unless
the public is willing to assist them directly through public appropriations or in-
directly through tax encouragement of private support.

The CHAIRMAN. We will next hear from Mr. H. Stewart Dunn, Jr.,
on behalf of the Longwood Foundation.

Mr. Dunn, I am sorry that we cannot -put in the record-
Senator BENNETr. Didn't Mr. Rathbone come? He is the next in line.
The CHAIRMAN. I am sorry. There 'has been a mistake here.
May I offer you my apologies, Mr. Rathbone. In checking off the list

here, - jum over ou:
Will you please take the stand.
Please excuse me, Mr. Dunn. I called you prematurely. I have been

looking over your brochure ,for your -foundation work.
I would like to place in the record at this point a letter from Mr.

James Biddle, president of the National Trust for Historic Preserva-
tion. He supports your position Mr. Rathbone.

NATIONAL TRUST FOR HISTORIC- PRESERVATION,
Washington, D.C., August 26, 1969.

Senate Committee on Pinatoe,
New tSenate 0"fc Building,
Washington, D.A.

DEA Sis: As President of the National Trust, I wish to register my
support of the position taken by Perry T. Rathbone, President of the Association
of Art Museum Directors, in his letter to you of August 21, 1969.

The Trust and its member organizations, which are concerned with the preser-
vation of historic and cultural sites, structures, and objects, are greatly concerned
with the adverse effect certain provisions of H.R. 13270, as passed by the House
Ways and Means Committee will have on future gifts of historic and cultural
objects to the historic and cultural museums, as well as the art museums, of
this country.
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This letter will also confirm Mr. Rathbone's statement that the National Trust
is Joining with the Association of Art Museum Directors and others in con-
solidating its oral testimony in opposition to the above described portions of
H.R. 1n27O.

Sincerely,
JAMEs BIDDLE,

President.

STATEMENT OF PERRY T. RATHB01QE, PRESIDENT, ASSOCIATION
OF ART MUSEUM DIRECTORS; ACCOMPANIED BY DR. SHERMAN
E. LEE, DIRECTOR, CLEVELAND MUSEUM OF ART; AND THOMAS
P. F. HOVING, DIRECTOR, THE METROPOLITAN MUSEUM OF ART,
NEW YORK

Mr. RATmaoxz. I appear on behalf of the Association of Art Museum
Directors. This is a non-profit educational corporation representing
66 major art museums situated all over the United States. I am presi-
dent of that organization and director of the Museum of Fine Arts at
Boston. I also have the pleasure of representing the College Art Asso-
ciation of America, a non-profit educational organization representing
the departments of art and art history in over a thousand colleges and
universities and their museums situated across the United States.
Finally, I also represent the National Trust for Historic Preservation,
a -non-profit educational corporation supported by ,public contributions
dedicated to the saving of great historic shrines. I have with me Dr.
Sherman E. Lee, director of the Cleveland Museum of Art, former
president of the Association of Art Museum Directors and a member of
the Internal Revenue Service Art Advisory Panel, and Thomas P. F.
Moving, director of The Metropolitan Museum of Art in New York
City and chairman of the Finance Committee of the Association of Art
MVuseum Directors. We appreciate this opportunity to appear before
the committee because it gives us the proper and responsible forum to
underscore our firm belief that the continuing beneficial growth of the
collections of thousands of the art museums in this country will be
severely damaged by proposed section 201 (c) of H.R. 13270 insofar as
it would add section 170(e) (2) (B), which proposes a tax on gifts of
tangible personal property to non-profit institutions, to the Internal
Revenue Code.

You have heard from other organizations, and in particular the
American Association of Museums, regarding the proposed tax legis-
lation. I would like to say that all three of us are members of the
American Association of Museums and totally and vigorously support
their stated position.

I. BACKGROUND

The visual arts have played a long and honorable part in the history
of the United States. From Copley's -portraits of the prerevolutionary
New England great, through Trumbull and Stuart with their record
of battle and of the faces of the patroits, especially of Washington,
through the record of the American wilderness by the "Hudson River
School", through Vinslow Homer and his record of the Civil War, to
the rise of American art to levels of international recognition and
respect, the visual arts have been an integral part of American life.
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Historic shrines such as Mount Vernon, Monticello, and the Alamo
have shared in producing this cultural heritage.

It is a singular fact among nations that this artistic heritage has
been preserved by private patronage and private enterprise. The Fed-
eral Government has consciously and historically encouraged private
patronage of arts ad letters rather than directly subsidizing these
activities. The first museums in this country in Philadelphia, Balti-
more, Hartford, Boston, and New York were the result of private re-
sponsibility and individual generosity. In great part, this was possible
because of the large incomes and fortunes that were granted before the
introduction of the income tax in 1913. One needs only to cite the name
of J. P. Morgan and the size and quality of his great collection,
amassed in the early 20th century and then given to museums and a
library in New York and Hartford for the education and enjoyment
of the American people, to understand the enormous scope for the col-
lector-philanthropist before the coming of the income tax.

With this tax, one might have expected the flow of works of art
into collections and then into the public domain to decline, even to
cease altogether. Such was not the case, for the wisdom of the govern-
inent has provided, since 1917, that incentives for private giving to
the public domain be a part of the tax structure, as it has also since
1909 provided for the free entry of works of art imported into this
country. The basic concept was to encourage the taxpayer to give to
institutions serving the general public by being able to deduct the
value of his gift, whether of cash, intangibles or tangible works of
art, from his income for purposes of tax calculations. This enlightened
policy proved to be a much needed boon to the museums and other
educational institutions of the United States. The tremendous achieve-
ments in education qiid .h growth of the collections of American
museums have ber.n a direct result of this policy.

II. THE MUSEUM WORLD TODAY-THE UNITED STATES VERSUS EUROPE

These results rre well known and much'envied by the state-controlled
and stiate-suppcrted museums of Europe, which do not enjoy compar-
able private philanthropic support. To many of the world-renowned
museums of europe the prospect of tax incentives for art donations
would be greeted with jubilation. Indeed, several years ago the French
MiNistry of Culture initiated the first steps to provide such a truc-
ture 'of'giving, citing at length the example of America. Look at the
re4.ord of history. The great museums of Europe--the Louvre in Paris,
the Prado in Madrid, the Uffizi in Florence, the Hermitage in Lenin-
grad--performed the vast majority of their collecting much more than
a century ago by nationalizing private, princely, royal or imperial col-
kections. Since that initial gathering together, their collecting has been
far, far less than that of museums in the United States. rhere'is indeed
no comparison in the growths of the collections of Europe and those
of America in the last 50 years. One of the incontrovertible and
readily self -evident reasons for this extraordinary flourishing in Amer-
ica as opposed to the dormancy of Europe is the beneficial government
support of our museums by tax incentive concerning works of art. This
system-rooted in democratic principles and in the system of free en-
terprise--must not be jeopardized.
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There is no denying that the growth of the collection- of our nm-
seums and historic shrines from the time of the First Vorld War to the
present has been the admiration of the world. The majority of works
in the museums of Washington, New York, Chicago, Fort Worth,
Tulsa, Los Angeles and the vast majority of other such institutions
throughout the country are seen by the public because of private giving
encouraged by the past. income tax laws. Purely disinterested giving
is admirable but must be supplemented by other ii :ntivis. Just as
other giving involving the public good, such as the donation of securi-
ties, needs fiscal incentives, so does the giving of cultural property. It
makes little sense to permit the full deduction of a gift. of an historic
house and securities for its maintenance when no provision for such
deduction is made for its equally important contents. But this is just
what. the bill prescribes.

The very institutions that legitimately recei i e these gifts are largely
privately supported through longstanding endowments or continued
giving during the life of the donor. Such notable art museums as those
in Boston, the Frick Collection -and tbe Morgan Librry in'New'York,
the Cleveland Museum of Art. the Toledo Art Museum, the Nelson Art
Gallery in Kansas City and the Huntington Library and Art Gallery
in southern California-as well as the more than 1,000 historical soci-
etles throughout the country, all members of the National Trust for
Historic Preservation--are completely dependent on gifts and private
support -Oithout direct government sbsidy. But these institutions -are
all open to the public and present extensive exhibitions and educational
programs, all without direct expense to the municipality, State or
Nation.

Museums such as the Metropolitan Museum of Art, the Art Institute
of Chicago, the Philadelphia Museum of Art, the Dallas Art Museum,
the Los, Angeles County -Museum and. the-Seattle Art Museum, while
they receive local government support to some degree, rely primarily
on private funds and gifts for their continued services and develol-
ment, and entirely on private sources for their acquisitions.

Indeed, there is no more fitting example of public and private co-
operation than our own great National Gallery. This is maintained by
the Federal Government, but even this great institution would exist
as an empty shell were it not for the private gifts of works of art,
adorning its walls, which were given by a relatively small number of
public-spirited citizens. Though only 35 years of age, the National
Gallery has already taken its place as an institution in which every
citizen can take justifiable pride, largely because of private giving of
tangible property, works of art, high in quality and large in number.

III. TIE PROPOSED BILL AND TIlE DAMAGE THREATENED

It is now proposed in the current bill, H.R. 13270, to cancel the
existing tax incentives to giving works of art. At the same time. tax
incentives to gifts of intangible p1ol)erty-stocks, bonds, securities-
would be preserved and reaffirmed. Thus, while quite propxerly rurt-
Ferving the lifeblood of universities and colleges, the lifeblood of
equally deserving educational institutions, museums, is summarily cut
off. In the world of art and culture., the damage will be prolonged and
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catastrophic, out of all proportion to the relatively small fiscal return
to the Federal Government.

The official figures, cited by Mr. Edwin Cohen, Assistant Secretary
of the Treasury,' tell the story. In 19 6, $9 billion, including tailgible
and intangible property, was given to all tax-exempt institutions. Of
this amount, appreciated tangible property accounted for about $760
million, or approximately 8 percent. Of this 8 percent, the IRS esti-
mates that not more than $50 million involved the giving of works
or art, or about 7 percent of the 8 percent of the whole; in other words,
about one-half of 1 percent of charitable giving.

While one cannot accurately estimate the actual tax realized by the
Government, it would surely be small in Federal terms. The impor-
tance of the cultural value to the American people represented by this
giving, on the other hand, is immense. Indeed in most cases this giving
represents nothing less than the continued life and growth of the mu-
seums' permanent collections open to the general public. In 1968, for
example, over 60 percent of the acquisitions of the Metropolitan Mu-
seum of Art were by private gifts given during the lifetime of the
donor; at the Museun of Fine Arts in Boston, the figure was 42 per-
cent. One of the most dramatic instances of this preponderance of
private giving is that of the two museums in Phoenix, Ariz., the Art
Museum and the Heard Museum of Anthropology and Indian Art:
over 98 percent of the value of their collections is accounted for by
:private gifts.

It requires no extraordinary imagination to envisage what will hap-
pen, if this tradition is destroyed, to the collections of existing nm-
seums. They will stagnate and, once dormant, will become less and less
capable of betterment. If this should occur, future generations will
pass harsh judgment upon us. The situation will be even worse for the
younger museums, many of them being built by public fmds, such as
the new art museums of the State University of New York at Pur-
chase, the Museum of the University of Nebraska, or those j list finished
in Oakland, Calif., and the University of Wisconsin in Madison. Some
will not even have the opportunity to stagnate, since their collections
will not be given the chance to begin to grow.

Even graver consequences may follow. Works that might have en-
tered the public domain by gift will inevitably appear on the world
market, some to be sold abroad without hindrance since, unlike most
European countries, the United. States does not regulate the exporta-
tion of cultural property. Increased state subsidies for museums in
England and France, for example, pose an immediate and concrete
threat to America's position among those nations participating in the
art world.

We, as museum directors, feel it our responsibility to point out that
nations have later only looked back with regret on those periods in
their histories when short-sighted pwicies have alienated their cultural
life; on the contrary, nations cite with pride those moments when com-
merce and a vital cultural life have flourished together. The Florenre
of the Medicis and France of the 18th century are two well-known
examples.

I Remarks delivered before the American Bar Association, section on taxation, August
9. 1969.
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IV. WILY CIIANGE TIE LAW?

The pragmatic orientation of the American character has often been
noted, and often with approval. From De Tocqueville on, foreign and
domestic commentators have noted our practicality and our genius in
engineering, technology, and manufacture. Nevertheless, we find it
very difficult to account for the peculiar discrimination built into the
present bill. Stocks and bonds may be given and their full value de-
ducted but tangible personal property, including works of art, may
not be given at illl market value. IBM risen to 340 is acceptable; but
the fortunate man who inherits or buys Rembrandt or Homer or
Wyeth becomes an unfortunate giver since he can deduct fully only
his cost. Where is the logic and consistency of principle in this unfair
and particular discrimination?

It is objected that stock values are readily verifiable and that the
values of paintings or antiques are not. In the words of the House Com-
mittee's Report, works of art are "very difficult to value." We beg to
differ. Works of art are just as susceptible to valuation, by those who
have spent a professional lifetime in their study, as are stocks. We poi lt
with pride to the endorsement by the Treasury Department and the
Internal Revenue Service of the Advisory Panel on the Evaluation of
Works of Art to the IRS. We helped develop the panel and have con-
tinued to assist in manning it with professionally distinguished per-
sonnel. The panel has been in operation for 2 years, so successfully that
its life has been extended for another 2 years by the Secretary of the
Treasury. In its still brief history, the panel has aided tlheIRS in
identifying and controlling the minority of abuses that have given the
donation of works of art an occasional bad press, an ill-deserved repu-
tation which deeply concerns the profession and one which has already
received corrective attention.

Indeed it should be noted that all of the abuses cited in support of
the present discriminatory tax measures occurred before the operation
of the panel. The IRS has informed us that the abuses have decreased
notably in the last 2 years and, further, the opinions and findings of the
panel have t to be questioned by the complainant taxpayer. This is
a fine. example of the government working in close cooperation with
the private sector in a self-policing operation. Thus, continued exist-
OP1n of this panel is proper and sufficient means of minimizing the kind
of abuses that led to the framing of this section of the bill-without. in-
curring the incalculable loss to the American people should the present
vital flow of works of art, into American museums and historic places
be cut off.

V. RFECOMIM ENDATION'S

In brief, w R.ubmit that there should be no difference between tangi-
ble and intangible property so far as the tax law is concerned. Tit
abuses giving rise to illusory differences are the appropriate subject
of re-ulation, not legislation.

If the words "(B) tangible personal property" are removed from
proposed section 170 (e) (2), the result will be to'continue the vital en-
couragenient essential to the growth of the museums of the United
States. It should be particularly noted that if this is done, gifts of tan-
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gible personal property with full deduction of the current market
%alue will be possible only to "operating foundations" or")ublicly sup-
ported institutions", and. not to private non-operating foun(atiols.
Thus the encouragement implicit in the change accompanmes the elimi-
nation of the device of giving such property to a private non-operating
foundation to hold for the future outside the public domain.

It should also be noted that nothing in this recommendation affects
other provisions of the bill involving tangible, prol)ertV which would
normally be treated as ordinary income under )rool)osed section 10
(e) (2) (A). It is gratifying to know that the statement of the Secre-
tar - of the Treasury supported our position in this matter.

Vi. OTII'R .\siPE 'TS OF TIllE BILL

TIe tax reform bill also contains other l)rop)osals which can ad-
%'erselv affect, the world of art, education, and culture in this country.
One p;articularly has to (10 with the tax treatment of l)rivate founda-
tions. Tile found-.tions themselves are presenting their own arguments.
These, i usofar as they affect foundation-Sn l)l)orted museums operated
for the public benefit, have our support. Tie taxes that foundations
will have to )ay under the new legislation will, ili many cases. redce
the amount of funds that otherwise would be available'to cultural in-
stittutions. Ti administration's recommendations ill this matter offer a
'lear an(d reasoial)le solution to these vexing problems.

1( are also con,.erned with somIe technical problems in that the pro-
posed dleinition of priv-ate foundations for- puposes of thle nlew tax
)') " may inalve rtent lv cover many or a izat ions which should

niot be treated as private foundations. MSany (leserving orvanizations
my fail to meet tile second exception provi(led for determuinilig what

orga nizat ions are. not. pri ivate foundations because of the requirements:
(1) that. gifts frm substantial contributors (ix those who contribute
more than $5,000 in any year) cannot count toward the. required one-
third public support test,: (2) that. related income receipts froni any
person in excess of 1 percent of total support likewise do not Count to-
wards one-third public support : and (3) that oie-third of total Sll)-
port' cannot come from gross investment income. This lst test. should

e (lroppeld. since investment income already is included ill the denomni-
iator b t, ont in the numerator of the. fraction used to measure wether

more than one-third of total support is derived from gifts, contribu-
tions, iiielmubershi 1p fees. or related income. Moreover, the third ex-
ception has a number of technical defects. It certainly could 1ot la e
been intended o penalize a trust which now must be operated entirely
for charitable purposes simply because as ori0in1ally constituted part
of tle income was required tokbe distributed to )rixate annuitants for
a term of years or for their lives. It also should be made clear that
01r(anizations witli defective charters may amend them to satisfy the
organizede" test. Finally, there is no reason wvhy a sepal-ate orga n z- t
tion which is operated in connect ion with" two or more (pual ilied insti-
tutions, rather t...n one such institution, s should not be )rotected under
the third excel)tion to the definition of a private foundation.

It. is clear that I lose sections of the bill having to do with the "limit
on tax preference,? and the "allocation of deductions' will inevitably

31- --R05 -- p 3-25
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result in reduced, not increased, private financial support of cultural
and educational institutions. For this reason, we support the adminis-
tration's recommendation to delete the appreciation element from the
limit on tax preferences and the allocations of deductions sections.

VII. CONCLUSION

Three hundred million people visited American museums and his-
toric sites last year-these are the men and women who will be directly
affected by the provisions of this bill. We are confident that the Sena-
tors now considering this tax reform bill will study our arguments
with a care and sympathy equal to the magnitude of the effect this
part of the bill would have on the public, national, and regional cul-
tural heritage.

The CHAMMAN. 'Let me just ask you a question if I may because your
time has expired. I Want to get this thing straight. I want to ask you
basically the same question I asked the witness a few moments ago,
Mr. Wheeler.

That is this: As between two situations, one where a man gives to a
museum of art, or to this National Museum down here on Pennsyl-
vania Avenue, and the other as to where he gives to a private founda-
tion which simply keeps it, would you -favor an approach whereby we
would give better tax treatment to it if he gives it to the government
to put up here alongside that Mona Lisa when we had it on exhibition
with 100,000 Americans standing in Line for it, rather than give it to
some private foundation that puts it over somewhere where nobody can
see it for a long time to come; which way would you favor?

Mr. RATIIBONE. I think the gifts to the public domain should re-
ceive preferential tax treatment and that is what our recommendation
would accomplish.

The CHAIRMAN. I am in favor of the fine work you people are do-
ing. I am just against tax cheaters who find some way of taking ad-
vantage of you people to try to beat Uncle Sam out of some tax money,
and that is what we are concerned about. Congress passed a very fine
law some years ago--at least it looked good on the face of it. A Phila-
delphia nun-she joined a Catholic order and took a vow of poverty-
and so then we passed a law to say that inasmuch as she was the bene-
ficiary of a spendthrift trust, set up by a very wealthy relative, she
could proceed to give her share of the money to charity, that religious
order, without having to pay a big tax on it which she was in no posi-
tion to pay.

It made all the sense in the world and the only difficulty was that
we drafted that language too broad so that some of the finest, most
professionall tax dodgeis in America all took to being Philadelphia

nuns. But they hadn't taken that vow of poverty that she had.
Now, if we can draft this thing so we achieve our purpose and help

you obtain the fine works of art and fix it tip so that it is more ad-
vantageous for somebody to hang it up in the Metropolitan Museum
there where everybody can see it father than lock it up for their own
advantage, then I think we may achieve a worthy objective and that
is what some of us have in mind.

Mr. RATHDONF. We devoutly hope you can. That is all we seek to
accomplish by our proposal.
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Senator BN.-ETr. I have two technical questions. Could you ex-
plain to the committee how the existence of the Art Advisor. Panel
protects the IRS against unrealistic valuation of art?

Mr. RATHBONE. I am fortunate to have on my right Dr. Lee. who is
a member of that panel and has been since its inception. I think he
can better answer that question than I can.

Senator BEN rT. Dr. Lee.
l)r. LE.. Senator, the panel was set up 2 years ago after a meeting

with the IRS. It is a very expert pm*4 of-about 12 to 14 people rep-
resenting museums, universifie and the art mia'tket. The Association
of Art Museum Directo rind the IRS jointly'initiated this new ap-
proach. The purpose of the panel is this, simply. It ieviivs the gifts
of works of art to museumss and insti wtrors in this country as pre-
sented by the IR. .It then advises the interniia Revenue Ser"ice as to
whether the giftin questions been valued properly-whether, if it
is an estate taxi it is too ,16"V; or, If it. i4, an income tax case, it. l§ too
high-and wh 6re, if further inves tigIt, mjs-requ ired, they can o to
get the accurate and exprt8dvie4at s required to fitimly establ si.
the value- . / "/.

The panel ihas been in existeno'O years. It i4 b~ing extended for 'At
least another 2 years. .W1.iave Aii 4ix Ii-ers and 'erbal oj)inions fron
the IRS than the panel has 1hiev&d a gt~leal, not6nly in terms Hfspecific savin to the Qovernm~ht in cort letif'gome of these improper
tax deduetios but psy6hologiclly in t ersof thl*genyral approaching
the whole fielI because'the IVS has ssidtliaf there hi'beeii a. sighal
decrease in th attempt ,to'do this kind n thig. It is aso, I think,
quite noteworthy that the two or three-Oases that have come uv and
have been very iiuch in. the nwi§, as in the te4timordy of the House
Ways and Means Committee, dcurred before the 'xi~tence of tbi panel.
So the panel has eAectively stopledthis-ptact ice and is contfnuing to
do so. .

Senator BENN-s-ETT. Mr.-athbone, when he and I had '" private con-
versation, told me that it '%ias-hjs impression that thO.values placed onl
this art had been reduced approinintely-2S-piFcent by the panel.

Dr. LEEF,. Yes. That is correct.
The figure is an overall figure. There are one or two bad examnples

which may have added significantly.
Senator BENNFTT. But the overall figure is about a 25-percent

reduction.
Dr. LEE. Corret.
Senator BFNNE'rT. Would you care to predict what will happen to

the future of appreciated art'in gifts to museums if we go on with the
present, law or if this bill is passed?

Mr. RATTIBON . Senator Bennett, that, is a very serious question, one
that concerns people in my position and my colleagues' position very
gravely. I think that no one would be more seriously affected by such
a development than my colleague on my left, Mr. Hoving. Perhaps you
would like to answer that.

Mr. HovINO. Well, sir; I think what it would do is simply this. As
far as the figures are concerned, the annual figures of the Metropolitan
Museum of Art show that of all the works of art that come into the
Metropolitan each year, which is a great national encyclopedia for
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cultural things, over 60 percent ,are gifts of works of art made during
the lifetime of the donor.

I think that there will be a long lasting and extremely serious reac-
tion to this propo&l. I think I will just stand on that-that is as em-
phatic a statement as I can make.

Just yesterday somebody who canie into iny office, a person who
wanted to sell 1s a work of art from al)road, s)oke specifically about
the fact that if this particular section of the ill is passed, he won't be
making as many visits to the United States, because peol)le would not
be as interested" as they are now in buying things. lie said it, is funny.
In Europe we have recognized for a, long time that you people in thie
United States have an enormous advantage, that, your museums are
growing in the treasures that the people see. We have been trying for
years to conie up to having the same thing. iHe said it is funny that
your Congress is considering changing your favored position.

Senator BENNxxr~r. Well, isn't one possible effect the end of that
growth substantialy if this bill is passed in its present form? .

Mr. Hlfoxo. I would think that if the bill is passed in its present
form, growth of U.S. museums would be very, very seriously affected.
Very seriously.

Senator BE.NNETr. That is all.
Thank you, Mr. Chairman.Mr. R.rrlmBoxE. May I just add to Mr. llovigs remarks about the

ultimate fate of works of art which would normally be given to Amer-
ican museums in the forthcoming years? They would not enter the
public domain. They would remain in their owner's possession and his
disposition would 4a simply to sell them and take what profit he could
from what might have been a. very good investment. Then those works
of art would find their way not into American museums, necessarily,
but into the international markets. I think we are not aware enough
yet in this country of the tremendous rivalry that Europe offers Amer-
Wcan museums today. This is a two-way street. There was a time when
works of art only flowed westward across the Atlantic. Such is not the
case any more. I can cite the rather dramatic purchase a couple of
months ago by the British Parliament of a painting by Tiepolo at a
cost of early a million dollars.

This is tle kind of money Europe is prepared to spend today on
works of art. But A\mericanis won't spend such money on American-
owned works of art unless we can continue the law that permits ls to
give tax advantages to (1ollo1.

The C\i .ut.tx. It occurs to ]ie it. works. They htaxe got a law tlat
you cannot carry a work of art out of this (.ountrv; without get t ino tleir
iapproval.Afy Mv:ife when she wanted to bring something, in had tll tie
difficulty in the world getting it approved. It works both ways. But vot
have to have some sort of approval and they have to agree on it and
I don't know why, if they are going to do it, why shouldn't we?

Mr. RATiiBONE. Well, we have no such laws as of now, no protective
laws.

The CHaAIRMi. Don't you think it would be. a fair starting point to
say with regard to any country that has any law impeding the outflow
of their works of art to us, that we ought to have a law with similar
restraints on our works of art flowing to them I I see you nodding.
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Dr. LEe. Amen.
The CLXIM..\NX. I heard one of your group say "Anien." It see'Is

to ine it has got, to work 1)oth ways.' We (lont want them coing over
buying ours away. 'Iliey will be more valuable as time goes o. We all
know that. We I think are seeking to obtain the same ol)jeetive. I am
one of tho,e that just don't want. to have some fellow who doesn't have
in mind benefiting humanity at all or benefiting the public at all getting
a bil tax advantage for giving something away. It is just about that

We will try to work this thiing out to where it ahie-es your ol)jec-
tive an( lelhl)ing us obtain works of art by making some of tfiose )eol)le,
not the Metropolitan 3Museum or the National Museum or anything
else, conduct themselves as though they are what they are rather tlan
being something that they are not.

Thank you very much.
M[r. RATIIBONE. Thank you.
(The committee sul)seqtuently received the following letter from

the Internal Revenue Service, relative to the preceelimg discussion. )
I NTFERNAL. fl':t:NI'E Si-:aRtE,:

lW'.shinyfon, D.('., Octob( r 10. 1969.
Mr. TONI VAIL,
Chief CfoufnsCl, Conititee on Finance,
U.S. Senate, Wa8hington, D.C.

lD:AR 'MR. VAIL : Your letter of October 3, 19(19. reiliuests a report on tilt- Advisory
PIanil oi the Evaluation of Works of Art presently used by the Internal leveinue
Service.

The ('oi)iissioner's Art Advisory 'anel was ustablisl(d Novemher 21. 1967,
inder Executive Order No. 11007, dated February 26, 1962, and approved by the

Secretary of the Treasury In a letter to the Commissioner of internal Revenue
dated November 24, 1967. The first meeting of the Art Advisory Punel was livid
it Febrnuary 190S.

Tit creation of the Art Advisory Panel was suggested by the Association of
Art Museum I)lreetors. The purpose of this panel Is to assist thie Internal Revenue
Service in the valuation of works of art for Federal tax lmrposes.
Tiom panel consists of ten pronhmient relresentatives of the art world fromini jor

art museums, uiiversities, and art dealers. It meets several times a year in
Ivashington. I).C. These panel niembers are not paid for their services, except for
travel expenses in accordance with standard goverinlent travel regulation.
The panelists are appointed by the Comaissloner of Internal Revenue for a p,,riod
not to exceed three years on the basis of their prominence In the art world and
timr intimate knowledge of a rt marl ets and prices. Panelists may be real)llinte(i.
The panel operates under ta vlmtirimanshil of a full-tine employee of tlt, Internal
Revenue Service. All luivl ,iers of the panel are subject to security and tax
'lea ra lne.

At Its meetings time pa iel ,omsimders works of art having a cia imem&d v1l1m- of
$10.000 or more which have been sulbmitted for their valuation under instructions
Issued to all Internal Revenue examiners.

I lle five meetings which have been held to date 22.) separate tnx cages
have been commsidered, involving the valuation of over 1.000 objects of art. The
attached schedule shows the dollar anmounts of changes effected.

Over the years there ias been a considerable amount of tax abuse iI this area
of art valuation as It affects both deductions from taxable inmoinm for comitriui-
tK.ns to charitable organizations and valuations for estate and gift tax pmr-
loses. The Internal Revenue Service does not have as regular employees time
necessary experts In these various specialized areas of art valuation anl it
would lie impractical)le to attempt to maintain such a staff. The Art Advisory
Panel has filled this gap admilrably, based upon our experience during the first
two years that it has been In existence. The decisions of this panel of experts
have ieen well received by the public, as evidenced by the dearth of complaints
or exceptions to its findings.
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We believe that this Art Advisory Panel is pe1rforining a most helpful wiii
valuable function. However, it Is emphasized that the function of the panel
is limited to the valuation of works of art under existing law pursuant to
which a deduction for a charitable contribution of property is allowable too
the extent of fair market value lrresletive of basis. The panel is not concerned
with the propriety of the deductibility of the spread between cost and fair
market value.

With kind regards,
Sincerely,

WILLL4-M H. SMITH.
Acting Comm i.vsionCr.

Enclosure.

STATISTICS OF COMMISSIONER'S ART ADVISORY PANEL MEETINGS

I ndi- Total Total
vidual Total value Estate Total value

taxpayer value recom- tax value recom-
Meeting date cases claimed mended Difference cases claimed mended Difference

February 1968 .... 28 $4,50,000 $3,000,000 $1,500,000-------------
June 1968........ 57 5,000.000 3 1,200,0 (1) (1). . .)
October1968..... 63 10,500,000 8,150,000 2,350,000 - $62 000
March 1969...... 35 3,375,000 3,008,00 '367,000 $3 0 5$03 $989, (O -020$02o
September 1969.. 46 6,015,500 4,180,800 '1,834,700 13 2,178,160 4,594,670 32,416,510

Totals_.. 229 29,390,500 22,138,800 7,251,700 18 2,565,160 5,583,670 3,018,510

'No breakdown these meetings.
March 1969 Individual Taxpayer donations overvalued byan amount of $367,000. Estate and Gift Tax donations under-

valued by an amount of $602,000.
3 September 1969 Individual Taxpayer donations overvalued byan amount of $1,834,700. Estate and Gift Tax donations

undervalued by an amount of $2,416,510.

(Mr. Perry T. Rathbone's prepared statement folloivs:)

S1'M MARY

Ten-point sqmnmary of shttemiet of 3r. Perry T. Rathbone, lPresident of the
As location of Art Museum Directors, speaking on behalf of the College Art
A.voclation of America and the Nattional Trust for Historic Iresrvatm, for
presentation to the Senate Finrnce Committee hearings on tax reform legislation,
H.R. 13270, t-,eptegmlr 17, 1909.

1. The visual arts, museums and the preservation of historic sites are an integral
Iprt of the lutftory of the UmIted States,
II. Credit i'or the preservation of this country's cultural heritage can be given

in large measumre to the tra'litonal encouragement by the government of private
giving for the public good through tax incentives.

11. This enlightoned Policy ha foxstered a phenomenal growth of American
niuseuni ; the envy of similar Institutions throughout the world.

11'. With tie excel)tion of the Sinithsonan Institutlon the Federal Government
in this country does not assmme resTonstility for the operating ,Qlort of public
mmuteun k Occaslolmlly nuseums are eisted by ('ity or local governnlentN: I all
('as" nequisitlom of works of art and the contents of historic hous;eg are proeurel
through priva te means.

V. The proposed bill disriminates, without Justification. between the tax treat-
ment of securities and that of gifts of works of art and historical obJects-to the
detrimenvt of mmtseunms and institutions engaged in the preservation of history'sites.
Vt. Museums.i and the public will be damaged heavily by the removal of tradi-

tionel tax Incentive for giving works of irt. It will be extremely difficult for new
and millerlr museumms to build collections : the primary source of the development
of more mature organizations will be cut off-all this to produce a minimal addi-
tion to the Federal Income.
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'II. Uiider the proposed bill major Nvorks of art which might otherwise 1w
given to IluI-li11s 11 lld lie -old 11ad, silIe the unitedd States lWIN no law to the
contrary. national tresures eoul btgIn to flow out of the country.

VIII. The I.R.S. panel on the evaluation of works of art, with the cooperation
of d(4igiished members of tile 1llLsui. world, has Operated succ(t~45fulty,
ileflttlfed and reduced abuses, and earned the endorsement of the Secretary of
the Treasury. It is pointed out as an excellent example of how self-regulation
van operate to control a few abuses without the need for heavy-handed legislation
which would result in great cultural lo,, to the public.

IX. The Association of Art Museum Directors, the College Art Association of
America and the National Trust for Historic Prervatlon recoimnend the
Pllmination of the discriminatory provisions of the proposed tax reform bill
related to gifts of works of art which have appreciated in value. It Is gratifyinlg
to know that the Statem ent of the Secretary of the Treasury supported our
position in this matter.

X. Other aslxvts of the bill. including the teclnical definition of a private
foundation, will have a remt-rctive effect on giving to nonprofit Institutlons and cai
serve only to harn rather than help the museums and other Institutions engaged
in tile prteservation of the nation's heritage.

STArEMENT OF PERRY T. RATH1BONF ON BEHALF OF TIlE AssOCIATION OF ART MusEv'%
DIRECTORS, THE COLLEGE ART ASSOCIATION OF AMERICA AND TIlE NATIONAL TRUST

FOR HISTORIC PRESERVATION

Mr. Chairman:
I appear on behalf of the Association of Art Museum Directors. This is a mn-

profit educational corporation representing sixty-six major art museums situated
all over the United States. I am President of that organization and Director of
the Museum of Fine Arts at Boston. I also have the pleasure of representing the
College Art Assoclation of America, a non-profit educational organization repre-
senting the Departments of Art and Art History in over a thousand colleges and
universities and their museums situated across the United States. Finally, I also
represent the National Trust for Historic Preservation, a nonprofit educational
corporation supported by public contributions dedicated to the Raving of great
historic shrines. I have with me Dr. Sherman E. Lee, Director of the Cleveland
Museum of Art. former President of the Association of Art Museum Directors
and a member of the Internal Revenue Service Advisory Panel, and Thomas P. F.
Hoping. Director of The Metropolitan Museum of Art in New York City and Chair-
man of the Finance Committee of the Association of Art Museum Directors. We
appreciate this opportunity to appear before the Committee because it gives us
the proper and responsible forum to underscore our firm belief that the continu-
Ing beneficial growth of the collections of thousands of tile art museums in this
country will be severely damaged by prolwosed Section 201 (c) of HR 13270 insofar
as it would add Section 170(e) (2) (B). which proposes a tax on gifts of tangible
personal property to non-profit Institutions, to the Internal Revenue Code.

You have heard front other organizations, a nd In particular the American Asso-
clation of Museums, regarding tile proposed tax legislation. I would like to s41y
that all three of us are members of the American Assoclation of Museuis and
ttally and vigorously support their stated position.

I. BACKGROUND

The visual arts have played a long and honorable part In the history of the
Umlited States. From Copley's lortraits of the pre-revolutionary New England
great, through Trumbull and Stuart with their record of ULttle and of the faces
of the patriots, especially of Washington. through time record of the American Wil.
dprness by the "Hudson River School". through Winslow Homer and his record
of the Civil War, to the rise of American arts- to levels of international recogni-
tion and reslpct, the visual arts have been an integral part of American life.
Ihistorle shrines such as Mount Vernon, Monticello and The Alamo have shared
in prwluclng this cultural heritage.

It is a singular fact among nations that this artistic heritage has been pre-
served by private patronage and private enterprise. Tile Federal Government lins



2152

consciously and historically encouraged private patronage of arts and letters
rather than directly subsidizing these activities. The first museums in this colu-
try in Philadelphia, Baltimore, Hartford, Boston and New York were the result
of private responsibility and individual generosity. In great part, this was pos-
sible because of the large incomes and fortunes that were gained before the in-
troduction of the income tax in 1913. One needs only to cite the name of J. P.
Morgan and the size and quality of his great collection, amassed ill the early
twentieth century and then given to museums and a library in New York and
Hartford for the education and enjoyment of the American People, to understand
the enormous scope for the collector-philanthropist before the coming of the
itnvome tax.

With this tax, one might have expected the flow of works of art into collec-
tion and then Into the public domain to decline, even to cease altogether. 'Such
was not the case, for the wisdom of the government has provided, since 1917,
that Incentives for private giving to the public domain be a part of the tax struc-
ture, as it has also since 1909 provided for the free entry of works of art imported
into this country. The basic concept was to encourage the taxpayer to give to
institutions serving the general public by being able to deduct the value (of
his gift, whether of cash, intangibles or tangible works of art, from his income
for purposes of tax calculation. This enlightened policy proved to be a inuch
needed boon to the museums and other educational institutions of the 'nittd
States. The tremendous achievements In education and the growth of the col-
lections of American Museums have been a direct result of this policy.

II. TIlE MUSEUM WORLD TODAY-TIlE UNITED STATES VERSUS EUROPE

These results are well known aid much envied by the state-controlled and
state-supl)ported museums of Euroll, which do not enjoy comparable private
philanthropic support. To many of the world-renowned museums of Euirope
the prospect of tax incentives for art donations would be greeted with jubila-
tion. Indeed, several years ago the French Ministry of Culture initiated the first
steps to provide such a structure of giving, citing at length the example of
America. Look at the record of history. The great museums of Europe--the
Louvre in Paris. the Prado in Madrid, the Uffizi in Florence, the Ihermitage in
Leningrad-performed the vast majority of their collecting munch mur, thai a
century ago by nationalizing private, princely, royal or imperial collections.
Since that initial gathering together, their collecting has been far, far less than
that of museums in the United States. There is indeed no comparison in the
growths of the collections of Europe and those of America in the last fifty years.
One of the incontrovertible and readily self-evident reasons for this extra-
ordinary flourishing In America as opposed to the dormancy of Europe is the
beneficial government support of our museums by tax Incentive concerning wor.k.
of art. This system-rooted in democratic principles and in the system of free
enterpri--must not be jeopardized.

There is no denying that the growth of the collections of our nuseunis alld
historic shrines from the time of the First World War to the present has been the
admiration of the world. The majority of works in the nuiseuis of Witshintoii.
New York, Chicago. Forth Worth, Tulsa, Los Angeles aid tile vast majority of
of other such institutions throughout the country are seen by the public because
of private giving encouraged by the past income tax laws. Purely disinterested
giving is admirable but must be supplemented by other incentives. Just as other
giving involving the public good, such as the donation of securities. needs fiscal
incentives, so does the giving of cultural property. It makes little sense to permit
the full deduction of a gift of an historic house and securities for its maintenance
when no provision for such deduction is made for its equally important contents.
But this is Just what the bill prescribes.

The very institutions that legitimately receive these gifts are largely plrIvately
supported through long-standing endowments or continued giving during the life
of the donor. Such notable art museums as those in Boston, the Frick ('ollection
and the Morgan Library in New York, the Cleveland Museuni of Art, the Toledo
Art Muveum. the Nelson Art Gallery in Kansas City and the Ihntington Library
and Art Gallery in Southern California-as well as the more than one thousand
historical societies throughout the country, all members of the National Trust for
Historic Preservation-are completely dependent on gifts and private support
without direct government subsly. But these institutions are all open to the
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public and present extensive exhibitions and educational program, all iIthout
direct expense to the municipality, state or nation.

3Museums such as The Metropolitan M1useum of Art, the Art Institute (of
Chicago, the Philadelphia Museum of Art, the Dallas Art Museum, the Los
Angeles County Museum and the Seattle Art Museum, while they receive local
government support to some degree, rely primarily on private funds and gifts
for their continued services and development, and entirely on private sources for
their acquisitions.

Indeed, there is no more fitting example of public and private cooperation than
our own great National Gallery. This Is maintained by the Federal Govern-
ment, but even this great institution would exist as an empty shell were it not
for the private gifts of works of art adorning its walls, which were given by a
relatively small number of public-spirited citizens. Though only thirty-five years
of age, the National Gallery has already taken its place as an institution in
which every citizen can take justili ble pride, largely because of private giving
of tangible property, works of art, high in quality and large in number.

III. THE PROPOSED BILL AND TIE DAMAGE THREATENED

It I; now proposed in the current bill, HR 13270, to cancel the existing tax
incentives to giving works of art. At the same tine, tax incenatives to gifts of
Intangible proerty-stocks, bonds, securities-would be preserved and reaf-
firmed. Thus, while quite properly preserving the life blood of universities and
colleges. the life blood of equally deserving educational Institutions, museums, Is
summarily cut off. In the world of art and culture, the damage will be prolonged
and catastrophic, out of all proportion to the relatively small fiscal return to
the Federal Government.

The official figures, cited by Mr. Edwin Cohen. Assistant Secretary of the
Treasury,1 tell the story. In 1966, nine billion dollars, Including tangible and
Intangible property, was given to all tax-exempt Institutions. Of this amount,
apl)reciated tangible property accounted for about seven hundred and sixty mil-
lion dollars, or approximately eight percent. Of this eight percent, the I.R.S.
estimates that not more than fifty million dollars involved the giving of works
of art, or about seven percent of Vhe eight )ercent of the whole; In other words,
about one half of one percent of charitable giving.

While one cannot accurately estimate the actual tax realized by the Govern-
ment, it would surely be small in Federal terms. The importance of the cultural
value to the American people represented by this giving, on the other hand, is
immense. Indeed, in most. cases this giving represents nothing le.s than the con-
tinued life and growth of the museums' permanent collections opi-n to the general
public. In 1968, for example, over 60 percent of the aquisitions of The Metropoli-
tan Museum of Art were by private gifts given during the lifetime of the donor:
at the Museum of Fine Arts In Boston, the figure was 42 percent. One of the most
dramatic Instances of this preponderance of private giving Is that of the two
nmseums In Phoenix, Arizona. the Art Museum and the Heard Museum of
Anthropology and Indian Art: over 98 percent of the value of their collections is
accounted for by private gifts.

It requires no extraordinary Imagination to envisage what will happen, If
this tradition Is destroyed, to the collections of existing museums. They will
stagnate and, once dormant, will become less and less capable of betterment. If
this should occur, future generations will pass harsh judgment upon us. The
Aitiiation will be even worse for the younger museums, many of them being built
by public funds, such hs the new art museums of the State University of New
York at Purchase. the Museum of the University of Nebraska, or those Just
finished In Oakland. California, and the University of Wisconsin in Madison.
Some will not even have the opportunity to stagnate, since their collections will
not be given the chance to begin to grow.

Even graver consequences may follow. Works that might have entered the
public domain by gift will Inevitably appear on the world market, some to be
sold broad without hindrance since, unlike most European countries, the United
States does not regulate the exportation of cultural property. Increased state
subsidies for museums In England and France, for example, pose an immediate

I Remarks delivered before the American Bar Association, Section on Taxation, August 9,
1969.
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and concrete threat to America's pMsition among those nations participating
in the art world.

We, as museum directors, feel it our responsibility to point out that nations
have later only looked hack with regret on those periods in their histories when
short-sighted policies have alienated their cultural life; on the contrary, nations
cite with pride those moments when commerce and a vital cultural life have
flourished together. The Florence of the Medleis and France of the 18th Century
are two well-known examples.

IV. WITY CIrANGfE TIFE ,A'WS?

The pragmatic orientation of the American character has often been noted,
and often with approval. From De Tocqueville on, foreign and domestic com-
mentators have noted our practicality and our genius in engineering, technology
and manufacture. Nevertheless, we find it very difficult to account for the peculiar
discrimination built into the present, bill. Stocks and bonds may be given and
their full value deducted: but tangible personal property, including works of
art, may not be given at full market value. IBM risen to 340 is acceptable; but
the fortunate man who inherits or buys Rembrandt or Homer or Wyeth becomes
an unfortunate giver since he can deduct fully only his cost! Where is the logic
and consistency of principle il this unfair and particular discrimination?

It Is objected that stock values are readily verifiable and that the values of
paintings or antiques are not. In the words of the House Committee's Report,
works of art are "very dlifflult to value." We beg to differ. Works of art are
just as susceptible to valuation, by those who have spent a professional lifetime
in their study, as are stocks. We point with pride to the endorsement by the Treas-
ury Department and the Internal Revenue Service of the Advisory Panel oi
the Evaluation of Works of Art to the I.R.S. We helped develop the panel and
have continued to assist in manning it with professionally distinished per-
sonnel. The panel has leen in operation for two years, so successfully that its
lifo has been extended for another two years by the Secretary of the Treasury.
In its still brief history, the panel has aided the I.R.S. in identifying and con-
trolling the minority of abuses that have given the donation of works of art
an occasional bad press, an ill-deserved reputation which deeply concerns the
profession and one which has already received corrective attention.

Indeed it should be noted that all of the abuses cited In support of the present
discriminatory tax measures occurred before the operation of the panel. The
I.R.S. has informed us that the abuses have decreased notably in the lnst two
years, and further, the opinions and findings of the panel have yet to be ques-
tiored by the complainant taxpayer. This is a fine example of the government
working in close cooperation with the private sector in a self-policing operation.
Thus, continued existence of this panel is proper and sufficient means of minimiz-
Ing the kind of abuses that led to the framing of this section of the bill-without
incurring the incalculable loss to the Anie-r'an people should the present vital
flow of works of art into American museums and historic places be cut off.

V. RECO.MENDTATIONS

In brief, we submit that there should be no difference between tangible and
intangible property so far as~the tax law is concerned. The abuses giving rise to
illusory differences are the appropriate subject of regulation, not legislation.

If the words "(B) tangible personal l)roperty" are removed from proposed Sec-
tion 170(e) (2), the result will be to continue the vital encouragement essential to
the growth of the museums of the United States. It should be particularly noted
that if this is done, gifts of tangible personal property with full deduction of the
current market value will be possible only to "operating foundations' or "publicly-
supported institutions", and not to private non-operating foundations. Thus the
encouragement implicit in the change accompanies the elimination of the device
of giving such property to a private non-operating foundation to hold for the
future outside the public domain.

It should also be noted that nothing in this recommendation affects other pro-
visions of the bill involving tangible property which would normally be treated
as ordinary income under proposed Sectiomi 170(e) (2) (A).
,It is gratifying to know that the statement of the Secretary of the Treasury

supported our position in this matter.
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Vr. OTIERt ASPEC'rS OF TlE BILL

The tax reform hill also) voltains other proposals which cva adversm-ely affect
the world of art, education and (lture ill this country. ()ne particularly has to
do with the tax treatment of private fonlations. The fo undations themselves are
pnresenting tht-!r own argunients. These. Insofar as they affect fouinlatimi-
sUplpor'ted ni1115Peam1 operated for the Iuli' henlit, livt 'r UPiipliort. Theh tOxe.
that foundations will have to lmy under the hew llhiSIltl(Jhti will, in reO!y (.L'VS.
reduce the aniount of funds that otherwise would Ie available to cultural in-
stitutions. The Administration's reoiitviie(laltions ill this matter offer a len r
and reasonable solution to these vexing problems.

We are also conv.erniml with sotme technical l)ioiviis ill tlht the l)roposed
definition of l)rivate foundations for llmposes of le new tax provision may
inadvertently (over many organizations whiel should not Ie treated as private
foundations. Many deserving organizations may fail to meet tile s'Ceond excelptlon
provided for determining what organizations tire not private foundations beca('se
of the requirements: ( 1 ) that gifts froimn substantial coat riintors (i.e. thos- who
contribute more than $5,(0() In any year) cannot count toward the required 1/-j
plmblle support test: (2) that related income receipts from any person in excess
(it 1/ of total suiplmrt likewise do 1)ot count towalrdN 1/-j public support : and (3)
that 1/, of total support cannot come from gross investment income. This last
test should heI droPlKld, stimet ihivestmlnlt income already is included in the
(nominator but not in the numerator of the fraction used to measure whether
more than 1/j of total support is derived from gifts, contributions, membership
fees. or related income. 'Moreover, the third exception has a number of technical
defects. It ,ertainly could not have been intended to pemulize a trust which now
must b operated entirely for charitable purposes simply because as originally
constituted part of the income was required to be distributed to private an-
nultauts for a term of years or for their lives. It also should he made clear that
organizaItions 'With defective (,hiracters may amend them to satisfy the "or-
ganized" test. Finally. there is no reason why a separate organization which is
operated "in connection with" two or more qualifiedd iiistlttitiois, rather than oine,
such institution. should not he protected under the third excepItion to the
definition of a private foundation.

It Is clear that those sections of th, 1ill having to do with the "limit on tax
preferences" and the "allocation of deductions" will inevitably result In reduced.
not increased, l)rivate financial support of cultural and educational institutions.
For this reason, we support the Administration's recommendation to delete the
appreciation element from the limit on tax preferences and the allocations of
deductions sections.

VII. CONCLUSION

Three hundred million people visited .,Ameriean museums and historic sites
bt. year-these are the men and women who will be dlireetly affected by thi'
provisomis of this bill. We are confident that the Senators now considering this
tax reform bill will study our arguments with a care and .tympathy equal to the
ilia fitule of the effect. this part of the bill would have on the public, national
and regional cultural heritage.

The CIIAInMA. Now we will hear from Mr. DIunn. I have a lovely
1)riochure here, Mr. T)unn, inv'iting me to visit the longwood G11ardens
and it has some very beautiful pictures. I regret to sav the Congiess
can't afford the money to publish color prints of our committee hear-
ings. If they did, I would put this in the record. I think it is a lovely
thing and I hope to visit it some day because you obviously have som'e
gorgLeous flowers and trees and -ou l)ut on some beautihl displays
witlh geyser fountains from time to time.

Woild it (ost me anything to go through there or could I go through
free of charge?

STATEMENT OF H. STEWART DUNN, JR., LONGWOOD FOUNDATION,
INC.

'Mr. DUNN. It is entirely free of charge and it is al' lt this subject
that I would like to -
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Senator BENNr'EIr. But don't piek the flowers.
Mr. DuN-N. No. Don't pick the flowers, please.
I am appearing on behalf of the Longwood Foundation, Inc. My

name is H. Stewart Dunn, Jr., and I am with the Washington law
firm of Ivins, Phillips & Barker and I am appearing as counsel for
the foundation and, Senator Long, I would like to take a heavy share
of your advice and put aside our written statement and iust discuss
with you, Mr. Chairman and Senator Bennett, the specific points that
concern us.

We have an interest in all of the matters that have been discussed
earlier )ut we do have some specific points that we think were not in-
tended to work against Longwood in the way it appears that they
would. So I would address myself immediately to those specific points.

There are two of them, Mr. Chairman. The first has to do with the
operation of proposed section 4942, which imposes a tax on undis-
tributed income.

Let ni start off by saying that Longwood Foundation has had a
pattern over its entire history of distributing all of its income. It has
every anticipation that it will continue that. However, the name belies
the technical workings of that provision because you have to distribute
5 percent or your income, whichever is greater.

Now, there is an exception provided in the case of an onerating
foundation and one of my principal reasons in attaching this lovely
booklet, Mr. Chairman, was to demonstrate that Lonmwood is an
operating foundation in any normal sense of the word. Nevertheless,
we find that we are not an operating foundation within the definition
of the House bill. So I would like to tell you briefly something about
Longwood Foundation.

Possibly either of you gentlemen or other members of the committee
have been" through Longwood Gardens, but if not, it is a nubl ic facility
that is located -outside of Philadelphia, between Philadelphia anal
Wilmington, that is in the heart of the northeast metropolitan area.
It is and has always been open to the public year round without charge.
At the present time, approximately a million people will go through
the gardens and spend a day or some portion of the day there this year
and at the rate of increase we expect that approximately 3 million
people will be going through the gardens in the next 10 years. Now-

The Ci.uM... May I ask you just a question?
111ere those gardens just as beautiful when t hey were under private

enterprise as they are today, at least in the private ownership as they
are today?

Mr. Dux-s-. I can only speak indirectly on that, Senator. However, I
can say that the answer'is that they were not. Of course, it was the home.
of the' late Pierre S. du Pont and his home, being a man of considerable
wealth, was a very handsome place. But a tremendous amount of
money has been spent on the gardens making them most useful by the
public generally and expanding them. Even the acreage has been ex-
panded. It is now 1,000 acres and it was substantially less than that at
the time of Mr. du Pont's death.

Each year funds in excess of $3 million are spent. to maintain and
expand the operation of the gardens. And a substantial portion of that
goes i:to new improvements in the way of greenhouses, walks, provid-
lng-thi3 is not just a passive garden, Mr. Chairman.
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It also provides a concert series, lecture series, musical programs.
It is available for a wide range of purposes and always open to the
public without charge at all times.

Now, we believe that this is an operating foundation and would so
be considered by any American citizen. However, because of one pro-
vision in the House'bill, which we think may have been unintended, a
self-sustaining operating foundation cannot meet the test of an oper-
ating foundation under the bill. When I say a self-sustaining founda-
tion, Mr. Chairman, I mean a foundation Which uses its own resources
to provide the income with which to pay its expenses and make its im-
provements. If it were not self-sustaining, it would have only three
courses to pursue..

One, to charge admission. Two, to go out and compete with other
charities for charitable contributions. Or, three, to discontinue its
operations.

All of these alternatives are undesirable and the Foundation wishes
to continue to operate the gardens in their present format so that. it is
open to the public without drawing upon funds needed for other press-
ingpublic and charitable purposes.

Now, what would be required to correct this situation, Mr. Chair-
man, is simply to include within the assets of an operating foundation
the securities and the endowments that it uses to generate the income
that pays the costs of maintaining the foundation. As I say, there is
no indication in the House report or in the background of this that
there was any intention to treat self-sustaining operating foundations
differently from other operating foundations. And therefore it is our
request, Mr. Chairman, and Senator Bennett, that this committee
consider a revision in that provision so that an operating foundation
is defined to include not only the assets which are in the form of the
nuts and bolts, so to speak, whatever the facility may be, but also the
securities that are needed to maintain the operation of those operating
assets.

I think that this is possible without any change of the spirit or the
purpose of the House bill.

Now, the second point, Mr. Chairman, that I would like to call to
your attention is section 4943, the Excess Holdings provision.

Longwood Foundation holds only securities in publicly-held com-
panies, with one exception that I will mention. Its securities are widely
diversified portfolio and they seek as large a return on their invest-
ment as is possible, consistent with the growth potential. Their port-
folio is based on advice from well-recognized investment counsel and
changes as circumstances change to assure a maximum income.

However, the Foundation does own approximately 30 percent of its
assets in the form of stock in Christiana Securities Co., which in turn
is a holding company that holds substantially only assets of publicly-
held companies, principally the Du Pont Co.

Now, section 4943 is intended to get at a situation in which the Foun-
dation has a substantial interest in the business and this may well be
a desirable purpose. But if the stock is held in a holding company which
is not engaged in any business, then the provision should be applied
by a technical amendment se that you look through the holding com-
pany to the stocks of the company held by the holding company. There-
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fore, if a holding company owned 100 percent of the stock in another
company, the bill would operate just as it does in its present format.

But, 'Senator Long, if a foundation, an operating foundation, owns
stock in a holding company which in turn owns less than 1 percent of
stock in various other companies, there is no reason why they should
have to dispose of the stock of the holding company because the hold-
ing company is not engaged in business. The foundation cannot be en-
gaged in a business and none of the apparent defects that exist under
present law could exist in that situation.

Therefore, Senator Long, the other specific recommendation that we
would like to urge on this committee is that section 4943 be amended
so that it not be.applied to a holding company but in order to avoid
any evasion, that the stock of the holding company be attributed to the
foundation and its qualified purposes and this would protect against
all the apparent goals of the House bill without requiring Longwood
and certain other foundations, I am sure, to dispose of stock.

Now, we would suffer a hardship If we had to dispose of this stock
because this stock cou1 -A not be disposed of in the public market. This
is not a listed security. It is over the counter and under' the SEC
rules it is what is known as a controlled stock and cannot be sold with-
out difficulty of registration. It is not clear it could be registered but if
it were registered, it would only be done so at substantial cost. Thus
we would be in a position where we would suffer a loss of value in
stock in order to meet the -bill as it now is, but there is no need to
require us to dispose of this stock in order to meet any of the purposes
of the bill in its present format. And these are the two specific recoin-
mendations that I would like to urge on the committee, Mr. Chairman.

The CITAIMrA. The problem you have here is shared by a number
of others and when we have the testimony of the other people and
an explanation of their problem, we will try to work out some common
denomimator that might be able to solve the problem of the same
group. I understand the Williamsburg Foundation and certain others
have the same problem and we will try to workout something.

Mr. DuNw. Mr. Chairman, I appreciate that, and we will be very
pleased to work with Mr. Vail and others.

It is interesting that in the Hous report they state that the pur-
pose of the operating foundation exception was to permit Colonial

I&.: Wilhiamsburg$ Calloway Gardens, 'and Jackson Hole tobe excluded
' ad ted as iisOperating foundations, and these foundations are doing
i e6, fi& 'tie O of per o nations as' Longwood and we only ask

Jq4 17reat*"n't with recmardt* that, matterr.'
The CamMA , Wl , I -understaid that eHouse has suggested

that, ah 'opeatio*f this sort might collect fees for people to gothr " hhand one Ehing anc anotltr, and thereby change its status soit
i&it hav41",*Wta Tb1 Im i~ at ~et

..ir,~ D If we .harg " :a ee and Charsd a uffliiently larige
- 6 , & e rto1i o-our ex we woulC

t!~WWou bi ~Iu~iL M ha that it
if~I$~ 4~h~ue~ibj Wt i ag'a fe t tI "q type

ii ii~ w~ildbeat thie muum Oil
~~~a ijyt~ruem or,

'4
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requirement by charging a substantial fee, but I don't think this is
the desired solution nor is it necessf ry to accomplish the purposes the
House had in mind.

The CHAIRMAN" Well, I myself kind of like the idea of being able
to drive somewhere and suddenly you are in old Colonial Williams-
burg, for example, rather than. 4ng-emmogreat big gate up- thereand somebody selHing tick0at1;nd peanuts and ppe rn while i stand
in line to get my ticket -Which makes you feel tlat y-q are entering
Disneylad let us y, or a commercial operation. .Ih fact what
someone has tried do is reestablish so ethlug that the f1ing, the
atmosphere of so thing that ocg as aid sonithing that waslovely,and that we w 9 11(1 like t -pi'eservq fore \,er, and~ hat is the I knd ofthings yu ar~ltrying t.do Itae it

Mr.PUN. I ha isexactly L! we- 4ring tozdo, Mr.Cfa-Juan. That iq what the organiza"tidl. be lo /foe many ye r s.
We are only asking to be a ble tg ~timi e tha' ty of peatin, e
cause if a c Large is i enod, f ' r nqthing, tI eTithis is, aI)a in the a eart of test n troo n aa

CtA MAN N 'Ihesteha

Mr. DU:N . OfteniteS D

atmsphre tplnoliae ichoieo sa soni._fannilie a lovel,an

And man of the le io oe er, a 1hfamis and if dnohas to pay a admiss o f$5 or $0 a'hd re t e with a car bad
of children, y is think of going pat we-sio ink a toAo time b or
you go. f.'IIIII'The purpose er e is .to g',ie an area w here thre re facile that
are usuable by th public,Mf Irher.ou g~t a pa .kafid garden grea, getaway from the ma denying rush otha metropolitan ar.ea a chance
to go on a picnic, en oy sights that we cnteven see "our pbiparks, and we only askl' to be able to continue is We are not
talking about any turhe ibutions and ,re really not ad-dressing ourselves to any presen amay exist in charitable
contributions because we seek no charitable contributions.

The CHAMaAN. You have made a very fine presentation. I kindof like the t thought that the best th ing , if ae free. I am not sure
it is true, but I like the no idea. n

Thank you very much.Mr. DUNN . Thank you.
(Mr. H. Stewart Dunn, Jr.'s prepared statement follows:)

STATME N OF H. SruiwaT DUNN, JJL, ON BEIIHALF OF LONOWOOD FOUNDATION, INO.

Summry,
S(1i) Logngwood Foundation, Inc. (Longwood) is deeply concerned about severalproAisions of Section 101 of H.R. 13270, believing that the tax, penalties and
r estrictions placed Qn foundations are well inl exces of what is needed to correctany abuses that presently exist. Since many foundations and other organizations
W ill be testifying on the adverse effect that Section 101 of HR. 13270) will havef atons generally, Longwood Will limit its testimony ao the pecullar ap-

:, ! ! 0 which 'two specific provisions of Section 101 have on Longwood.
": '(2 " iLpngood owns and_ operates, Longwood G4ardens which ts a 1,00-acre
~~. ?i'tY and . horticultural garden open. to the public throughout the year Without:li arge. Lon'g*ood Gardens will be vested by approximately one million personaits ctrrsnt fiscal year. It has more than two hundred full-timeaemploees.ae uAnIibod' eendltuiresc for toongwood Gardens exceeded three million dotrs

ttftmg its last fiscal year. Nevertheless, Longwood would apparently not be an

pak, an weoi s htw eal ocniu .W r o
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operating foundation under the House-passed Bill. Operating private foundations
are not subject to the penalty tax on the failure to distribute income or five per-
cent of principal, whichever is higher; whereas other private foundations are
subject to this tax.

The main shortcoming in this portion of the House Bill is that it apparently
does not include as an operating asset the investments held by the foundation
to produce the Income needed to maintain a foundation's public operations. As a
consequence, it is practically impossible for any self-sustaining private operating
foundation to meet the definition of a private operating foundation in the House
Bill. Therefore, this definition should be clarified to include in operating assets
the portion of the endowment fund of a foundation which is required to provide
the income expended in the active operations of the foundation.

Also, your Committee Report should make it clear tint an existing foundation
may be divided into two separate foundations so that the operating portion may
meet the dual test for an operating foundation.

(3) The provision in the House Bill contains an ambiguity regarding the tax
on excess business holdings when the stock held by the :foundation is in a pas-
sive holding company. The House Bill imposes a tax on private foundations which
continue to hold more than certain stated percentages of the stock in a business
enterprise. It seems clear from the Report of the Ways and Means Committee
and the Treasury's Tax Reform Proposals of April 22, 1969, that this proposal
was addressed to the problems that may arise where a foundation, its managers
and its major contributors hold a significant interest in an operating business.
There is no reason why these restrictions should be applied to a holding company
provided the stock held by the holding company is proportionately attributed to
the foundation, its managers and its major contributors in determining whether
the foundation has an excessive holding In any underlying business. The House
Bill uses the term "business enterprise" which should not include a corporation
whteh conducts no business, but only holds a minority stock interest in operating
companies. Nevertheless, this portion of the Bill is unclear. Again, the ambiguity
could probably be corrected by a statement in your Report that a "business
enterprise" does not include a holding company.

STATEMENT

My name is H. Stewart Dunn, Jr. and I am a member of the Washington law
firm of Ivins, Phillips & Barker. I am appearing on behalf of Longwood Founda-
tion, Inc.

DESCRIPTION OF LONGWOOD GARDENS

Longwood owns and operates Longwood Gardens in Kennett Square, Penn-
sylvania. Longwood Gardens is a 1,000 acre-park and horticultural garden which
is open to the public throughout ,the year without charge. It was established in
1937 by the late Pierre S. du Pont. With insignificant exceptions, Longwood has
received all of its contributions from Mr. du Pont during his life or under his
will. Mr. du Pont died in 1954.

Longwood Gardens is located at the center of the northeastern megalopolis.
It is thirty miles from Philadelphia and only twelve miles from Wilmington. It
is within approximately a 100-mile range of New York, Washington and Balti-
more. The Gardens are not only of interest to those who are particularly inter-
ested in horticulture, but are of great interest to the general public. In the cur-
rent year, It is estimated that approximately one million persons will visit Long-
wood Gardens. At the rate at which attendance has been increasing, this number
should increase to three million within ten years. In addition to its indoor and
outdoor floral displays, its gardens and its fountains, Longwood Gardens presents
a'regular series of concerts, lectures and other performances which are also
open to the public. Attached as Exhibit A to my statement is a brochure, de-
scribing Longwood Gardens in words and pictures. This is one of the regular
brochures which Is available to visitors at Longwood Gardens.

Longwood employs over two hundred full-time salaried employees at Longwood
Gardens who are solely engaged in maintaining and operating this facility for
the public. For the most recently completed fiscal year of Longwood, its expendi-
tures in operations and improvements at Longwood Gardens were in excess of
three million dollars. In addition, Lofigwood finances various horticultural
studies and assists educational institutions and other public charities in this and
related fields.
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Based on a recent study, it appears that Longwood Is the eleventh largest
foundation in the United States. Very few of the twenty-five largest foundations
in the United States are engaged in any direct or active charitable, educational,
religious or other direct charitable activity. To the best of my knowledge, Long-
wood is one of the only two of the twenty-five largest foundations which are pri-
marily engaged in operating facilities open to the public.

DEFINITION OF AN OPERATING FOUNDATION--SECTION 4942 (J) (3) (SECTION 101 (B))

The House Bill proposes a tax on private foundations which do not make quali-
fying distributions that are equal to the greater of the foundation's adjusted
net income or five percent' of the aggregate fair market value of the nonoperat-
ing assets of the foundation. This tax on the failure to distribute income is not
imposed upon an operating foundation. Under proposed Section 4942(j) (3), an
operating foundation is defined as one which spends substanially all of its
income on the active conduct of the activities constituting the purpose or function
for which it is organized and operating, and substantially more than half of the
assets of which are devoted directly to such activities or to such functionally
related activities. While the Bill does not define what will constitute substan-
tially all of the income or substantially more than half of the assets, for pur-
poses of the definition of an operating foundation, the Committee Report states
that the income tests will be satisfied if at least eight-five percent of the income
is spent for the active conduct of the organization's exempt purpose.

The assets test is met if at least sixty-five percent of the organization's assets
are devoted to such activities. H.Rep. No. 91-413 (Pt. 1), 91st Cong., 1st Sess. 42
(1969). The Committee Report further states that the assets test is intended to
apply to organizations which provide facilities to the public. The assets test is
intended to apply particularly to organizations "such as museums, Callaway
Gardens (a horticultural and recreational area for the use of the public at
Pine Mountain, Georgia), Colonial Williamsburg . . . and Jackson Hole (which
operates functionally related businesses in connection with public parks and its
exempt purposes)". H.Rep. No. 91-413 (Pt. 1), 91st Cong., 1st Sess. 42 (1969). It
would seem clear, therefore, that the House intended to include under the
definition of "operating foundation" an organization such as Longwood Gardens.
Since the principal function of Longwood is to operate and maintain Longwood
Gardens for the benefit of the general public and in view of the size and scope of
this operation. Longwood would certainly be considered to be an operating
foundation under any normal standards. However, under the House Bill, Long-
wood could not qualify as an operating foundation. The principal difficulty is
that the House Bill would apparently not include securities maintained to provide
income for operations 'as part of the assets which are devoted to operations.

As stated above, Longwood received practically all of its endowment from
Pierre 8. du Pont during his life or under the will of Mr. du Pont and has
received no significant contributions since 1954. It is, therefore, entirely depend-
ent upon its own endowment to sustain the operations of the Gardens. Over its
history, Longwood has expended all of its income from its endowment in main-
taining and improving Longwood Gardens and in the other charitable operations
of the Foundation. However, if Longwood does not come within the definition
of an operating foundation, it will become necessary for Longwood to distribute
annually part of its principal in order to meet the requirements of section 4942.
For example, If the Bill had been fully applicable for the last fiscal year of
Longwood, the Foundation would have been required to distribute more than
three million dollars of its endowment even though the Foundation's expenditures
and contributions were in excess of one hundred percent of the income of the
Foundation in that year. Thus, the Bill as applied to Longwood would annually
erode its endowment and would ultimately make it impossible for the Foundation
to continue to operate Longwood Gardens.

It is clear that this was not the intention of the House or of the Ways and
Means Committee. As noted above, the Ways and Means Committee expressly
stated that the assets test in the definition of an operating foundation was to
protect organizations such as museums, Callaway Gardens, Colonial Williams-

R For taxable years beginning after 1970, the percentage may be adjusted upward or
downward by the Secretary's Delegate to reflect changes in interest rates and Investment
yields.

83-865--69-pt. 3- 26
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burg and .Jtickson hole. Certainly. Longwood Gardens Is engaged in the same
type of activity as the orgollizations referred to in that report. in order to
correct this unfair and apparently unintended conseque-lie, the assets test in
41W4'2jJ (3) (11) (1) should be modified to Include securities and other assets
liiiltained by the fou(lation to the extent that the Income fr(ont sih inv,st-
mielits Is eXelXnded in the active operations (if the foundation. 'h'lere should ilso
he a coil lrllable modification of the language (if section -1912(e) (1) (A) muailnjg
the same change i the definition of assets used i n carrying out the foundation's
exempt purlose.

Furthermore. your Committee Report should xiiake it clear that an existing
foundation may, If it so desires, be divided into two separate foundations iN
order that the operating assets, together with tie ela(lownent to Siuilport sIP-1h
operations, inity Ie transferred to one foundation, with the balance of the assets
bei g transferred to a second foundation: with the result that the lirst foiihi-
tion would he an operating foundation provi(led it meets the requireitents of
section 4942(J) (3), its niodilled, and, the second d foundation would not I, all
operat ing foundation.

EXCSS HOLDINGS REQUIREMENT

Longwood's endowment Is Invested ill a1 widely diversifled p)'tfolio of slock
and 1onds. Its holdings Include common stock in more than fifty public(ly-held
companies. In none of these companies are its holdings in excess of the two per-
cent de minimus rule provided by section 4943(c) (2) (C). However, it does
own between four percent and five percent of the outstanding common stovk of
Christiana Securities Company. Because of the very broad sweep of the attribu-
tion rules tinder section 4940(a). it aplears that Longwood and persons wio
would We disqualified persons own in the aggregate more than twenty percent of
the stock of Christiana Securities. Christiana Securities s not engaged In ayl.
active business and Is siml)ly a holding company. Its l)rincilpll asset is stock it
the du Pont Company. However, if the du Pont Company stock held by Christi-
an Securities Corporation were attributed pro rata to Longwood and disquali-
fled persons, their total aggregate holdings of du Pont from all direct :1il
indirect sources and attribution would certainly not exceed twenty percelt of
the outstanding stock of the du Pont Company. 'ie test of excess holdings of
stock under the House Bill applies only to holdings in a business enterprise.
Certain items are excluded from the definition of a business enterprise under
section 4943(d) (4). However, the definition of stock in a holding company is
left ambiguous.

The Treasury's Tax Reform Proposals state that the purpose of this provision
is to require a foundation "to sell or contribute to a publicly-supported charity
a controlling Interest in a corporation conducting an unrelated trade or business".
Technical explanation of Treasury Tax Reform Proposals of April 22, 1969, Tax
Reform Proposals Contained in the Message of the President of April 21, 196,11,
page 120. The Ways and Means Committee Report states that the purpose of its
proposal in to prevent a foundation from controlling a business. I-I. Rep. No. 91-
413 (Pt. 1), 91st Cong., 1st Sess. 27 (1969). Thus, it appears that neither the
Treasury nor the House Intended the Bill to apply to a holding company which
was not engaged In any business activities. Of course, in order to avoid any
improper use of holding companies as a device to avoid the impact of section
4943, any stock of operating companies held by the holding company Rl0ul be
proportionately attributed to the shareholders of the holding company. If by such
attribution plus other ownership, the foundation then has excess holdings for
purposes of section 4943, it would be required to dispose of such excess holdings
in the holding company. Christlana Securities Company and Longwood are pre-
pared to comply with such a modified definition of excess holdings. As a conse-
quence, none of the purposes of the Bill would necessarily require Longwood to
dispose of Its holdings In Christiana Securities.

In the absence of any substantive purpose for applying section 4943 In a situa-
tion such as this, the provision imposes unnecessary hardship. The Christiana
stock held by Longwood may be regarded by the Securities and Exchange Corn-
mission as controlled stock for purposes of the Securities Act of 1933. This would
place substantial limitations on the market for Longwood's Chrlstiana stock
unless Christiana were willing to undergo registration and Longwood were will-
lng to bear the expense In having the stock registered. Furthermore, the tax
imposed by section 506 would be applicable on this sale to the extent that the



'2163

sales price excV(let lit' FmIi(ndthi's l11s1s lit the stcrk on 1leember 31. 11NO.
The iet, .result of thMse variots proltosals is tiat tMe assets of LJonigwood would
he dissipate(1 by this sale ; whrvas, tli sale Is not required in order to varry out
a1ly of the legislative lImlivies which lie Iehin(l slcthi .11143, Therefore, it Is
reqnvited that the defluiltio of "business enterprise" it smetion 4913 Iev clarified
to e-xcludile it building cOmipal1y miless tile foundation and (isqualifetld ierso~is
own tite required percelitage of stock li thie uderlying opKrating cLUlmny after
apjlic(atioli of aIll the attriltionl rules lit the Bill, plus the attribution of 11 pro-
portionate a nnomiit of tie stock (If the ojdrating ((ilIlaii. held by the hol0llg

CON CL IUSION

As iiote( ll illy S'4lllillhlry, i.y l prestltatilon tim ited to, the two teelthlleall pirovi-
sloll. ill the Bill which ha1ve a particularly adverse etfet on ILonvgwtri. It appears
that neither of these results were intended. It would be indeed unfortunmte If the
work of a major operating fotindat ion which is directly engaged in providing
facilities to the pllhic should be clurtalled as 1 (aoisequenice of technitcl provisions
which have an11 iiiipiiuit niot Intenietd loy their sponsors.

I wish to thank the Committee for its kind coisitlervton of these points.

Th Ie CHAIRMAN. ,olon J. Schwartz, vice president, American Asso-
( ial ioni of Fund-Raisiug (Ot lisel, I l'.

STATEMENT OF JOHN 3. SCHWARTZ, VICE PRESIDENT, AMERICAN
ASSOCIATION OF FUND-RAISING COUNSEL, INC.

Mr. Scuitwmurz. Mr. Chairman, you already know who I am and
whom I represent. I want to thank you and Senator Bennett, for giving
us the privilege of testifying today.

I am going to try to cut down on the re(ndancy because our posi-
tion on many of the things that have been said today is similar to the
views already expressed. 0

Since we work in broad helds of lhilanthrol)y in our organization,
we have more interest than some other groups in Government epartner-
ship with the private sector in common public endeavors which is
sometimes underestimated by Americans generally.

I would like to add to the testimony of the other witnesses today
a few figures to set a larger stage against, which the provisions of the
bill before you may be considered.

Government not only has stimulated private giving with tax status
including the deduction of charitable c ntributions, bt also by quite a
few progressive laws providing for matching funds. The liil-Burton
Act, is a classic case of this. It came out in 1947 and in 21 years, in-
terestingly enough, 10 billion of construction of new medical facilities
has been built as a result.

The iml)ortant thing from today's standpoint is that $3.5 billion of
the money came from private philanthropy much of. which, without
the Government inducement would not have been given and conse-
quently the hospitals involved would not have been improved orerected.

Similarly, the Educational Facilities Act, since it began in 1964, has
already Oiven $2 billion to 1,500 colleges and universities but this has
generate-d $7 billion worth of new construction for higher education
and most of it has come from philanthropy.

Americans have responded- to this kindof stimulus to at high degree
every year for 30 years which is ts long as we have been able to keep
track of what they have been giving.-The giving has increased. In
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1968 it was $15.8 billion and 77 percent of this is from individuals. In
1969 it will surely exceed $17 billion and we project at least $25 billion
for 1975.

So we are talking about a major financing by the private sector of
the institutions that we have been hearing about today. This financing
obviously takes encouragement in the form of Federal tax law, not
discouragement, for the ultimate benefit of the country.

Therefore, we would go on record as being opposed to several provi-
sions of the House bill that have been discussed at length today. I am
not going to take time to do any more than mention them: the alloca-
tion of deductions, the amount of appreciation of gifts of property
being included in tax preference income.

Our Association did a survey of institutions, large and small, to see
how inpor ta.t gifts of appreciated property have been in recent years.
In our witten testimony there are figures from quite a number of
school aml hospitals and other organizations.

Just to summarize the major finding, with 50 colleges and univer-
sities which received $466 million in their programs, 48 percent of
their money was received in gifts of appreciated property. Three
hundred twenty hospitals received $148 million and 45 percent of their
money came from gifts of appreciated property.

The bill as it affects foundations directly refers to philanthropy in a
couple of instances which I would like to just take a moment to men-
tion. I don't think anybody, any good citizen of this country, wants to
see foundations accumulate funds or engage in self-dealing. But at the
same time, taxing their investment income by 71%/ percent is going to
have a very measurable effect on philanthropy.

One an4 a half billion dollars was given by foundations last year to
nonprofit institutions and agencies. Seven and a half percent of this is
more than $100 million but actually it could be twice this, because
foundation giving very often is in the form of challenge grants where
the recipient institution matches that gift on a 2-to-i or 3-to-i basis.

Some major programs for small institutions as well as large would
not get off the ground without this kind of stimulation.
. One quick example. Sixteen colleges and universities had capital
programs a few years ago and raised $35 million. The same schools
all received Ford Foundation challenge grants and the programs with
those challenge grants, raised $118 million, or more than three times
as much.

Another thing that we feel will hurt philanthropy in the long run is
the provision that gifts of appreciated property when given to a

rant-giving foundation have to be distributed within 1 year or the
donor cannot claim the appreciated value. We feel this will discourage
the flow of new capital into foundations, and in fact if it had been in
existence many years ago, some of the foundations which have done
commendable things for our country might not even be in existence
today.

The future needs for social improvement are staggering, as we all
know. The Carnegie Commission of Higher Education says that in
1968, $17.2 billion were expended for higher educational facilities.
This figure is going to go up to $41 billion in 1976, according to this
Commission. If we maintain the pattern of philanthropy, 10 percent
of this will come from private donors.
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The former Secretary of HEW has said that it would take $10 bil-
lion to modernize the nation's health facilities. If, in this realm, we
maintain the pattern of private to public giving, $4 billion would have
to come from private gifts.

So, in conclusion, the provisions we would like to see either deleted
or revised all bear on this same problem, to keep stimulating more gifts
to American philanthropy because our society will never get as much
as it really needs from this resource.

Thank you, sir.
The CHAL0HtMTAN. Thank you very much.
Senator BE NNE 'r. Just "one brief question. I came in in time to hear

you express your concern about the time limit on gifts to grant institu-
tions that have grants. Is it the 1 year that bothers you or are you
bothered by any time limit?

Mr. Sch'WARTZ. I am more bothered Senator, about the fact that
if someone donates appreciated property to a foundation, either to
begin it or to expand its giving capacity, he would not be able to take
the appreciated value of that gift as a tax deduction unless the Foun-
dation distributes it within 1 year, which is not always practical.

However, I will say that, we all feel that the measures that would
have foundations distribute their income within a reasonable period
we applaud because this would certainly keep some of them from sit-
ting on their funds, which has been the case, as we all know.

Senator BENNETr. Thank you.
The CIIATII.N. Thank you.
(Mr. John J. Schwartz' prepared statement follows:)

SUMMARY STATEMENT OF JOHN J. SCHWARTZ, EXECUTIVE VICE PRESIDENT, AMERI-
CAN ASSOCIATION OF FUND-RAISING COUNSEL, IxNC.

Introduction
Mr. Schwartz represents the American Association of Fund-Raising Counsel,

Inc., an organization of 23 fund-raising counseling firms. Members serve 1,000
organizations annually, on programs which raise $1 billion in contributions.

The Association believes several provisions of the bill are detrimental to
philanthropy.
The voluntary sector

Philanthropy and its institution,; have grown with the nation. They constitute
a free enterprise social system. Tax incentives have encouraged a dual system of
social programs.
The partnership

Partnership with government is mutually advantageous to public and private
sector. This Is readily apparent in health and education. Private giving is a major
factor in hospital and educational construction. Tax incentives have encouraged
private support, which has maintained an upward trend for 30 years, now stands
at $15.8 billion annually. Incentives are necessary to continued advance.
A reversal of philosophy

Proposed bill is a complete reversal of legislative philosophy on philanthropy.
Several sections will have drastic effect on contributions:

1. Allocations of deductions.
2. Limitation on tax preferences.
3. 7.5 percent tax on foundations.
4. Treatment of capital gains In gifts of property to private foundations.

Importance of gifts of property
Gifts of appreciated property comprise 48% of total giving to educational con-

struction, 27% of annual gifts to colleges, 38% of gifts to hospital construction
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and 35% of annual gifts to hospitals. These gifts are equally Important in other
lund-raising programs. When identified as leadership gifts, they have strong lpsy-
chological impact.

Allocation and tax preference provisions will discourage gifts of this typ,.

Inc ntivcs not loophole.
Incentives deliberately provided by previous congresses to strengthen social

system. Removal will force abandonment of programs or dependence on ad(ed
tax funds.

Foundation proposals
Proposed foundation tax would come from funds available for grants, which

often have effect of "challenge" to stimulate individual and corporate giving.
Proposal to tax appreciation in gifts to private foundations would impair their

worthwhile activities.

The future needs
Social needs are increasing. Funds necessary for higher education will more.

than double by 1976. Ten billion dollars is needed for hospital modernization.
Costs and demands are rising in all areas. Private giving must be encouraged if
the private sector is to fulfill its role.

Changes requested
At least:

1. Exclude charitable deductions from allocation.
2. Exclude appreciation in charitable gifts from tax preference Income

computation.
3. Delete foundation tax.
4. Continue present treatment of appreciated property gifts to all

foundations.
STATEMENT

Mr. Chairman, and distinguished members of the committee, it is a privilege
to appear before you today, and one which is greatly appreciated.

I am (John J. Schwartz) Executive Vice President of the American Association
of Fund-Raising Counsel, Inc., a professional organization, established 34 years
ago, of fund-raising counseling firms. Our 23 member firms, located across the
nation, engage in management of fund-raising programs for the nation's nonprofit
philanthropic agencies. I estimate that our firms are currently serving more than
1000 philanthropic institutions or agencies, assisting them in raising more than
a billion dollars annually in voluntary contributions from the general public,
corporations and foundations.

The objectives of the Association are to encourage continued high standards of
ethics and procedures in philanthropic fund raising, to serve as a channel
of information to the public about philanthropy and its benefits to society,
and to provide a center for Information and assistance for all philanthropic
organizations.

Our member firms serve philanthropic organizations on a fixed fee basis,
in a management capacity, so that the passage of this bill does not affect uis
economically. In fact, passage in its current form may actually increase the
need for our services. We are appearing because our acquaintance with the
fund-raising problems of thousands of organizations, and with the giving motiva-
tion of philanthropic-minded persons, places us in a unique position to observe the
philanthropic scene.I

From that vantage point, we must conclude that the tax reform bill, as passed
by the House of Representatives, would have a very detrimental effect on the
development-and possibly the continued existence-of many of our social
institutions which rely on voluntary private contributions for a share of their
support.

The voluntary sector
Practically all of these institutions were initiated by small groups of citizens

acting voluntarily to meet a social need. As their worth was demonstrated, other
citizens joined In support, and these institutions grew along with the nation
and Its economy, giving us a free enterprise social system unmatched anywhere
In the world. Many of them eventually came under government control as
tax-supported institutions. Others remain as viable private institutions often
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working in partnership with government. This partnership has long been ell-
couraged by government, which has granted tax exemptions to the institutions
and provided for deductions from taxable income by their supporters.

Thc partnership
This partnership has worked to the advantage of both public and private

sectors. This is most readily apparent in health and education. Federal grants
in these areas have helped to stimulate private giving, and private giving has
helped to build classrooms and health facilities without excessive debt finalincing
or heightened demands for tax funds.

Giving to hospitals is a major factor in hospital construction. In the twenty.
one years since the inception of the Hill-Burton program for medical facilities
construction, total construction under the program cost more than $10 billion,
of which $3.1 billion came from Federal grants, while an estimated $3.5 billion
came from private contributions, most of which would not have been contributed
without the stimulus from the Federal government. The other $3.4 billion came
from borrowing or local government sources.

I)uring the past six years, private -xpenditures for hospital construction
totaled $7.6 billion, of which about 50 percent came from private contributions.

Since the Higher Education Facilitih s Act became operational in 1964. 1500
institutions have received Federal grants for construction totaling a little more
than $2 billion, which generated a total of nearly $7 billion worth of construction,
a substantial part of which was financed by private philanthropy. In the same
period, private gifts to higher education totaled more than $7 billion, a majority
of which went into construction and other development projects.

Since deductions for contributions were written into the income tax law in
1917, succeeding generations of legislators have liberalized these provisions in
recognition of the efficacy and worth of a dualistic social system-part free
enterprise and part government supported.

Encouraged by government support of this system, the American public has
demonstrated a willingness to share its growing affluence In support of its private
institutions by direct contributions. Such support has continued an upward
trend for 30 years. In 1968, it reached a new high of $15.8 billion and should go
beyond $17 billion this year. Seventy-seven percent of the 1968 total, or $12.1
billion, came from Individuals.

In 1968, these funds were distributed to the major philanthropic areas
approximately as follows:

Religion: 46.8% ($7.4 billion).
Health and Hospitals: 17.3% ($2.7 billion).
Education: 16.7% ($2.6 billion).
Human Resources: 7.0% ($1.1 billion).
Civic and Cultural: 4.5% ($710 million).
Other: 7.7% ($1.2 billion).

As the needs in these areas increase, the giving response from the public keeps
pace. Approbation of government through tax Incentives has been a major
factor in maintaining this pace. In the foreseeable future, the needs will con-
tinue to increase at an even greater pace. We are confident that, if tax incentives
are continued, the private sector will continue to shoulder its share of the burden.

Although we have not conducted recent surveys in other areas, our experience
has proven that these gifts are equally important to fund-raising programs, for
youth and welfare agencies, churches, and civic and cultural projects--particu-
larly those for capital expansion. For instance, the Council of Jewish Federations
and Welfare Agencies estimates that, of tota-l contributions of $235 million to
its agencies last year, 25 percent was in the form of appreciated property.

It is obvious that these gifts, in a monetary sense, are important to the success
of programs to maintain, expand or improve the nation's social resources. Less
obvious is the tremendous psychological value they have. When identified as
leadership gifts, they serve to motivate donors of smaller sums, and elicit a
greater response to the fund-raising appeal.

The drafters of the House Bill avoided placing a direct tax on the capital gains
.contained in gifts of property, but these two provisions--for allocation of deduc-
tions and limitation of tax preferences-will tax them indirectly, and reduce the
tax benefits to the donor. Although studies have shown that these benefits are
not the primary motive for giving, they are an important factor in motivating
large gifts.

These provisions are aimed at the high income group, who are generally also
the big givers. Publicity attendant to tax reform has created the erroneous im-
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presslon that deduction of charitable gifts by these donors is a loophole--an
abuse of the law. This is not so. Tax benefits merely enable a donor to give more.
The benefit accrues to the charitable institution, not to the donor. Much has been
made of the statements in the tax reform proposals presented to the House Ways
and Means Committee on April 22nd by the Treasury Department (U.S. Govt.
Printing Office---Publication No. 28-2000, page 28) concerning the 154 individuals
with Incomes of $200,000 or more In 1966 who paid no income tax. The state-
ment reveals that these person had a combined adjusted gross income of $112
million. Their deductions for contributions totaled $78.6 million, or 70 percent,
of which $55 million was In non-cash gifts. Since the normal limit on charitable
contributions Is 30 percent, It is probable that a substantial number of these
qualified for the unlimited charitable deduction permitted by law. The bill would
repeal the unlimited deduction and eventually establish a limit of 50 percent of
income. This will reduce these gifts by 50 percent. Since two-thirds of these gifts
are made In property, they could be further reduced by the limited tax preference
and allocation proposals.

The tax money saved by these people does not go back into their own pockets.
It goes to support a variety of programs which are essential to well-being of our
society.
Incentives not loopholes

So-called "loopholes" arise from oversights in drafting of legislation. The
tax incentives for charitable contributions are not "loopholes." They were
deliberately written Into the law by previous Congresses to strengthen our free
enterprise social system-and they have achieved the desired effect. If this
system is to meet the ever-increasing demands of todays' society, their continua-
tion is essential.
A reversal of philosophy

With regard to philanthropic organizations, the proposed tax bill is not a
reform, it Is a complete reversal of that legislative philosophy of encouragement
of private contributions.

There are several provisions in the House bill which will have a drastic effect
on voluntary giving.

The most serious of these is allocation of deductions between taxable income
and preference income, with the gain in value of appreciated property which is
donated included in preference income. By making such a gift, a donor would
not only receive a limited charitftble deduction, but would reduce his other deduc-
tions by the ratio of preferenced Income to taxable income.

Almost equally serious is the provision for limitation of tax preference Income,
with the gain in value of appreciated property given to a philanthropic institu-
tion included as an item of preference income. In cases where an individual's tax
preference income exceeded his taxable income, he would be taxed indirectly
on appreciation in gifts to charitable institutions.

These two provisions combined would serve to greatly reduce tax incentives
for gifts of appreciated property. Such gifts are extremely Important to the
success of fund-raising programs of the nation's colleges, hospitals and other
philanthropic institutions, both for annual operating expenses and capital
expansion.
Importance of gifts of property

To document their importance we recently conducted a survey among a
sample of institutions, both large and small, in the .- ,'eas of higher education and
health. Fifty institutions of higher education of all types reported that in recent
capital fund-raising campaigns, which raised an aggregate total of nearly $467.8
million, more than $224.8 million, or 48 percent, of the total was given in gifts
of appreciated property. The percentages for individual schools ranged from 10
percent to 82 percent, with half of them getting more than 46 percent of the
value of gifts in this form.

In annual fund-raising programs, twenty-four of the colleges and universities
raised a total of nearly $64 million, with 37 percent, more than $23 million,
coming in gifts of securities which had appreciated In value.

Analysis of a survey of hospital fund-raising programs revealed similar results.
In 349 capital fund-raising campaigns for hospitals, which raised nearly $217
million, mostly for building purposes, nearly $83 million, or 38 percent, was
contributed in gifts of property. Percentages for individual hospitals ranged
from 76 percent to zero percent, with hAlf of them getting more than 44 percent
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of the total value of gifts in this form. Thirty-five of these hospitals reported
raising nearly $8 million in annual giving programs, with $2.7 million, or 35
percent, coming in property gifts.

Specific examples of the importance of these girts to individual institutions
are attached to my written testimony.

If the provisions of the House bill stand, many of the programs funded by
philanthropy will either have to be abandoned or the funds for then will have to
be provided through appropriations from general tax revenue.

Foundation proposals
Some of the proposals in the House bill affecting private foundations would

also weaken support of our philanthropic institutions. Foundations last year dis-
tributed about $1.5 billion in grants. About 41 percent of it went to education;
another 34 percent to health, welfare and science, and about 10 percent to the
humanities. Imposition of the 7 percent tax the bill proposes would reduce funds
available for distribution by just about the same percentage.

Foundation grants assume far more importance than their monetary value
when they are used as challenge grants-a device which helps to raise the sights
of prospective donors. This importance was pointed up by a recent survey, con-
ducted by one of our firms, of the effect of Ford Foundation challenge grants oil
sixteen college and university capital fund-raising campaigns. Each of the schools
had conducted prior campaigns, in the recent past, which raised an aggregate
total of $35 million. With the stimulus of the Ford grants, the same schools raised
a total of $118 million-more than three times as much-in their challenge
campaigns.

Another harmful provision is that gifts of appreciated property to a private
foundation must be distributed by the foundation within one year if the donor is
to deduct the appreciated portion of the gift. Such a provision would discourage
channeling of new capital into foundations, which constitute a growing source of
funds for social betterment a,4d play an important role in seeking solutions to
society's problems-both existing problems and those which emerge with changing
social conditions. If this provision had been in effect In the past, many of the
large foundations which now exist might never have been formed.

We favor the foundation provisions in the bill which would eliminate self-deal-
ing and other abuses, but feel strongly that those cited would seriously impair
the worthwhile activities of those foundations which have not been guilty of
abuse. We believe that congressional actions should strengthen the ability of
foundations to carry out their objectives-not weaken them, as the proposed
provisions would do.

There are other provisions which will affect charitable giving to a lesser degree.
Other witnesses will present expert testimony on these points, but I would like to
touch on those provisions which would eliminate or sharply curtail tax incentives
for deferred gifts, such as charitable remainder trusts, life income contracts and
gift annuities. Such forms of giving are becoming increasingly important, par-
ticularly to colleges, universities, hospitals, and religious projects. This impor-
tance is pointed up by an example: Of 18 Southwestern colleges responding to our
survey, eleven of them had income totaling $2.1 million last year from such gifts,
and ten of them had on their books a total of $20 million in deferred gifts which
will accrue to them when trusts or contracts mature.

The future needs
The need for funds in social programs increases at an alarming rate. Rising

costs and increased demand have escalated expenditures in all areas, and the out-
look for the future is that they will rise even more rapidly.

The Carnegie Commission on Higher Education estimates that college and
university expenditures will rise from $17.2 billion In 1968 to $41 billion in 1976.
About ten percent of this must come from private gifts.

The former Secretary of Health, Education and Welfare estimated that $10
billion was needed to modernize the nations health facilities. If the past patterns
are followed, about $4 billion of this must come private gifts.

In all other areas--religion, welfare, the arts, youth agencies, and civic pro-
grams-increased costs and demands are creating crises In financing.

In the past, a fair share of this burden has been carried by philanthropy. Now,
more than ever, increased giving must be encouraged, so that the private sector
may continue to carry its share. The tax Incentives to giving should be left un-
changed, or liberalized, If the philanthropic institutions are to continue to fulfill
their vital role.
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C/hange8 requested

We respectfully request that you consider at least the following changes to
sections of the House Bill:

1. Section 302--exclude charitable deductions from those which must be
allocated between taxable income and tax preference income;

2. Section 301--exclude appreciation in the value of property contributed
to charitable institutions In computing tax preference income;

3. Section 101--delete provisions for imposition of a 71/ percent tax on
net investment income of private foundations;

4. Section 201-delete that portion of the section, page 124, lines 4 through
21, which provides that a donor who contributes appreciated property to a
private foundation must elect between:

(a) Deducting only the cost of other basis of the property; or,
(b) Deducting the fair market value of the property and including the

appreciation In his tax base, unless the foundation makes a distribution
out corpus, in an amount equal to 100 percent of all such contributions,
within one year after the close of the taxable year in which the con-
tribution was received.

EDUCATIONAL INSTITUTIONS
CAPITAL CAMPAIGNS

Total In
Total appreciated Percent

Institution contribution property property

Mercerburg Actemy ......------------------ *----------- $1, 784, 804 $519,727 29
Washington & Jefferson College ------------------------ 1,079,337 417,148 38
Dartmouth Cole ..-------------------------------------- 30,000,000 24,600,000 82
University of Rochesr ...................................... 26,400,000 19,500,000 75
Emory University ------------------------------------------- 23, 000,000 16,700,000 29
University of Pennsylvania ................................... 31,320,700 16,600,000 53
I6 Pennsylvania colleges ..................................... -- 1 900,000 43,415, 41Harvrd University. ------------------------------ 84,500,000 45, 5000 54
Rose Polytechnic Institute(Indiana)- -- . .------------------- 1,792,000 443,000 24
Grinnel College (Iowa) -------------------------------------- 3,304,000 1,225,200 37
Earlham College (Indiana) .........------ _---------------- 4,594,000 3,600,000 78
RipnCol sonsln) ---------------------------- 2,569,000 1,226,610 48
Worowetec Nyehinstitute (Massachusetts) ---- _--------- 15,400,000 9,446,360 61
Convese College (South Carolina) ........ .................... 350,000 2 011,680 46
T ityCole.------------------- _------------- 4 191,000 2Y, 066,850 35
15 Southwecst olleg and universities ---------------------- 37 276,982 6,037,187 16
Carnegie-Mellon University ...................... _---------- 7, 000,000 28,800,000 40
Salglnw Valley College (Michigan)- .------------------- 4,300,000 433,000 10
Le 11h Univerity (Pennsylvania) ------------------------- 25,000,000 11,500,000 46
UnIvorsity o1 Cincnna--------------------------------- 30,000, 000 14, 000,000 47
4ocolle---------------------------------------- 1,706,000 9,000 56

The Masters School-.. .------- _---- ----------------- 23,500 152 500 24

'130 donors.
53 years.
'All contracts last 7 years.
S196649.

ANNUAL FUND

Total Amount in Percent in
Institution contributed securities securities

Mercersbir, Academy...-.................................... $176,418 $43, 20 25
Dartmouth College......................................... 2, 000000 620,000 31
University of Pensylvani ................................... 2, 000000 1 ,000, 000 50
16 oahwatrn Woe and universities...................... 26,860 539 10,233,292 38
Caraglu-MelJwt University- .............................. 30,499 490 10,939,106 36
Salfaw Valley Colee (Michigan) ........................... 414,000 17A 000 42
Creilghtn University (Nebraska) .............................. IO000 160,000 20
1astIgs Collete (Nebraska) ................................. 200 000 20,000 10

........Unii------------------------ . 2, 01,230 294,408 29
Cdleslate Schoot (New York)-------------------------2,000.000 600,000 30

sewoift .........- - 13,600,000 2,500,000 18... . ............................ ....... . 19 0 03 ,0 8
The* Mses SdW -- --------------------------- 195,000 35,000 18

3A0uly.
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MEDICAL INSTITUTIONS

CAPITAL CAMPAIGNS

Total contri- Amount in Percent in
Institution buttons property property

320 hospitals (25 years) ------------------------------------- $148, 000,000 $66,600,000 45
Newton-Wellesley Hospital (Mass.) --------------------------- 3,500,000 724,000 21
Shadyside Hospital (Pittsburgh, Pa.) ................ ----------- 3, 300, 000 1,110,000 34
3 affiliated hospitals (Boston, Mass.) ............ --------------- 7,500, 000 2,652,446 35
Children's Hospital (Boston, Mass.) -------------------------- 15, 800,000 6,952,r.0 44
hospitals (Erie, Pa.) ....................................... 6,870,000 755,700 11
Montefiore Hospital (Pittsburgh, Pa,) .......................... 3, 000,000 290,000 10
Beverly Hospital (Mass.)0,000 2,5000 76
19 Southwestern and Mid western hospitals (Kansas, olorado . 00 20, 00

Texas, Arkansas, Missouri, and Arizona) --- _--------------- 25,395,535 1,300,693 5

ANNUAL CAMPAIGNS

Community Hospital (Glen Cove, N.Y) ......................... 225,000 85,500 38
Newton-Wellesley Hospital (Mass.) ------------------------- 232,000 108,817 47
Shadyside Hospital (Pittsburgh Pa,) -------------------------- 80,000 20,000 25
3 affiliated hospitals (Boston, Mass.)........................... 708, 061 434,261 61
Children's Hospital (Boston, Mass.) ........................... I, 703,000 749,000 44
York Hospital (Pennsylvania) -------------------------------- 1 282,680 267,125 95
Montefiore Hospital (Pittsburgh, Pa.) ----------------------- 200,000 ................ 48
Riverview Hospital (New Jersey) -------------------------- 239, 500 35,000 12
Beverly Hospital (Mass.) ------------------------------------ 404,553 78,727 19
Southwestern and Midwestern hospitals (Texas, Missouri, Colorado,

Arizona, Kansas, Oklahoma, and Arkansas) ................... 3,672, 554 938,977 26

1 2 years.

The CHAIRM 3AN. Mr. Lloyd Tupling, Washington representative,
Sierra Club.

STATEMENT OF W. LLOYD TUPLING, WASHINGTON
REPRESENTATIVE, SIERRA CLUB

ir. TUPLI.NO. Mr. Chairman, Senator Bennett, you have my pre-
pared statement and summary and I think I can summarize the thrust
of our arguments in two or three sentences here.

The Sierra Club believes -that the Internal Revenue Code should
be changed to allow donors to deduct all contributions to nonprofit
membership organizations which are used to support their charitable
and e( cational purposes, including disseminating propaganda, and
legislative activity in support of their charter purposes.

As you know, the Sierra Club last year lost its status as a 501 (c) (3)
organization on the basis of a finding by the IRS that we had engaged
substantially in influencing legislation, citing the case that was an out-
growth of the proposal of the Department of Interior to build some
dams in Grand Canyon. We ran some ads and the day after the
ads ran, the IRS said, you are influencing legislation so we are going
to put you on the list where you can't gain any tax deductible funds.

It is interesting to note that after this happened the central Arizona
project was enacted into law -last year by the Congress and in the
wisdom of the Congress they wrote into the statute that there should
be no dams built in Grand Canyon..

When the President signed this bill into law, he made special men-
tion of the fact that this bill which went through Congress, and which
he was signing it into law. prohibited the building of dams in the
Grand Canyon National Park.
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It seems to me that it is an anomaly of the statute that, an organiza-
tion that has spent some money, no'doubt about it-it may have in-
fluenced legislation, it may not have influenced legislation-

Senator BF rN.r'r. Was its purpose to influence legislation?
Mr. TUrLING. Yes.
Senator BEN;Er. Then it didn't matter whether it influenced it

or not. Its purpose was to influence.
Mr. TupLING. Yes. Its purpose was to influence.
Senator BEN NETT. OK.
Mr. TUPLINO. But the problem with the statute is that it has to be

substantial and the Internal Revenue Service to this day has never
described what is "substantial." Now, if it is effective, that may be sub-
stantial. I don't know, but it should be a specific part, or there shlio1ld
be some level above zero that you can judge substantiality by. And the
statute doesn't have this in it at all.

Senator BENNxrr. The interpretation of the word "substantial" has
generated more lawyers' fees than any other word in the English
language and it will continue to do so.

Mr. TuPLINO. Well, Senator Bennett, that is why we proposed in
our statement to the committee that in this bill there be a provision
written in that organizations, broadly based, public-supported organi-
zations, a!e permitted to have this leeway, this ability to devote some
part of their funds, to state it plainly, to propaganda and influetiing
legislation.

I really think it is a valuable, socially desirable activity for organ-
izations that are broadly supported by "the public to bring their views
to Congress and to influence legislation just as business is permitted
to do with the provisions that were made in the 196'2 act where busi-
nesis was permitted to deduct lobbying activities as business expenses.

The CIAMnMAN. I think that the best point of your argument is that
the Internal Revenue Service down there just picks and chooses who
gets tax exemption and who doesn't when they make some effort to
influence legislation.

It just depends on whether they think you are right. If you are
right and you are doing something they want you to do, then what you
ar doing is not substantial, and that would appear to be decided
practically out of the White House.

If the executive agrees what you do helped to pass legislation with
which the executive seems to agree, then they rule what you do is not
substantial and if the executive doesn't seem to be agreeable with youat that particular point, whatever you do is substantial.

As I understand it, your organization tried to preserve the Red-
woods, did they not?

Mr. TUPLINO. That is right..
The CMAIRMA-. What did they rule about that,? Was that sub-

stantial or not?
Mr. TUPLIN'o. Our expenditures in the Redwood Park campaign

* came after we had been given notice by the Internal Revenue Service
that they could not guarantee that contributions to the Sierra Club
would be deductible after that date. And it took almost a year and a

8 half for the question to get. settled on this issue
The CAIRMAN. Well, they did not make you taxable, though.
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Mr. TuILINo. No, no.
The CHAIRIMAN. Based on your Redwoods campaign. So they ap-

l)arently concluded, inasmuch as what you were doing was something
which you agreed in trying to preserve the Redwoods they concluded
what you dki was not substance, even though-if I understand it, at,
that point you. had already lost your exemption anyway.

Mr. TITpLING. We hadnt lost it entirely because we were in kind of
a limbo situation. We felt that notice from the District Director of
the Internal Revenue Service in San Francisco saying that after that
date they could not guarantee a contribution to the Sierra Club would
be deductible for income tax purposes, had the effect of stopping con-
tributions. It took 18 months before it was finally decided here in
Washington. The Director and the Secretary of the Treasury con-
firmed the District Director's decision.

So here we. were 18 months, you know, in limbo and people didn't
know whether they could deduct it or not.

The CHrAIRIMAN. IWell, it would seem to me that anything founda-
tions or tax-exempt organizations that want to influence legislation
should not be tax-exempt, whether they are right or wrong

Now, if you arrive at that conclusion, then you haven t got to argue
about whether it is substantial or not substantial. The question is, ame
you trying to influence legislation? And if it is, then your activities
in that regard should not be tax exempt. Then we will treat them all
alike. We won't try to decide whether we agree or disagree. The ques-
tion is, are you trying to influence legislation. If you do, then no tax
exemption, because if it needs any influencing at all, then it is
controversial.

Mr. TuPLINo. Corporations and associations, industry associations,
are able to deduct costs of lobbying under the statute and-

Senator BFNN7,rT. But their entire income is not tax exempt. Cor-
porations-maybe they use part of their income for lobbying but
ninety-nine andl ninety-nine one-hundredths percent of their income
is taxable.

Mr. TuPIINo. This is hard to analyze-unless you are going to ac-
count for every industry, every busines-

Senator BENN.T'r. There is a basic difference between a taxable cor-
poration and a tax-exempt foundation.Mr. TtTPLING. Yes, I know there is. And I agree with you entirely
on that point. But eveyT dollar that, say, somebody like Georgia
Pacific Corp. that we had tie argument with on the Redwoods, every
dollar they spent for their newspaper ads was a deductible expense
under the statutes.

The CHAIRMAN. Yes, but Georgia Pacific Corp.--
Mr. TuPLINO. On the other hand, we are penalized, we lose our tax-

exempt status because we are trying to influence legislation. It doesn't
seem like simple justice.

Senator BF.NNETr. Wait a minute. If you had then moved into the
status of a corporation and become subject to tax, you could have
deducted the cost of the ads as a legitimate expense of your operation
just as the corporation does.

Mr. TupLmI4o. Well, perhaps that is the way this bill ought to be
rewritten, so that charitable organizations that spend all their money,
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or don't spend all their money, are taxed at the same rate as
corporations.

The CHAIRMAN. You posed the problem and we will try to work
out some answer. Right now I don't know.

Thank you very much, sir.
(Mr. W. Lloyd Tupling's prepared statement follows:)

STATE 4ENT OF W. LLOYD TUPLING, WAS}nINOTON RuiRFE8SNTATWE,

SnMEA CLUB

SUM MARY

The Sierra Club's loss of its status as a 501(C) (3) under the Internal Revenue
Code illustrates the short-cominp 'of existing law as it affects broadly sup.
ported public charitable and educational groups. The Internal Revenue Serviee
denied the Club 501(C) (3) status on grounds that it had engaged in propaganda
and Influenced legislation, The Club denied this and held that only an insub.
stantial part of its total activity was directed toward legislative matters.
Vagueness of language in the present law acts as a deterrent to traditional,
publicly based organizations interested in legislation.

The Sierra Club urges that the present unworkable and grossly discriminatory
limitations on activities of broadly based, public charitable organizations be
removed. Two limitations should remain:

1. Permissable legislative activities must be related to legislation affecting
the continued existence of the organization or to legislation involving the
objectives that this organization was formed to pursue;

2. There must be no Intervention in elections.
These changes would overcome the adverse effects of the Code as it is now being

interpreted. At present, the Code gives an advantage to the profit-seeking sector
of public opinion; puts nom-profit corporations at a competitive disadvantage
when they are opposing business corporations on an issue before Congress:
puts many publicly supported membership organizations in the same category
with privately endowed foundations; and puts public-service membership orga-
nizations under a mandate to comply with language, designed to limit their
activities, which is so vague as to be undefinable.

STA TEMENT

Mr. Chairman, my name is Lloyd W. Tupling. I am the Washington Repre-
sentative for the Sierra Club and for Trustees for Conservation. I am appearing
and filing a copy of this statement on behalf of the Sierra Club, an organization
having more than 72,000 members who are devoted to the preservation of
outstanding scenic and natural areas and the integrity of our physical
environment.

Since its inception, the club has communicated its convictions about the
value of keeping enough areas natural to both the public at large, and when
appropriate, to Oongress. At times it has done this Inconspicuously, but at
other times the imminence of threats to superlative natural areas, which are
Irreplaceable, has forced the club to be more conspicuous In publishing its ies-
sage. This has been necessary If the Club was to 'be effective, in a competitive
sense, In thwarting the designs of those who were actively promoting projects
which would materially damage those areas.

As you know, it was an a result of such action that the Sierra Club lost its
status as a group to whom donors might make deductible contributions under
seetlpn , 501 (0) (8) of the Internal Revenue, Code, a status the club had enjoyed
since the 1980' As a result of the club's successful opposition to dams in Grand
.Panyon, the Internal, Revenue Service ruled finally In August of 1908 that the
Sierra ( Club had eugged In propaganda and Inuenced legislation in a manner
which IRS charged violated the limitations of that section of the Revenue Code.
Te c lub denies this, aserting that only An Insubstantial part of its total activity
WasInvolved with opposition to these dams or to other legislative matters. WVe
bellvo that the, Intral Revenue Service misunderstood the facts and that its
4t. c l dion not'b puard wlt the Internal Revenue'Code, with First Amend-
#** toeedbMs or wtith sound public policy.

I
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The core probleua is that the amount of legislative activity which the statute
allows to 501(C) (3) organizations is so vague as to deter any such activity hy
many such organizations. The IRS action in the case of the Sierra Club reveals
the grave risk to most publicly supported charities and educational orgallniz tions
If-like the business enterprises with which they imay disagree-they attempt
to convey their position to the Congress. The Sierra Club's case delnonstrates
the need for modification of the limitations under which broadly supported
charitable and educational groups must operate If the historic policy of Congress
to sponsor and encourage such institutions is not to be seriously erodel.

H.R. 13270 would create a new category of section 501(C) (3) organization
denoted as "private foundations". (Section 101 (b)) These "private foundatlons",
unlike 01(C) (8) organizations that are broadly based, would be brought under
stricter surveillance by the Internal Revenue Service in order to assure that their
activities further the public charitable, religious, mlentlflc, and literary objec-
tives for which they are formed. Traditional, broadly based public-type charitable
and related organizations, however, are unaffected.

Section 101(b) of HR 13270 prohibits "private foundations" from engaging
in any activities affecting legislation, The restriction upon such activities is
absolute.

The distinction proposed between "private foundations" and traditional, pub-
licly based charitable organizations now makes feasible reconsideration of pres-
ent limitations Imposed by present section 501 (C) (8) on broadly based charities
falling outside the "private foundation" category. As Mortimer M. Caplin, former
Commissioner of the IRS, phrased it in an article adopted from a 1968 address
at American University:

"No sound policy reason exists for denying charitable and educational organi-
zations latitude in the political field equal to that allowed to business organiza-
tions. Without jeopardizing their tax exemptions, these entities should be
permitted to engage In legislative activities similar to those described by Code
section 102(e) as permissible tax deductions for businesses ...

"Charitable and educational organizations are playing a larger role In achiev-
ing the social and economic goals of our nation. In the fields of their special ex-
perience and expertise, their voices should be heard and they should be free to
give legislative bodies the benefit of their views ..

We urge that the present unworkable, unnecessary and grossly discriminatory
invitation on activities of broadly based, public charitable organizations which
affect legislation be removed. Two limitations should remain, however: (1) Per.
natsalble legislative aotivties must be related to legislation. offooting the contintued
existence of the organ ization or to lkgislatiom ipivolving tho objcotivos that this
organization was formed to pursue; (2) thero must be no interveontiot in clec-
tions. Surely, if organizations like the Sierra Club are to fulfill their public
trust, they should not be precluded from resisting destruction of irreplaceable
redwood forests or from arousing public interest in the preservation of the Grand
Canyon, notwithstanding that such activities Involve the passage or defeat of
legislation.

We specifically propose to this end an amendment to section 501(C) (3) which
is closely related to that proposed by the American Bar Association Committee.
on Exempt Organizations and reported in Tax, Lawyer, Vol. XXI, No. 4, pp. 67-
68, as follows:

"SzC. 1. Section 501 is amended by redesignating subsection (e) as subsection
(f) and inserting after subsection (d) the following new subsection:

"1(e) APPEARANCES, ETC., WITH RSPZCUT TO LEOISLATION.-(1) None of the fol-
lowing activities by an organization described in subsection '(c) (3) shall ie
deemed 'carrying on propaganda, or otherwise attempting, to influence
legislation':

"(A) Appearances before, submission of statements to, or sending com-
munications to, the committees, or individual members, of Congress or of
any legislative body of a State, a possession ,f the United States, or a politi-
cal subdivision of any of the foregoing witb respect to legislation or proposed
legislation of direct Interest to the organizat .;n.

"(B) Communication of information between the organization and its
members or contributors with respect to legislation or proposed legislation
of direct interest to the organization.

"(0) Communicating information to the general public for the purpose of
influencing legislation or proposed legislation of direct interest to the
organization.
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"(D) For purposes of this paragraph, matters of direct interest to the
organization include--

"(1) those directly affecting its exemption under this section;
"(ii) those directly affecting the deduction of contributions to such

organization under sections 170, 642, 2055, 2106 or 2522;
"(ii) those directly affecting any exempt purpose or function for which

the organization was organized and is operating, in the case of an
organization which normally receives a substantial part of its support
(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 this section) from the
United States or any State or possession or political subdivision thereof
or from direct or indirect contributions from the general public.

"(2) Activities described in paragraph (1) shall not include any attempt to
influence elections or referendums.

"SEC. 2. Section 170(c) is amended by adding the following new sentence
at the end thereof: 'For purposes of this subsection, the phrase "carrying on
propaganda, or otherwise attempting, to influence legislation" in paragraph 2(D)
shall be subject to the qualifications set forth in section 501 (e).'

"SEC. 3. Section 2055(a) is amended by adding the following new sentence at
the end thereof : 'For purposes of this subsection, the phrase "carrying on propa-
ganda, or otherwise attempting, to influence legislation" in paragraphs (2) and
(3) shall be subject to the qualifications set forth in section 501(e).'

"SEC. 4. Section 2106(a) (2) (A) Is amended by adding the following new
sentence at the end thereof: 'For purposes of this subparagraph, the phrase
"carrying on propaganda, or otherwise attempting, to Influence legislation" in
clauses (ii) and (1i) shall be subject to the qualifications set forth in section
501 (e).'

"SEC. 5. Section 2522 is amended by redesignating subsections (c)and (,d) as
subsections (d) and (e) and by inserting after subsection (b) the following new
subsection:

"'(C) CARRYING ON PROPAGANDA, OR OTIERWISE ATTEMPTING To INFLUENCE
LEoISLATIO.-For purposes of this section the phrase "carrying on propaganda,
or otherwise attempting, to influence legislation" in paragraph (.2) of subsection
(a) and in paragraphs (2) and (3) of subsection (b) shall be subject to the
qualifications set forth in section 501(e).'

"SEC. 6. These amendments shall be applicable to taxable years beginning
after tho date of enactment thereof and to estates of decedents dying after the
date of enactment thereof."

As it now is being interpreted, the Code:
(1) gives an advantage to the profit-seeking sector of public opinion in

that a 1962 amendment to the Co16 facilitates their lobbying by allowing
businesses to deduct direct lobbying expenses;

(2) it puts non-profit corporations that lack clear rights of deductibility
for lobbying at a competitive disadvantage when they are opposing business
corporations on an issue before Congress, as we were in trying to overcome
lumber company opposition to the Redwood National Park that Congress
recently established;

(3) it puts many publicly supported membership organizations in the
same category (501) (C) (3) with privately endowed foundations, when their
nature, purposes, and problems are far different;

(4) It puts such public-service memberip organizations under a mandate
to comply with language, designed to limit their activities, which is so vague
as to be undefinable. As a practical matter, this limitation has grown into
a virtual prohibition in that compliance can only be safely assured by totally
eschewing legislative activity.

As Mr. Caplin also pointed out in his article: "Today, the policy justification of
the present limitations on exempt organizations' legislative activities is question-
able. Since 1962, profit-making businesses have been permitted to claim income
tax deductions-as 'ordinary and necessary' business expenses-for financing
legislative appearances and related activities which are closely connected with
their business operations. The 1962 amendment to the Internal Revenue Code
overruled the well-established case of (ammarato v. United States (358 U.S.
498), which had previously denied Income tax deductions for this type of lobbying.
As the Senate Finance Committee pointed out, it was felt to be desirable 'that
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taxpayers who have information bearing on the impact of present laws, or pro-
posed legislation, . . not be discouraged in making this information available
to the Members of Congress or legislators at other levels of Government."

"Congress thus recognized in 1962 that It was legitimate for business entities
and the trade organizations they support to participate in lobbying for legisla-
tion of direct interest to them. Yet, it this Is true for business entities, why
Isn't it equally valid for educational and charitable organizations? This 1962
income tax relief for businesses suggests that. Congress should reexamine the
entire area of legislative activities of exempt organizations with a view to grant-
ing them a broader measure of freedom in the legislative sphere."

While deductibility is not a sine qua non of survival for membership organi-
zations, it is a practical requirement in most cases for effective operation, inas-
much as adequate funding can only be secured in this way. The present state
of the law, therefore, Inhibits effectiveness. To become effective, an organization
needs deductible money: when it gets it, however, it cannot effectively use it to
f remote its cause with the public and Congress. Those that do use their money
this way lose their deductibility. A premium, thus, is placed by the law on

ineffectualness,
Our proposal differs in one respect from the American Bar Association proposal

in that our proposal recognizes that appeals to the general public respecting
legislation is part of the same process as Is a direct representation to the
legislature.

It is important, in liberalizing the tax treatment afforded non-profit member-
ship organizations, that allowance be made for both indirect, and direct, lobbying
by such charitable organizations. While there is a distinction between communi-
cation directly with Congress and communicating to the public at large for the
purpose of urging them to contact Congress, these two approaches are not easily
separated in practice. Almost all organizations interested In legislation engage
in both operations simultaneously. The two are interacting parts of the same
process. Any limitation on indirect lobbying will have the effect of hobbling the
effectiveness of direct lobbying, In that information will be conveyed directly to
legislators In the absence of any indication of the intensity of public interest. The
importance of allowing both Is acute for non-profit membership organizations.

But in any event simple equity-indeed constitutional mandates in the view
of the Club's attorneys-requires that publicly based charities be placed In a
comparable position to that in which the 1962 amendments to the Revenue Code
placed private business enterprises and their associations. These 1962 amend-
ments in effect allow as a business deduction all expenditures Involved in mak-
ing direct representations to Congress and other legislative bodies. The 1962
amendments deny deductibility with respect to expenditures for advertising cam-
paigns designed to stir public interest in pending legislation. The same result
may be obtained with respect to charities by denying deductibility of gifts to a
charity if the charity engages in such activity and cannot demonstrate that the
funds used by it for such public campaigns had never qualified as a charitable
deduction. There is no reason why charities, unlike private business and their
associations, should be precluded from receiving any tax deductible gifts merely
because a small part of the charity's funds were used for influencing legislation.
We urge the Congress to adopt the language proposed herein, but, failing that,
at least to give broadly based charitable organizations equal treatment under the
law ats compared with private business enterprises.

The CHAnauw. Mr. Bronson P. Clark.

STATEKENT OF BRONSON P. CLARK, EXECUTIVE SECRETARY,
AMERICAN FRIENDS SERVICE COMMITTEE, PHILADELPHIA

Mr. CrAuR. The Quakers are noted for helping people in distress.
I think, Senator Long and Senator Bennett, you qualify . And probably
what my religious instincts tell me to do is make this as brief as
possible

Senator BiNNET. The Quakers are also noted for silence.
[Laughter.]

38-865--69-pt. 3--21
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Mr. Cmt. We will try to make the product mix a little better
today.

For 52 years the Quakers have been at the business of concerning
themselves with issues which also concern our national leaders in the
areas of poverty, jobs, housing, rural and urban poor, problems of
the underdeveloped world, and so forth. We are not a large organiza-
tion. We have ten regional offices.

We probably have something like 5 000 volunteers working with us.
And maybe 100,000 Americans contribute to us from all the religious
faiths.

We have no endowment. We live on current contributions. We are
classified under section 501 (c) (3) as an association of churches. Alan
Hunt, who is sitting down, is our corporation counsel and he specializes
in some of our deferred giving and life-income contracts. So we are
entirely dependent upon contributions for what we are about.

I would say there are five things that concern us and I will boil down
four of them and concentrate on what I think is the important one.

These four you have been hearing about inclusion of the appreciated
gift, and in the allocation of deduction formula, we share the objec-
tions and concerns which have been stated here over and over. We do
the same on limitations of deferred giving.

We would like to emphasize that this is particularly helpful to our
small giver the person who can give a modest amount but needs the
income, an we have life-income contracts sometimes as low as $1,000.

Lifting of the standard deduction, we feel that it is quite a different
thing to deduct a medical expense from making a voluntary act of a
contribution. A tax on foundation income, that is a provision that we
interpret as virtually an action on our income. We receive for our
budget 25 percent of our income from foundations and in effect that
would just be a dollar cut on what we are about.

At the least of it, we would favor the administration's position of
the 2 percent, if any.

This brings me to what I think is really the heart of the matter and
maybe your last witness will sound like the first, but without the same
size bank account. You will recall John Rockefeller testified on the
pluralist society, the fact that there is a partnership involved here in
government and public effort, and I would like to give you three ex-
amples from the American Friends Service Committee.

The first is housing. We went into the coal fields of Pennsylvania,
in the pit of a depression. We were able to start immediately that idle
miners with idle hands and poor shacks, that there might be a catylist
used to use that idle time, and there we introduced the first conception
in America of sweat equity in which by joint effort and forling
themselves into crews, these miners built their own homes.

This sweat equity now resides in title 213 and some of the FIIA
statutes and cooperative housing is spread very widely now, even
though some features of it don't include sweat equitY, ofcourse. But
ti coe.ept which we worked on in the 1930's continue to this very
day and if you go to .. little valley ip Southern California, El Porvenir,
you will fnd migrants building their homes by a sweat equit effort
which in effect means by their muscle% instead of a financial down
payment they are putting together an entire lttle village.
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The CHAIRMAN. You say sweat equity. You mean by dint of hard
work, the §weat of their brow and sweat of their muscle, they pro-
ceeded to get out there and build some homes for themselves.

Mr. CLARK. Right. If you have a $10,000 home and FHA says yon
have to have $1,000 down in order to get this mortgage insured, they
will accept sweat equity under the provisions.

The CHAIAN. I see.
Mr. CLARK. The American Friends Service Committee developed'

this concept and pioneered it. This is one of our successes. We won't
express our failures. Our failures save the Government money, too,
but I think in this case it was a trial dry run of what people can do,.
and I am making a point more specifically.

The CHAIRMAN. We could stand a lot more of that sweat equity here
in this country.

Mr. CLARK. I think the American Indian is another example of a
partnership. American Indians are still scattered all over this coun-
try. They are beginning to understand some of the provisions of the
laws that Congpress has passed but they understand them poorly.
There is already lots of legislation on the books to the benefit of
American Indians but they are either unaware of them or it is a
question of citizenship awareness, you might say.

Now, I think-
Senator BENN-ET. Some of the Indians are smart enough to know

that it is better for them not to admit that they are aware of them. We
run into that problem. I come from the Indian country.

Mr. CLARK. I know. We are canny enough to include this Indian
bit because of Senator Bennett's presence here. We think that some
of the things actually happening, for example, there is a real partner-
ship between the American Friends Service Committee and the Bu-
reau of Indian Affairs trying to help a group of Indians on reserva-
tions who are fighting to get an elementary school education that meets
their cultural requirements.

This is the relationship we have with the Bureau of Indian Affairs.
I am trying to make the point that the Bureau of Indian Affairs

can do a certain kind of job as a Government agency but private re-
sources can also do some things in the partnership. We are running 69
programs and I am just picking three of the kind of partnership
things I think put money in the banks as far as the partnership with
the Government is concerned.

The third one is what we call our conferences and seminars pro-
gram. Since 1954 we have been taking diplomats from all of the
nations. We take them to places like Katmandr or Lake Geneva. We
lock them up in a hotel for 10 days. There may be anywhere from 20
to 30 countries represented.

The U.S. State Department pays the way of American diplomats
to go to these conferences. There is nothing on the record. There is
no resolution passed. Nobody had to depend on statements to be issued
because there is no statement.

The purpose of these conferences is an effort in communication to let
diplomats, off the record and in an informal setting, really sit down
and discuss the Berlin wall, the Cambodians, and Thais. We just had
a conference at Siem Reap where Cambodians and Thais sat down
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together in the same room, which is an achievement. They don't even
have diplomatic relations.

We were the first private organization to get Indians and Pakistanis
to join in this kind of a conference involving problems of Indians and
Pakistanis. Undoubtedly there will be an official conference on prob-
lems that divide the world, government conferences; but when issues
are very hot and it is difficulty for government representatives to deal
with them, sometimes the private organization-they can attend a
conference because it is off the record.

Well, 10 percent of the entire diplomatic world community have
gone through these conferences and this is for us an exercise in human
communication.

Well, these are thre3 examples. In our domestic programs, we estim-
ate that if this bill, the House bill, were adopted as is, that 75 percent
of our programs involving the rural and urban poor, quality educa-
tion, and housing, because these appeal to some to our foundation
supporters, that 75 percent of our program would be very adversely
affected.

So I join in the feeling of the first witness that the pluralistic ap-
proach has proven a financially sound investment for the Government
and that the bill changes the climate for the contributor.

I am not an expert tax witness but I can tell you what would
happen to our program that I have described if this bill stood as it.
It would adversly affect us.

I think I have a couple of minutes and I am open for questioning.
The CHAMAN. My only question of you is, whether you have fully

documented and stated these various programs that you didn't have the
time to discuss in your full btatement. Now, I do not believe that you
have tried to do that; have youI You have mentioned that you have
a lot of other programs-

Mr. CLAnK. Yes.
The Chairman (continuing) that have not been discussed here and

I think you ought to make that available for the record because I
think it undoubtedly will support your case, and those of us who find
great appeal in what you said here would like to know more about it.

We don't have the time to go into it now but sometime in the quiet
of an evening we can turn off the TV program and sit down and read
through it because I am familiar with some of it and I think it is a
very fine thing.

If you are able to get some of these people to talk their problems
out to the extent that you avoid a war that perhaps could have been
avoided which you say-you would save for the Government a
fantastic amount, even what you save for a third party, like the
United States sitting on the side, because it costs us a fortune picking
up the pieces from a war that should have been avoided.

I know it is fine work and I know we shouldn't do anything to keep
it from being effective.

Mr. CLAnk. Thank you very much.
The CnArwAN. That concludes today's witnesses. It is now 2:15.

We will meet again at 4 o'clock, at which time we hope to consider in
executive session some nominations that should be on our calendar and
we would like then to consider the interest equalization tax.
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The hearing resumes tomorrow at 10:00 a.m.
(Mr. Bronson P. Clark's preparedstatement follows:)

STATEMENT BY THE AMERICAN FRIENDS SERVICE COMMITTEE

SUMMARY

The American Friends Service Committee (AESO) has for more than 50
years engaged in programs of relief, service and education as an expression of
Quaker faith and practice.

The work of the AFSC is supported almost entirely by contributions, bequests,
and foundation grants. Of the total amount given or granted to us each year,
about 20% is in the form of property on which there Is capital appreciation,
and about 10% comes in as "deferred gifts"-life income contracts, charitable
remainder trusts, and annuities. Foundation grants provide about one-quarter
of our budget.

We have no interest in preserving AFSC for its own sake. We have a deep
interest in preserving the ability of AFSO to be of service to great numbers of
people in this country and abroad. H.R. 13270, by cutting deeply into every
major element in our financial base, will deprive these people of much of the
help we have been able to provide.

H.R. 13270 represents an abrupt and ill-considered reversal of consistent
Congressional policy to encourage the private support of philanthropy by tax
incentives to charitable giving. This is not the time, when the burdens of govern-
ment have clearly outstripped its resources, to abandon that policy in the name
of "tax reform". The provisions of H.R. 13270 with which we are particularly
concerned do not serve the objectives of greater fairness or greater simplicity
in our tax laws, nor would they yield significant revenue.

Specifically, we object most strenuously to five of the major features of H.R.
18270. These are:

(1) The inclusion of appreciation on gift property as a "tax preference" and
gifts to charity in the "allocation of deductions" formula. Gifts to charity can
and should be excluded from the operation of these provisions.

(2) Limitations on "deferred giving arrangements". Designed presumably
with wealthy donor in mind, these limitations would have their greatest impact
on small donors, with whom we have a great many life income contracts.

(3) Lifting of the standard deduction. This simply increases the unfairness
of present law, which already discriminates against the donor to charity.

(4) Tax on foundation income. This is really a tax on us. And it may well
reduce our resources by more than the amount of the foundation tax because
foundation grants often stimulate other support.

(5) Limitations on foundation activities related to legislation. These would
also reduce grants to us, and would cripple the effectiveness of foundations and
their grantees in areas where both have made important contributions to wide-
spread understanding of public policy issues.

STATEMENT

The American Friends Service Committee (hereinafter AFSC) has, since 1917,
engaged in religious, charitable, social, philanthropic, and relief work in the
United States and in foreign countries on behalf of the several branches and
divisions of the Religious Society of Friends in America. While the AFSC is a
corporate expression of Quaker faith and practice, it does not undertake to speak
for all members of the Society of Friends; the Society is not organized so that
any group or individual can do this. The AFSC has been ruled by the Internal
Revenue Service to be an "association of churches" within the meaning of I.R.C.
section 170(b) (1) (A) (t), and exempt from tax under section 501(c) (3).

In carrying out its purpose, the AFSC undertakes programs of relief, service,
and education, ministering both to the physical and to the spiritual needs of men,
on a non-sectarian, non-political basis. It is our conviction that each human life
is sacred, each man a child of God, and that love expressed through creative
action cau overcome hatred, prejudice, and fear.

The work of APSO is made possible by the efforts of some 4,500 workers-
mostly volunteers-attached to ten regional offceCs across the country and by the
financial support of about 100,000 conotrned persons of all faiths. Since as a
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matter of policy we have never sought endowment funds, we are almost wholly
dependent upon current contributions and bequests.

During its most recent fiscal year the AFSC spent approximately 7.4 Million
Dollars. This sum supported activities in more than 20 countries, but around
one-half was expended for work In the United States.

The AF9U has deep commitments in many of those aras-equalty of oppor-
tunity in education, jobs, housing and the problems of urtan and rural poor-
with which the federal government is also deeply concerned, and shares with
many of our political leaders the view that the solution of -the problems of race
and poverty is critical to our survival as a nation, and that government alone
cannot solve these problems.

The continued ability of private agenoles to attract large sums of money is
vital to the soluti of these problems, we believe, not only because the private
agency can experiment and innovate, on a modest scale. but also because the
private agency is the prime medium through which millions of Americans can
and do make direct, voluntary, personal commitments of time and. money. In
this way, and probably only in this way, can a great many Americans become an
active part of the solution rather than a part of the problem.

These are of course precisely the considerations which have consistently moved
the Congress over the years to encourage the private support of philanthorpy
by tax incentives to charitable giving. And yet, at a time when the arguments for
such incentives have acquired ever-increasing force as domestic problems mount
in scope and urgency, the House of Representatives, mov, ed by proper zeal to
end some abuses, proposes abruptly to charge the tam climate for charities and
has aimed at 501(c) (3) organizations such as AFSO a series of blows which
would cripple our efforts to be part of the solution.

The AFSO does riot, of course, object to the proposed lifting of the ceiling on
deductible gifts to organizations such as AFSC from 30% to 50%, nor to .
number of the other provisions of H.R. 13270 which would affect the operations
of charities, but we must and do object most strenuously to five of the major
features of H.R. 13270. The adoption into law of any of these would seriously
hurt us financially, and the adoption of all of them would require the drastic
curtailment of our present programs and in practical effect rule out any expan-
sion of our activities for years to come. All of this sacrifice, we note, would be
unredeemed by any notable increase either in tax revenues or in the fairness of
our tax laws.

The most objectionable changes wrought by H.R. 182.70 are in our view the
following:
(1) The inclusion of appreciation on gift property as a "tax preference" and

gifts to charity in "alloation of deductions" formula
Many of our donors, including a number to whim we look for regular and

substantial gifts of securities, will be inhibited or deterred completely from
making such gifts if the appreciation thereon must be Included as a "tax prefer-
ence" and if gifts to charity of any kind are made part of the "allocation of
deductions" formula.

Moreover, while H.R. 13270 would undoubtedly permit some of our donors to
give oppreclated property without the loss of the tax benefits now -available to
them, the complications of these provisions are such that we would lose many
gifts in the process of persuading potential donors that the tax benefits are still
there. We cannot afford the loss of these gifts. Donations of appreciated property
currently make Up about 20% of our income.

We believe the intent of the "minimum tax" and "allocation of deductions"
provisions is praiseworthy, but we believe as well that the objective of tax
equity can be achieved without making charitable gifts a part of the formula
either on the income or on the deductions side. The charitable gift, as a volun-
tary act, Is a very different thing from the payment of such legal obligations as
lntereft n , mortgage or a medical bill. Despite all existing tax incentives to
ebaritabl$ living, we know and are constantly encouraged by the fact that the
primai motlve of our donors Is to forward our work. Yet we freely concede
that tax benefdts motivate many of our large givers to contribute more than
they would otherwise. We urge We Coftmittee to adopt the approach of the

A~m~ferrVo~'sBil and' to eedcude gifts of appreciated property from the
,*ltaulO n S.t¢x preference, ana all 0tion of dedutions proisions, because:

(a) • act In which the human impulse to help others plays so Important
a part Is worthy of encouragement for its own sake;-
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(b) Charitable gifts are highly susceptible to legislative encouragement;
and

(c) Government thus has at hand the means, in addition to an ample
rationale, for enabling private agencies to do more of what government
would otherwise be obliged to do.

(2) Limitations on "deferred ging" arrangements
The severe limitations placed by H.R. 13270 upon "deferred gifts"-the life

income contract, the charitable remainder trust, and the gift annuity-would
all but destroy the usefulness of these arrangements to our donors and to us.
Here we want to emphasize two things First, this tVpe of giving has great
attractions for the small donor. We write a great many life income and annuity
contracts for under $10,000.-in some cases for as little as $1,000. These donors
are people to whom the reservation of an income for life on a few thousand
dollars is important. If the option of retaining life income Is made either impos-
sible or unduly complicated to achieve, these gifts will not be made. Second,
these gifts are of great importance to APSO. During the last three years they
have amounted to about ten per cent of our income. And this figure does not
begin to show the importance we attach to deferred giving. We have developed
a deferred giving program carefully and oautiouel, over the years, at a large
investment in staff time, training, and legal assistance. Now as gifts made
earlier mature, and as we have put our program-through fulltime fundraisers
working out of our Philadelphia headquarters and out of all ten of our regional
offices-on a solid footing, we look to deferred giving to prodree a sharply-
increased percentage of our contributor dollar. year after year.

Moreover, as a matter of tax equity we do not believe a life income donor
should lose his deduction because he wishes In effect to make a "bequest" during
his lifetime. In many cases his chief motivation is to see his assets put into
the hands of an organization where they will be used as he wants them used
at his death, with costs and complications at his death kept to a minimum. He
should and does rightly expect to be taxed on whatever life income he receives.
When he foregoes a claim to capital appreciation we see no equitable reason
for taxing him on it. To tax such appreciation is to tax the charity itself, not
the income beneficiary.
(8) Lifting of the standard deduction

This change would simply increase an inequity which exists In the present
tax law whereby a taxpayer using the standard deduction and giving to charity
is treated the same way as the standard-deduction taxpayer who gives nothing.
We believe charitable contributions should be deductible without regard to the
standard deduction, and unless that ts done we are strongly opposed to any
Increase in the standard deduction.
(4) Tam on foundation income

This is in reality a tax on us. Approximately twenty-five per cent of our
support comes from foundation grants. There is no reason to suppose that a
reduction, through taxation, in the income available to foundations will not
over the course of time work out simply to a corresponding reduction in the
foundation funds available for our programs. In fact, because foundation grants
often stimulate other support, the reduction to us is likely to be even greater.

Foundations support some of our most challenging and constructive domestic
programs. For example, we pioneered the technique of self-help housing (a
means by which low-income families have acquired adequate shelter) and have,
with foundation support, assessed and consolidated that experience so that it
may be used widely. Some of our work with American Indians on their complex
of social and economic problems Is also foundation-supported. More generally,
much of our current foundation-supported domestic work creates the citizen-
awareness and involvement which is essential if legislation in the areas of
education, housing and economic opportunity Is to be made real for those it
is Intended to benefit. What we do here can fairly be considered as simply a
logical and necessary extension of government action-and as a contribution
to making that action work.

To increase the burdens of government In exchange for the relatively modest
reVenue to be realized from the proposed foundation tax is, we submit, false
economy as well as unsound social policy in levying what amounts to a tax
on operating charities
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(8) Limitations on oundation activities related to legi8lation
The limitations contained in sections 4945 (c) (1) and (2) would bring about

a reduction in foundation grants to organizations such as AFSC Just as surely
as would the proposed foundation tax. In fact, the likely effect on us of these
limitations would be threefold:

(a) Some grants would not be made at all;
(b) Some grants would be diverted from problem areas in which our

work might suggest solutions;
(c) Our relationship with granting foundations would change from one

of accountability based upon mutual respect and confidence to one of ac-
countability based upon constant fear and uncertainty as to whether Inter-
nal Revenue requirements were being met. From our point of view, the grant-
ing foundation would cease to be a partner and become a watchdog-watched
in turn by a sharply augmented governmental bureaucracy of supervision.

Apart from the serious impact these limitations would have on much of our
own domestic program, we oppose the limitations for the following further
reasons:

(1) The language of the Bill, even as amplified in the Committee Report, leaves
unanswered a number of critical question as to the reach of these provisions;

(2) The extreme severity of the penalties strongly suggests prohibition rather
regulation-to the point where constitutional issues will surely have sufficient
merit to be strongly pressed;

(3) The limitations would cripple foundations, and their grantees, In precisely
those areas where important contributions have been made by both to widespread
understanding of public issues. Such contributions will become sterile indeed if
the whole area of public policy is to be foreclosed to all but the most coldly
academic reporting. We are not contending for a foundation's right to lobby, in
a narrow sense, nor do we seek greater latitude in this regard for ourselves.
But, we emphasize again our belief that government will find itself increasingly
alone in facing problems which are beyond both its resources and its wisdom
if it undermines the financial base of charitable organizations by limiting, as con-
templated by H.R. 18270, both the ability and the freedom of foundations to mnke
grants to these organizations.

(Whereupon, at 2:15 p.m., the committee adjourned, to reconvene at
10 a.m., Thursday, September 18,1969.)



TAX REFORM ACT OF 1969

THURSDAY, SEPTEMBER 18, 1969

U.S. SENATE,
CoxmrrrE uN FzNANcE,

Wwhingtot, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room 2221,

New Senate Office Building, Senator Herman E. Talmadgep residing.
Present: Senators Long (chairman), Anderson, Gore, Talmadge,

McCarthy, Ribicoff, Byrd of Virginia, Williams of Delaware, Ben-
nett, Curtis, Miller, Jordan of Idaho, Fannin, and Hansen.

Senator TALMADGE. The committee will come to order.
This morning the Committee on Finance continues hearings in ti

charitable contribution provisions of the House-passed tax refo
bill. In the light of the comprehensive nature of the testimony received
on this subject at yesterday's hearing, there is little chance that new
thoughts will be developed today. Whe committee urges witnesses
today to state their positions on the bill as expeditiously as possible and
to avoid repetitious testimony in their oral statements.

Our first witness this morning is Mr. Logan Wilson, president of
the Tax Committee, American Council on Education. Mr. Wilson,
you may come forward and proceed, sir.

STATEMENT OF LOGAN WILSON, PRESIDENT, AMERICAN COUNCIL
ON EDUCATION; ACCOMPANIED BY PROF. JULIAN LEVI, UNI-
VEIWITY OF CHICAGO; WILLIAM FRIDAY, PRESIDENT, UNIVER-
SITY OF NORTH CAROLINA; LANDRUM BOLLING, PRESIDENT,
EARLHAM COLLEGE; AND JACK MYERS, COUNSEL TO AMERICAN
COUNCIL ON EDUCATION

Mr. WUrsoN. Mr. Chairman, and members of the committee, I am
Logan Wilson, president of the American Council on Education-

Senator TALMADGE. You may be seated if you wish, sir.
Mr. WrsoN. Thank you-which numbers 1,538 colleges and univer-

sities and associations of higher education.
I am accompanied today by Prof. Julian Levi of the University

of Chicago on my right, chairman of the Council's Committee on
Taxation. President William Friday of the University of North Caro-
lina, and President Landrum Bolting of Earlham College in Rich-
mond, Ind.

The composition of this panel will suggest to you the importance of
private philanthropic support to all institutions, public and private
alike.

(2185)
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In compliance with the committee's request that testimony be consoli-
dated, a number of other associations are joining us in this statement.
They are listed on the cover sheet.

In proceeding, I want to note that in our detailed statement we have
sought to argue from fact rather than conjecture. Rather than trying
to summarize here the financial burdens umder which higher educa-
tion is laboring, and the crucial importance of voluntary support, I
would refer the committee to the opening pages of my testimony, and
the data we have provided.

Mr. Chairman, and gentlemen, I had several pages of introductory
comments, but in the interest of saving your time, I will refrain from
giving those orally.

Senator TALMADOE. Without objection the statement will be inserted
in full and you may extemporize as you see fit.

Mr. WrLSoN. This panel is here, gentlemen, to attempt to answer
any questions that you may want to direct to us. We are at your
disposal.

Senator TALWMDE. Senator Williams.
Senator WrLAMS. NO questions.
Senator BENNmT. I didn't hear the testimony but I have no

questions.
Senator TALmAwpo. Senator Jordan.
Senator JorDAN. I yield.
Senator WMLWAX8. The statement will be examined carefully by

the committee and we appreciate the precise manner in which you
presented it.

Senator BENNEmT. I am sure you know we had testimony yesterday
on the same subject, rather effective testimony from Dr. Wilkinson
of Brigham Young University.

Mr.WILSoN. Mr. Chairman, might we have at least one comment
from Mr. Julian Levy here?

Mr. LEvY. I woul hope that the committee, in examining this testi-
mony, would examine two documents which are specifically filed along
with the testimony. The first is the report of the Committee on Finan-
cial Aid of the American Alumni Council which summarizes the sup-
port which higher education received in 1967 and 1968.

The second is a study which was sponsored by the American Council
on Education, Patterns of Giving to Higher Education, which is an
analysis of approximately 2, million donor transactions to 'higher
education in 1962-63 year, totaling something over $1,200 million in
aggmgate support. .

Now, in this I would like to make Just a few factual observations.
I don't want to argue the case at all. In 1967-68 higher education
received in aggregate $1,500 million. The thing which is remarkable,
and which is shown in this report, is that 1 percent of all donor trans-
actions account for 75 percent of all support. Higher education is
enormously dependent upon the large goift.

Second, individuals, alumni, sn d nonalumni, account for approxi-
imately 47 percent of all of the support.

And finally, this study shows that the large individual gifts
are invariably gifts of appreciated securities and property. The re-
sult is that the discussion wp-hich higher education has had with regard
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to the effect of the limited tax preference, and the allocation of de-
ductions is not in any sense a theoretical issue. The pyramid
of support puts a tremendous reliance on the large gift, and when
the tax incentive is blunted as a result of the allocation of deductions
and the limited tax preference, higher education is going to be in enor-
mous difficulty in securing the large fiigts upon which it is dependent.

Senator TArIADGE. Thank you, sir.
Mr. BOLLIN-G. I would like to give an illustration, if I might,-

of what this means to the privately supported colleges. There are
about 850 of us across the country and our giving patterns do sus-
tain this very clearly.

For example, mv own small college in Indiana had a fundraising
drive which we completed about. 3 years ago. We set out to raise
$3,600,000, part of a campaign that we had ten planning for quite
a while, and very important to us. About seventy-five percent of those
gifts came to us in the form of appreciated propery. Last year we
made a very intensive effort also to increase our giving and last year
over 90 percent of gifts above $10,000 came in the form of appreciated
pro ert.
Whe big giver is terribly important also in triggering the small

giver: the two go hand in hand. It is hard to get the great mass of
the alumni givers fired up to give unless you have this incentive of
the big giver, and the big giver, I think, again and again is someone
we have had to educate on the basis of showing him how he can do
this in ways that he can manage, either through appreciated gifts
or in some cases gifts on a deferred life income basis.

These types of giving are terribly important in triggering the
big giver who in turn is really the backbone of our fund-raising drives.
For the private colleges, if we are forced to cut back on our re-
ceipts here, we are going to be in serious trouble indeed, which means
that we will have to throw ourselves more and more on to the taxing
agencies for support. of various kinds. I think it is a crucial question
for the very large number of private institutions across the country.

Senator BENNEtr. May I ask for one comment, do you thiik if
this bill were passed in its present form it would generate enough
additional tax revenue to make up for the loss of the gifts?

Mr. BOLLING. I would doubt it very much for tifs reason: I think
that giving is largely as I have heard manypeople who have had long
years of experience in this say, a matter of education, and the Congress
over the years through its tax incentive provisions has helped to edu-
cate donors to the possibility of giving in terms far beyond anyhing
they would have thought possible. I think that if you simply cut
tax rates and expect that we are automatically going to pick up more
gifts this is an illustory hope. I think it is very doubtful that it will
come about in this way, particularly if you tell a person that his gift
of appreciated property is now going to cost him more than he is
at the, moment having to pay.

Mr. LFvz. I am in position to supplement this as a result of our study.
Securities are tremendously important in the large individual gift,
which is the basis of the find raising. On the other hand if you look
at the total in our test year security gifts accounted r approxi-
mately 17 percent of the total or some 220-odd million dollars.
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Now, if you assume that the base for tax purposes of this $220 mil-
lion was zero, which is, of course, an assumption that no one can make,
the recovery to the Government conceivably would be something over
$50 million as against the fact that the loss to higher education in the
campaigns and the rest of it would be simply horrendous.

Senator Cumrs. What is the gain to the Treasury if they don't make
any gifts?

Mr. LEvi. That is, of course, the other part of it because the key.
is this, Senator, as your question very well indicates. The donor 'is
not really confronted with the question of does he sell and pay a capi-
tal gain or does he give. The question is. much more, does he give or does
he keep? What happens in these cases is that the donor determines
that he will keep, and where the capital gain is large he will never pay
it, because it will be kept and will pass in his estate, so that it becomes
a matter of estate tax.

Senator CtrTIs. Mr. Chairman, may I be recognized?
I notice your comment about the giving of stock of appreciated value

and while that is very true, out in a rural State here is what we find.
particularly older people. Many times they are very much interested
in the cause of education, they are very devout people, they are inter-
ested in their church and their church colleges, and they will give a
farm, maybe it is their last remaining asset, and they will take in
exchange a life annuity, and the life annuity has to be figured to a
basis that the college gave it. Perhaps that farm and that home have
been owned for 40 years. The base is just so small that a capital gains
tax is terrific. Not allowing the gift to be deducted on the basis of its
current value, will just put an end to those arrangements and in the
State of Nebraska the church colleges carry 30 percent o# the cost of
education. In addition to these proposals changing our system very
much are going to increase our tax burden, it is going to increase it
sizably, from the local and State level, the community colleges, the
State colleges. If someone doesn't give something away there is no
revenue particularly when it can go on to one generation at its
appreciated value.

Now, my attention, I haven't had time to read it, but my attention
has been called to an example in your appendix A of the material you
had prepared in advance, that the limited-you submitted an example
which implies that the limited tax preference a person making a char-
itable contribution to a college cannot calculate the impact that the
contribution will have on his income tax. In the third paragraph on
page 2 and the second paragraph on page 4 you indicate that such a
determinate is in effect a circuitous calculation in which the taxpayer
needs to know his limit on the tax preferences before he can determine
his limit, what his limit is.

Will you illustrate what you mean?
Mr. BerwLino. Well, I think that when you talk to a donor about

making a maior gift, he has to figure out what this is going to cost him
in his total financial picture. If in the allocation procedure he will
not know until the end of the year h w these things are going to be
allocated, he will find it extremely d~fcult to give you a yes or no

answer as to whether le can give you that gift. He may have to get
legal counsel and it will complicate our fund-raising, particularly in
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deferred giving as in the illustration you stated a moment ago that is
precisely

Senator CURTIS. What is your college?
Mr. BOLLING. Earlham College in Richmond, Ind., a Quaker col-

lege, and it has precisely the experience you talked about. We have a
dormitory on our campus given to us by a farm widow. She could not
have given us cash, but, she was willing to give us a farm on a life
income contract basis and this has worked out very well for us, and she
could do this, but if we had to go through the circuitous routes now
proposed we could not get this gift because today our whole deferred
giving program has ground to a halt.

Senator CURTIS. Very briefly then your point is that the very coin-
plexity in the application of what is proposed in the House bill in
addition to the loss of the tax incentive will decrease gifts.

Mr. BOLLING. This is our judgment, Mr. Levi is more of a financial
and legal expert on this.

Mr. LEvi. I would answer that question unconditionally yes, Sen-
ator. The fact is that you have got to calculate three formulas simul-
taneously to determine what the allocation amount is, what the tax
preference amount is, and the result is that you lose all incentive. When
a man makes a gift he ought to know at that given point what the tax
consequence of his behavior is, and it is utterly impossible for him
to know.

Senator CURTis, Mr. Chairman, I would like to pursue this for
sometime because I am so interested in it, but with the many witnesses
I will defer.

Senator RIBICOFF. Mr. Wilson, I understand the importance of pri-
vate donations, but I want to know when the changes you are recom-
mending would enable a taxpayer to avoid income tax at all, altogether.

Mr. WILSON. We are not making any such recommendations, Sen-
ator. Would one of the panel care to comment at some length on that ?

Mr. LEvi. I would say this-higher education's attitude, as I under-
stand it, and certainly the attitude of our committee on taxation
is that no donor who makes a gift should make money. We expect
that any donor who makes a gift decreases his worth. We are not
interested, of course, in making available a deduction in order to
permit someone to avoid the payment of a tax and at the same time
increase his net worth.

The apprehension that we have on bill before us, is that it is so
complicated that the incentive is lost entirely.

Now, there is one other thing that I think is very important, Sena-
tor, and that is that we must recognize that this issue is by no means
limited to the private institutions. Twenty percent of all of the funds
which were given to higher education in 1967 and 1968, were given to
the public institutions and perhaps President Friday, of Norh Caro-
lina University would like to comment.

Mr. FMAY. Senator, I should like to endorse completely the testi-
mony given by President Wilson here and speaking for myself, say
that this position that has been developed by the American Council
speaks to the quality, the continuing quality, of all of higher educa-
tion, and we suppr this program because it is exceedingly important
that both the public and the private institutions remain very strong
and, as Mr. Levi says, this has great importance to those of us in the
State systems.
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Let me illustrate. I live in a State that is No. 41 in per capita income.
Seventy cents out, of every general fund tax dollar goes into education
from the first grade to the graduate school. But we could not claim
the distinction we hold as the University of North Carolina if it were
not for the fact that many people, many citizens, share their wealth
with us in the form of gifts and benefactions. Without developing that
-further, I simply wish to identify myself completely with the positions
-which have been offered, speaking or one State-supported institution
in this country.

Senator Rm-Bcor. May I ask this, to any one of you gentlemen, you
talked about leadership gifts, which means the extra Targe donation
which acts s a catalyst when there is a drive going on.

What would you think of permitting a waiver of the 50 percent
deduction limit for a single year for an individual? In other words,
any individual once in his lifetime could make a major gift without
being sbj ect to the 50 percent limitation? Doesn't this frequently
happen when a college has a drive; a man of substantial means wants
to give a million dollars or $500,000 for a building, a professor's
chair, or for other purposes o

Mr. LEvi. I would say, Senator, the idea is attractive but we would
want to examine it in considerable detail, and then file a memorandum
concerning it. Let me explain that from our viewpoint the privilege
which higher education has, and has had since the inception of the tax
law is a very, very precious one, and it is one that we want to be sure
at all time is not abused, and it is only with that in mind that we would
want to examine this very carefully.

Senator Rmxcor'. Do you have any figures at all in your files indi-
cating how frequently this major gift takes place where a donor might
give once in his lifetime and never repeat ? I imagine many schools, hos-
pitals, and museums must have such figures.

Mr. Iav. Of course, this is true and as my figures show, 1 percent
of all of the donor transactions account for 75 percent of the total sup-
port. Higher education is enormously dependent on the large gift, and
this is particularly true in the case of individuals. What we did, for
instance, in this Patterns of Giving to Higher Education, was to ana-
lyze the eight categories of donors, and this is based on an analysis
of some 2 inillion transactions, and then broke them down by size of
gift. You will find that this pyramid effect operates almost every place
except in the case of gifts by corprations.

Senator RmiconF. What would the revenue loss be if your recom-
mendations became law instead of -the House proposal?

Mr. L.vx. We]l, I am not sure if the House bill were adopted that
it will result in any additional revenue. I tdnk what it is apt
to result in is people simple not making gifts. Assuming that they
were to continue to make tKe gifts, assuming that all of the appre-
ciated property would have been subject to tax on some basis, and as-
suming that the basis figure was zero, we are talking about a figure less
than $50 million.

Senator Run.oon'. I have been told by many friends of mine who are
on both sides of the table, those who seek gifts for institutions such as.yours, and many of my friends who are donors, that since the passage

T_/
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of the House bill that there has become great confusion in the entire
field of charitable giving and that charitable giving has almost ground
to a halt because prospective donors haven't the slghtesdea where
they stand or what is going to happen, and that basically institutions
such as yours are facing a major 6risis. I would like a comment on that.

Mr. BOLLNG. I would like to give you a specific illustration about
this. At the time the House bill passed one of our donors, one of our
alumni who happens to be a constituent of Senator Miller's, was about
to make to my college a ver major gift. It may have been one

of these once in a lifetime ; several hundred thousand dollars.
We were at the last stages ofl negotiating this deferred gift contract.
When the House bill passed his law er looked at the thing and said
to him, "You simply can't make that gift now." Our lawyers looked at it
and we agreed. Deferred giving has ground to an absolute and com-
plete halt as a source of income.

Now, this sometimes relates to major givers. Many times it relates
only to the modest or medium giver. Here is the farmer who wants to
give a farm. Many deferred gifts are not from the very rich and
they are certainly not designed to give special unfair breaks to a
rich man, but they mean a great deal in building the endowment of our
colleges and particularly providing capital forbuildings and things of
this sort, chairs as you say. Thislind of giving has been really just
about stopped since the Hfouse bill, we have told a number of people
that we simply can't talk about this until this legislation is clarified.

As far as the appreciated gift is concerned, here again we are feeling
the effects because people are saying2 "Well, we don't know what
the effect of this will be." So it has introduced a whole element of
uncertainty in the minds of the giver and their legal advisers, and
this is a very serious problem for us in trying to meet our financial
obligations.

Senator BEBNNE .T I was going to ask the Senator if he would yield
for an observationI

Senator RmicorF. I would be delighted.
Senator BEx-mr. I have checked this with the staff. Here is a farm

which has a base of $10,000 but a current value of $100,000. Under the
law this has to pass to the recipient for $10,000. Now you can't make
a deferred annuity contract on a $10,000 base as you could a $100,000
base. The person giving the gift and becoming dependent for the rest
of his life on the deferred annuity can't afford to give it if all he can
get is an annuity based on $10 000. This is part of it.

Senator Cunris. You said the law, you meant tho House bill.
Senator BENNrr. Yes, the House bill.
Senator RmicoFF. Do you have figures available as to the amount

private colleges, or universities have received by way of gifts and
donations and how much public universities have received by way of
gifts and donations. Take any recent years that you may have.

Mr. LEvI. The most recent figure that we have is the report of the
Council on Financial aid voluntary support of Education 1967-68,
which we are filing in the record. Page 60 shows that the total of sup-
port of major private universities is $605 million. Private men's colleges

million. Private women's colleges $69 million. Private coeduca-
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tional colleges $277 million, professional and specialized schools
$99 million.-Public institutions, these are the State universities, $231
million, municipal colleges and universities $9 million, junior colleges
$19 million, for a grand total of $1,371 million.

Senator Rmncon'. That is for what year, sir?
Mr. Livr. This is the academic year 1967-68.
Senator RmicoFr. What is the present breakdown of student enroll-

ment between private college, and universities and public colleges and
universities ? Do you have your figures in a present breakdown?

Mr. Lm. Well, it varies a lot state to state as you know.
Senator Rmirour. Nationwide.
Mr. Lmxv. Nationwide.
Mr. Wmso~r. Two-thirds--one-third.
Mr. BoLUMO. Two-thirds public in my State it is; a little over

40p t private and about 60 percent public.
Senator Rmicorr. Now, you have today in all our colleges and uni-

versities about 7/ million students-is that the figure, about 71/2?
Mr. WILsON. 7.1 million.
Senator RmircoFr. 7.1 million and the student enrollment will con-

tinue to increase each year as our population increases and there is
more demand for higher education.

If you cut off the source of private contributions the public will have
to pay the bill, to have these universities and colleges exist, isn't that
correct?

Mr. BOLLING. In our State of Indiana the public institutions made
a calculation of what it saves the taxpayers of Indiana to have the
private colleges carrying a student there. They calculate for each
student we keep in a private college it saves the taxpayers of our State
about $1,000 a year in educational costs. If we are not able to educate
those.-I think it is 26,000 students we have in the private colleges
there now-this is going to throw a very substantial burden back on the
taxpayer. So you are not saving any tax money if you undercut the
private colleges as an important sector of the whole system, and throw
this burden on to the taxpayers.

Senator RmIcorr. Are the public colleges today in position to take
on the student body of the private colleges and universities.

Mr. WiLsON. No, sir.
Senator RmICOFF. Thank you, Mr. Chairman.
Senator GORE. Mr. Chairman, could I ask a question?
The CHuiA1q. Sure; go ahead.
Senator Gomu. I want to advert to the example Senator Bennett

gave of the gift, a deferred annunity contract of the farm on which
there was a .10,000 basis and a $1000 vaue. As I understand the
bill it doesn't prevent a contract at ali. It only provides for the recog-
nition of the gain of $90,00.

Senator BzNNrr. The Senator is right. I had been misinformed.
Senator Gopn. Thank you.
Now, if you use figures of a different size then you realize the tax

loophole involved here. Instead of a $10,000 farm let's take a million
dollar piece of real estate that has a current value of $10 million. Such
a contract would represent in reality a capital gain of $9 million on
which under present law the tax situation is presently recognized but
which this bill proposes to change,
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Now, yesterday I placed in the record an example of how a taxpayer
can wrap the cloak of the good Samaritan about him, grab the flag
of public citizen No. 1, and rush before the photographer as a great
philanthropist, a great charitable giver. Yesterday I used an example
of a capital gain.

I would like today to place in the record an example of a taxpayer in
the 77-percent. bracket who makes a gift of an ordinary income prop-
erty. Take a simple example: The value of the charitable contribution
for a $100 gift for his income tax liability plus surtax liability, that
would be a tax reduction, his tax reduction, of $77. Now, if this was
also normal gain for normal income he would have a tax saving of
another $77, which would mean for this taxpayer that by giving this
very noble and charitable gift of $100 he would receive from the
gift $154.

Now, I noticed that one gentleman said earlier in his statement that
he, too, as other witnesses yesterday asserted, wished to take the profit
out of charity. You did not wish to see the donor actually recehe a
monetary reward from the U.S. Treasury for the so-called charitable
gift. Now, in this case what part of the $154 are you referring to?

Mr. Ivi. I would hope that, Senator, you would look at the full
statement that we have filed.

Senator GORE. I know, but would you answer this particular
question?

Mr. LEVI. We do not approve of the idea of using ordinary income
on a capital gain basis at all, sir, for the purpose of making gifts. I
mean that example-

Mr. BOLLING. Let's take the Senator's example.
Mir. LEVI. We would not support
Senator GoRE. I would like you to answer the question.
Mr. BOLLING. I think we can answer your question very directly,

Senator, I think your illustration is based upon an assumption, that
the man is going to sell this property and derive the return from this
sale. That is not necessarily the option he is going to take. ie may just
sit on this property and keep it for years and years and pass it on to
his children. There is no guarantee he is going to sell that property
and get the gain.

Senator GRPE. Not if lie can give it to you and get a $1.54 return on
it for each dollar.

Mr. BOuuLNG. No, but the choice here is not between selling it and
taking a gain. It is between holding the proprty and giving it away,
and you are diminishing his net worth by this total amount.

Senator GoRE. I know, but you are discussing my assumption, not
my question. My question is what part of this $1.54 for each dollar
donation do you think should be denied the taxpayer.

Mr. Myrmw. I am the council's counsel. In the first place, as Mr.
Levi said, the council endorses the proposal of the Ways and Means
Committee which is that no donor be entitled to deduct the fair market
value of property which if sold would give rise to ordinary income
or short-term capital gain, which is your example. So in this case we
do not endorse that. We feel that that provision of the bill should be
retained.

Senator GORE. Now, all you are saying here then is that he should
not get the additional $541

33-865---69-pt. 3-28
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Mr. Mym. No.
We are saying he gets a deduction in that case for nothing if his

basis is zero or he reports the entire income as taxable.
Senator GoRE. What I am trying to find out is whether or not you

s id you do not wish him to get $154 from the U.S. Treasury for
giving you $100.

Mr. Myms. Right.
I would question that.
Senator oE. Would you want him to get $100 from the U.S.

Treasury for giving you $100
Mr. Mrs. Well, I am not quite sure I understand how he gets

$100. I think in your example, sir, he had a basis of zero. If he had a
basis of zero and it was property which if sold would give rise to
ordinary income, then under the proposed tax bill he has to take either
his basis or report the entire amount of income.

Senator GoRE. Whatever his basis is, he would have $100 in gain.
Mr. M ERs. Yes, but lie would report that under the House bill

:and we endorse that proposal. It is ordinary income property.
Senator GoRE. Neither of you are qualified to say what portion of

the gain you wish him to receive. The point I am trying to make is
that we have a situation in which many people make a handsome
profit from so-called giving, and I am trying to find out from some-
body representing the beneficiaries whether they wish the Treasury
to subsidize it at 100 percent. You said that you didn't wish it to go
beyond 100 percent.

beMr. MYhEis. That is quite correct.
Senator GoRE. Do you wish to subsidize it at 100 percent?
Mr. Myms. I don't think I can answer that but I don't believe

that there will be a subsidy of 100 percent under the proposals en-
dorsed by us. I suppose it is a possibility but it is a very remote possi-
bility, and under our proposals no donor would benefit. As you
suggested the donor does benefit albeit slightly differently than I.

Senator GoPu. Thank you, Mr. Chairman.
Senator Cuwrm. Would the distinguished Senator explain his illus-

tration? This is a gift of property i 'kind.
Senator GoPE. This is-
Senator CuRTis. If he sold it would be ordinary income.
Senator GoRE. This example which I asked an aide to prepare is

of a taxpayer in the 70-percent bracket and, of course, with the sur-
tax, this is now 77 percent. He makes a gift of property on which
he has an ordinary income of $100.

Senator CuTns. It is a gift in kind, not in cash.
Senator GORE. Yes.
The value of the charitable contribution of $100 to him taxwise is

$77. Then secondly he has a saving taxwise from not selling of $77
which, thirdly, brings a total benefit, according to the staff, of $154.

Senator CurTis. Well now, just let me question you. Suppose a
farmer gives away $100 worth of wheat, that is ordinary income that
he could have sold. Do you mean to tell me that under existing law
he does not report that as income ahd he also takes a deduction for it?

Senator Gon& I wish to assert that the U.S. Government has lost
two suits in court on precisely that item. The answer is yes: he does

0I
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not report the wheat for income but he deducts his gift from taxes,
and this is wrong.

Senator CuwRis. I am not sure that is universely followed.
Mr. LEVI. Senator, may I read you from our statement please?

[Reads:]
It is recognized that in certain limited instances a high bracket donor of

appreciate property, which if sold would give rise to ordinary income or short-
term capital gain, may be in a better position financially as a result of having
made a contribution than he would have had he sold the property in question.
For this reason the provisions of the proposed bill which would require a
donor of such property to limit his deduction to his tax basis in the property
or include the unrealized appreciation as income if he elects to deduct the fair
market value of the property have merit.

We are not contending that in any transportation where there is
a short-term gain that an arrangement of this kind ought to be
possible at all, Senator.

Senator CURTIS. But the distinguished Senator did not limit it to
a capital gain.

Mr. LEVI. No; lie was speaking of ordinary income.
Senator CuRTis. Ordinary income?
Mr. LEVI. You see, our response there is it is not applicable.
Senator CURTIS. And I raised the question, if a farmer responds to

a charitable drive and says "I will give you $100 worth of wheat,"
I seriously question whether or not he can take a charitable deduction
without first reporting his income and I would like to have the staff,
not at this point, but to clear that up. If that is the law the Internal
Revenue agents out in the country are not, following it.

Mr. LEVI. And we, Senator, are not contending that there should be
an avoidance of tax in that situation. That is the purport of what I
just read.

Senator RmIcoFF. Mr. Chairman.
Senator CtRTIs. It is the same proposition as if an office holder was

tendered an honorarium
Mr. LEVI. Precisely.
Senator CURTIs (continuing). For a speech. He cannot say "Do not

give the honorarium to me, give it to my favorite charity"
Mr. LEVI. And then claim the deduction.
Senator CURTIS. And claim a deduction. If he claims a deduction lie

hias to report, it as income.
Mr. LEVI. That is our position precisely.
Senator CURTIS. Well, that is the law. That is the law now, and I do

not know what usual situations the distinguished Senator from Ten-
iiessee has drawn his illustration from, but in general that is the law
now. You can't say "I don't want it" and at the same time appropriate
it for yourself and say, "This is income and I gave it away."

The CHAIRMIAN. Let me just pose to you the background of this thing
as it comes to this Senator. I first became concerned about this matter
back in the days when we had an income tax above 70 percent-it
would go up to 85 or more. I can think of some stocks people have held
for a long time where the stock is worth 1,000 times what it was when
hey paid for it 30 or 40 years before. If a person chose to give some

-of that away, where his investment base was practically zero, but it
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was worth great value now, then after he paid 25 percent out in taxes
on $100,000 of sale he would have $75,000 left. By the time he paid
our State 6 percent he would not have had that much left.

But, on the other hand, if lie gave it away, and he was in an So-
ercent bracket and had a large amount of income, let's say a million
ollars of income, from other sources, that is ordinary income, then

against an 85-percent tax rate, that would be worth $85,000 to him as
a deduction, and he would not have to include the appreciation in his
income. So he would by doing that make a profit against Uncle Sam
by giving something away rather than selling it.

Now, would any of you advocate that it should be that way, that a
fellow could actually make a profit on Uncle Sam by giving some-
thing away? It always seemed to me if you gave something away, it
ought to be some part of yours you gave, you shouldn't just make a
profit out of it.

When you drop your rate down to a 75-percent bracket, it no longer
becomes possible for it to be a better deal to give it away than it
does to sell it. But that is assuming that you would get the same
appraisal when you give it that you do when you sell it.

If you are selling it the seller is trying to get it at the lowest pos-
sible price that he can get it and when you are giving it to someone
the person who is receiving it, the donee, has no real interest in plac-
ing a low value on it because it costs him nothing anyway. So we have
a situation where ther is a piece of property that someone leaves in
his will or someone gives, and everybody in town wants to see the uni-
versity get the piece of property. So the whole community from the
U.S. Senator right on down to a street sweeper is all in favor of this
donation being made, and it is to everybody's advantage there to make
it as favorable as possible for that person to make that donation.

I think you can easily understand why on a piece of undeveloped
property all the realtors in town, all the civic leaders, everybody
connected with the State university, for example, in that community
would all want to put the highest appraisal on it that they can put on
it. If you are selling, the purchaser is going to insist on buying at the
lowest price. In the other case you are giving it to someone who would
like to encourage the realtor or anybody assessing it to give it the
highest possible evaluation.

What is your reaction to that problem?
Mr. MyEs. If I may comment, Senator, I have a great deal more

confidefice in the Internal Revenue Service and their audit procedures.
If that asset is of any value, I assure you, you are going to have a
controversy with the Internal Revenue Service, and the Internal
Revenue Service will have ability to contest any valuation of the sort,
whichyou state and hypothesize is 50 percent really above its real
value. It is a possibility.

I would also note that under the present law the basic rate will re-
duce to 65 percent, and so the gap is even larger than we were talking
about. I do think there is always a possibility of what amounts to
very close to fraud, but the Internal Revenue Service is designed and
has procedures to take care of that. I would say it is possible that
someone might be able to do that. I would say that is very remote if
the property has any substantial value.

i
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The CHAIRMAN. Well, if you get the top rate down to about 50 per-
cent, and I find some appeal in that, the use of that device and the
temptation to use it would disappear completely, wouldn't it?

Mr. MY1ES. That is rglit, sir; yes, sir.
The CHAIRMAN. Well, I have no further questions.
Does anyone else?
Senator MIMER. Do I understand that the only part of the House-

passed tax bill that you thing should remain in relates to this treat-
ment of the ordinary income gift?

Mr. MYERS. In so far as t ie gift of appreciated property is con-
cerned, yes. The ordinary income or short-term sale gift.

Senator MILLER. Well, I am talking about the other provisions. The
treatment of deferred giving as contained in the House-passed bill,
you are opposed to that? The allocation of deductions approach you
are opposed to that. The limit on tax preferences approach you are
opposed to that?

Mr. MYERS. Yes.
Senator MmLER. The only one that is left over that you support is

this one having to do with the gift of ordinary income property.
Mr. MYERS. It is not quite correct to say that. We have questions

about for instance, the deferred gift, and we raise them in detail in our
statement. We are not entirely satisfied that these changes are neces-
sary, but we suggest that if the changes are made, consideration be
given to other factors, and in detail that is discussed in the statement.

Senator MLLER. You are opposed to the provisions of the House-
passed bill relating to the deferred gift, are you not?

Mr.. MYERS. We are not specifically opposed to them. We ask that
the committee carefully consider them. We are not sure that the
charitable unitrust and the charitable annuity trust is a necessary
change in the law, but we suggest that if you do think that this is a
necessary change then that you give consideration to other factors,
such as that the donor of such an interest should be in no different po-
sition than the donor who can afford to part with his property
outright.
'Mr. BOLLING. We particularly oppose the retroactive provisions in

this bill because this is really going to put us in a serious bind with
some of the contracts already signed.

Senator MLLER. I can't quite understand why you have this oppo-
sition to the limit on tax preference approach, however. Understand
that we have the problem, on the one hand, of continuing to encour-
age charitable giving, which is a longstanding policy of our Gov-
ernment. We certainly have such a policy, I think, "generally sup-
ported, to encourage giving to our private educational institutions.
On the other hand, you have the problem, and it is a very real prob-
lem, of encouraging the voluntariness of our tax assessments system,
and public opinion is becoming quite aggravated especially when the
public reads in newspapers and magazines that a few taxpayers, or a
few individuals, I should say, receive a large amount of income but
pay very little or no income tax. That was the genesis for the House
acion.

Now, I personally think the House went considerably too far, but
let's not fool ourselves. The House is responding, granted that I think



2198

they went too far, to a strong feeling among the general public, and
I think that the general public wants to continue the charitable giving
incentive, on the one hand. On the other hand, they want to avoid
this abuse which they feel very strongly about.

Now, to avoid the abuse, about the only provision you support, is
this one having to do with ordinary income property, and I suggest
to you most respectfully that I do not believe that that alone will
satisfy public opinion on this point. The minimum tax approach or
the limit on tax preferences approach could go a long way to satisfy
that. I don't know whether it will or not, but it is quite persuasive, and
when you can point out to aggravated ordinary income taxpayers
that there is a limit on vhat canbe done in this area, generally there
is apretty responsive reaction.

Mr. MA-Ets. I might say just to make it clear, we have no posi-
tion with respect to the limit on tax preference or the allocation. We
do have a position with respect, to the inclusion "tax preference as a
income" of the unrealized appreciation in property contributed to
colleges and similar entities.

Now, we believe, one, that that unrealized appreciation is by the
nature of the statement unrealized. It is not something that passes to
the donor like the tax exempt income which lie gets and can use.

Secondly, we believe that that is really within the law a fourth lim-
itation on the charitable deduction because you already have a 50
percent limitation, you have a 80 percent limitation if it is appreciated
property under the House bill. You have an allocation of the chari-
table deduction to other items of preference income. This is a fourth
limitation which has to be computed before a donor can determine
what his gift is, you have the allocation of all itemized deductions
to the unrealized appreciation and this is the reason for our position.

Senator MLER. I can certainly see a lot of merit to taking un-
realized appreciation out of the allocation of deductions program,
because the rationale behind that provision as expressed by the Tre s-
ury has been, that, for example, in the case of tax exempt municipal
bond interest it gives a source of income out of which to make chari-
table contributions to pay real estate taxes, to pay medical expenses
and so on, and you do not have that rationale satisfied by the appreci-
ated value. I can understand that.

But when it comes to the limit on tax preferences where by mak-
ing a gift you can end up with a profit or a neutral position, this ag-
gravates a lot of people, and I must say that I can't understand why.,
how this would impinge very much on you. For example, if you have
a problem in the gift of a farm because this might possibly get you
into appreciated value which come; with the unrealized portion of
long-term capital gain and municipal bond interest might put you in
a taxable position on a little bit of the tax preference amount, I am
not mre that that would deter the charitable giving, and if it might
then we can always have this straddled by making a gift of half of it
one year and half in the other year, and I just haven't run on to many
situations where I am satisfied that the limit on tax preferences with
respet to appreciated property is going to impinge very much on it

certainly as distinguished from some of these other areas such
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as the deferred giving which I think is one that would indeed im-
pinge very greatly.

Mr. MYERs. Julian, would you like to answer ?
Mr. Lpvi. I would say this, Senator: The committee for instance

has not opposed elimination of the unlimited deduction. The problem
which arises regarding the allocation in this limited tax preference
is simply-
Senator MILLER. Please, I don't want to get into the allocation of

deductions because I have already pointed out to you how the rationale,
in my judgment, is satisfied. I want to concentrate on the limit on tax
preference treament.

Mr. LEVi. The problem we have is the sheer complexity of the situa-
tion when we sit down and begin to get into these calculations. It is
impossible to say to the donor what, the tax consequences of his
behavior will be, and it is that situation which makes it, as far as we
are concerned, devastating.

There might be other ways of doing it but we haven't seen that this
is workable. We think that it will discourage giving.

Senator MILLER. If you have somebody who is receiving so much
income from the limited tax preferences as to get over 50 percent of
the total amount of the income counting the tax preferences I can see
the difficulty in computing that although I don't think it would neces-
sarily be insuperable. But how many of these donors are in that situa-
tions? I would think very, very few of them.

Mr. LEvi. The problem, Senator, is that 1 percent of all donor
transactions accounts for 75 percent of our support. Higher education
is enormously dependent on these large cifts. That is our problem.

Senator MILLER. I appreciate that. ut how many of those large
donors are in that situation? I can't see that very many of them are.
I haven't found more than one or two examples, of concrete examples,
that anybody has shown me that that was the problem.

Mr. MYFS. May I just, give an example w-hich comes from ny
interpretation of the bill, which not everybody agrees with, but I think
it is a logical interpretation and one that a court. might take. This is
the example of a donor who has, say, $100,000 of income and is very
generous and wants to make a gift of a million dollars property which
has appreciated substantially $900,000 or the like.

If you read the law as I do, in the year of gift the donor has to
include the entire unrealized appreciation as "tax preference income."
This increases taxable income instead of decreasing it in the year of
gift. In fact it increases it about threefold and it results in his tax be-
img increased fivefold.

Vow, I will agree that I don't believe that may be this was intended,
bx certainly the law can be read that way, andthis is a result which
o',iiously would completely prohibit a donor from making such a gift.

It is time that such a donor, has a recovery in the later years but this
recovery is dependent upon a number of factors, and the computation,
and the way in which it is computed, and he has got to live to take
advantage of it, he must not have other tax preference income or he
loses out. Believe me, the computation is very difficult, and very com-
plicated. Where you have a pledge or carry over gift or major gift of
this sort, the computation of how this is going to affect you in a future
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year with respect to tax preference is so difficult that a donor will just
not make the gift; that is the way we feel about it.

The CHAIRMAN. Yes, now if I might say we have 12 witnesses to
hear today. Perhaps I have been derelict in my duty but I spend a lot
of time in this room. My friend, Wallace Bennett, has probably spent
more time than I and the same thing might be true of Clinton Ander-
son. If we interrogate each one of these witnesses in depth to the satis-
faction of every Senator we are just not going to get through here.
I would hope that each Senator would try to limit himself to about
5 minutes of questions so we can get their statement in the record. I
think the witnesses have made their position clear and I want to urge
that if the Senator wants to get more information, I will try to make
a reporter available to recordall the additional information he wants
and put that in the record as part of the testimony. Senator, go ahead
for 5 more minutes, but I am going to ask we try to move on.

We have been here an hour and only have heard one witness. There
are just not enough hnurs in the day. I am committed, whether the
Republican Party is or not, to try to get this bill out on the floor by
October 31 and I would hate to just report this thing out of here
without any amendment at all because I know that is what the wit-
nesses don't want. They would like to see some of these things taken
out of this bill. But if we proceed this way we will never complete the
bill. Go on for 5 minutes, but let's get on with the next witness.

Senator MnJZR. With the idea of helping my able chairman getting
this out by October 31, I will just ask one more question.

You talk about the umoertainty. I think you are very strongly in
favor of prompt action by the Congress on this bill so that the un-
certainty will be removed.

Mr. MYERs. Yes, indeed.
Senator MiER. Thank you, so am I.
Senator FANNIN. Mr. Chairman, just one question. I was wondering

whether there could be an estimate made of the impact of the House
bill on educational funds in a specific State. For example, North
Carolina was used and I think you stated that 75 percent of the tax
funds in North Carolina go to education.

Mr. FRMAY. Yes, sir.
Senator FANNIN. I don't know how much of a load is carried by the

contribution but I was trying to get an estimate as to how much this
would add. Would this mean you would have 75 percent more than
necessary to be assumed by the, public in this case or what? Do you
have any idea how much more would be involved ?

Mr. FRIDAY. Senator, I don't have a precise figure, but in the
biennium we are now in, the budget of the university is $223 million.
Fifty-ono percent of that money comes from State appropriations and
the balance has to be met by fees, gifts, grants, and other kinds-I
will get you-

Senator F, .IN. Do you have any idea how much comes from
grants or contributions?

Mr. LEvi. The figures for the public institutions in North Carolina
alone, I am only talking about the public ones, 1967-68, Ashville-
Biltmore College, $28,000; Elizabeth City State College, $113,000;
North Carolina College at Durham, $100,000; North Carolina State
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University, Raleigh, $3,066,000; North Carolina University, Chapel
Hill, $3,054,000.

Senator FANN-iN. Do you have an approximate figure?
Mr. FRIDAY. He is coming close to about $71/2 million.
Mr. LEvI. I am coming close to $71/ million in private support in

North Carolina in the public institutions alone in 1967-68. This does
not include, for instance, the private institutions in the State. That
would be additional.

Senator FANNIN. I see.
Do you have any idea what that would be? I am trying to get an

estimate of what the impact would be and, of course, contributions
would still continue but how much it would be a factor we won't know.

Mr. FRmAY. Senator, we will send you a letter answering that
directly.

Mr. WmIoI. Mr. Chairman, may I leave a copy of my statement
with you?

The CHArMUAN. Yes, and it will be printed in the record.
Senator Byrd, do you care to ask any questions ?
Senator BYRD. No questions.
Senator MILLER. I don't want to detain you very long, but I think

we got onto a point here I believe is very important, and I am refer-
ring to the example you gave me with a person who has $100,000 of
salary and might make a gift.

Mr. Myms. There is included in our statement a specific example
which includes the effect of the allocation of deductions.

Senator "ILLER. My.present thinking is that the rationale behind
the inclusion of the various preferences in the allocation of deductions
question does not fit with the unrealized depreciation. I have a lot of
reservations about this. The limit on tax preferences is the question
I want to talk on.

Mr. MYmts. Assume a donor earning $100,000 in salary, who makes
a $1 million gift. Under the House-passed tax bill, how would this
be handled? Let's assume that the gift includes unrealized apprecia-
tion in value of $900,000. The total income for purposes of the LTP
would be $1 million. Divide that by two and the result is a taxable
income of $500,000. Actually, it is not as simple as that; it is less than
that. There are people who disagree with me as to how you compute
the LTP under these circumstances. There may be a problem with
simultaneous equations. This demonstrates some of the complications.
Regardless of these, however, the donor has actually increased his
taxable income and his tax substantially by reason of the gift.

The CHAnmkAN. I don't think a reform bill has to increase some-
one's tax. I personally want to help education. How can we draft this
thbig so that it will benefit humanity?

Dr. WOODWORTH. The advantage in the bill goes to the schools over
the foundations.

The CHAAmAN. That is as it should be. Louisiana State University
has a large camp . Someone discovered oil beneath the land, and I
see no point that they couldn't use that oil. We have Loyola with a
radio station; they have had it for many years. What they can make
from it is used to help educate students at Loyola. WDSU-TV, is a
competing station, owned by the Stern family. Much of the Stern
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-money is being dedicated to education and educational opportunities.
Perhaps they are benefiting from a foundation deduction. But I
couldn't think those people over at WWL will do wrong. They are
enjoying tax advantages which help others. If the TV station is taken
away, we will have to subsidize every one of the schools with tax
money. I think we ought to have a grandfather clause. Putting in
money without taking advantage of the tax situation to injure com-
petition. Let them go ahead and dedicate that to the university. Your
people pretty well subscribe to that.

Mr. Mynxs. There was a grandfather clause, Senator Long, under
the 1950 law with respect to the Western University Press. We would
like to have a pretty firm rule. It could reduce the revenue at Loyola
-a bit, but they can keep the station. However a grandfather wouldn't
disturb us.

Senator MirmER. Someone gives us a going business and gets all kinds
of fancy deals. You pay for the business by the fact that it does not
pay tax.
The CHARMAN. The new provision was intended to get at people

who were buying up going businesses at a tax advantage. This is not
the kind of situation. Maybe it should be protected. By the time we
are through, you will not have less donations, but more, and we should
move this date forward to January 1.

Mr. M ms. We would like to call your attention to the problems
brought about by the effective (;ate with respect to life income gifts.
Because of the way this proposal has been made and because of the
effective dates, life income gifts cannot now be made. All are jeopar-
dized. We would like to know in some way, by announcement or other-
wise, that the changes which are to be made in this area will not affect
gfts made before December 31 of this year. Then gifts can be made
which do not involve abuse in any sense.

The CHAMXAN. 1 think we might do well to make the date effective
-when we pass the bill.

Mr. Lzvi. We made one suggestion in connection with the bill in the
House that might be very helpful to colleges and universities. A per-

.son does not know what his financial position will be at the time of his
death. If he makes a specific bequest, the market may have dropped.
If he sets the bequest up as a percentage, it invites adverse parties to
value the assets as high as possible. We would hope that some kind of
a provision would be put into the law that while the estate is in admin-
istration, the heirs can agree on a gift to a qualified charity, and what
gift would be deductible as a bequest for purposes of the estate tax.
The problem is that the well-to-do man does not make an outright
gift in his will because he does not know what his family position will
be and he may find that the bequest will do what he doesn't want it to
do. The heirs should be able to get together and decide what they want
to make as a deductible charitable bequest.

Senator Mitui., The revenue loss is likely to be minimum. More of
E atax advantage and probably would not alfect the revenue. I realize

-that we may be mixing apples and oranges. You have the loss of rev-
anue from the eventual sale and- loss from charitable deduction.

Mr. Bou ac. You should not assume that a donor is going to sell, if
he, cannot give, Under the change proposed by the House, a donor can't
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take advantage or ordinary income or short term gain property. The
comparison should be if he sold, what would he have left as compared
to what would he have if he donated the property. If the House pro-
posal on gifts or ordinary income and short term property is adopted,.
the donor will always be worse off by giving than he would be by
selling.

Senator MImLR. That is not quite what Treasury says. They look
upon the fact that property will be sold by the educational institution.
They, look upon it as a double-barrel loss of revenue in any way. I
would like you to consider whether the appreciated value *could be
included in LTP. Senator Ribicoff made a suggestion for one-time
large gifts.

Mr. Lni. Very intriguing idea.
senator MILLER. We are getting into such a small area here. I find

we have to balance business opinion against policies of trying to
encourage charitable giving. I can't believe that we should ignore
them. None of the givers would be in trouble because they are getting
over this 50 percent income. They will be very small in number. Those
people are certainly going to have competent tax counsel. I am not too
afraid about that.

The CyrAIKAN. You are going to have some people who may be in a
situation that should give half this year, and. half 6 months later
(January 1). I am troubled by public policy on this and I don't want
to have someone say "See, the tax reform bill is passed now and see
what you have done." That would be an argument on one side, but
there are arguments on the other side.

Senator MmLR. You have people who are aggravated with those
who pay in income tax. Only slightly diminished when you read that
be pays only a little tax. Do I understand that you will go into Senator
Ribicoff's idea?

Mr. LEvT. I would like to construct a pro formal, balance sheet assum-
inga, sale by a taxpayer and a pro form balance sheet assuming a gift.

Senator MILEAR. this is a beginning point. I haven't found anyonewho disagrees with that tax minimization. Minimum deduction is
impossible. Announce that because you are charitable, you don't con-
tribute to any other causes.

Mr. MYmIRS. Under the bill there is a limitation on gifts of appreci-
ated property.

Senator MILLR. Suppose we changed it to 50 percent. On the LTP,
I would like to see what we can do about keeping it in without it being
aggravating. I would like to see an analysis of how we woulH ,;ome out
with the one-time gift idea, keeping the LTP in. Would the change
from 30 to 50 percent affect that, and any other ways this might be
handled-and also take into account the opportunity to make gifts
from I year to the next. You might be able to find a computation
of those to be done keeping LTP in. That would be helpful.

Thank you.
Mr. Mrns. Thank you, sir.
The CHAIRMAW. We appreciate your appearance and we wish we

tould have you here all morning because your people can provide us
with so very much good information. We appreciate it.



2204

(Subsequent letters received from the American Council on Educa-
tion and Mr. Logan Wilson's prepared statement follow:)

AMERICAN COUNCIL ON EDUCATION,

Washington, D.C., September 24, 1969.

COMMISSION ON FEDERAL RELATIONS

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate,
Washington, D.C.

DEAR SENATOR LONG: During the course of the extended hearing that took
place in the Committee's executive chamber on September 18, you expressed
interest in a proposal advanced by Professor Julian Levi, a member of our panel.

Put briefly, we made a proposal having to do with bequests. As our study
entitled Patterns of Giving to Higher Education, copies of which we have filed
with the Committee, shows (page 11), bequests are the most important single
source of gifts to higher education for capital purposes. That the Congress
recognizes the high priority of these needs is amply illustrated in the Higher
Education Facilities Act of 1963, which authorizes the appropriation of over $1
billion annually for academic facilities alone. This authorization of Federal
funds entails at the moment matching of about 75 percent in non-Federal funds.
For understandable reasons, prospective donors, as they draw up their wills, are
inhibited in the size of their bequests by the fear that they may leave their heirs
inadequately provided for. If they try to protect against this possibility by speci-
fying a percentage of their estate, an inevitable conflict arises. We would propose
that if, while an estate is in probate, the heirs agree to make a gift to charity
on settlement, the gift be treated as deductible exactly as if that gift had been
included in the will.

Senators Miller and Riblcoff asked us for additional comments on the subject
of a one-time unlimited charitable contribution and on questions pertaining to tax
preference income. We are working on these questions and shall hope to supply
the requested Information in the near future.

May I express to you and other members of the Committee our gratitude for
the time and attention you have devoted to our concerns.

Sincerely yours,
JOHN F. MORSE,

Director.

AMERICAN COUNCIL ON EDUCATION,
Washington, D.C., October 22, 1969.

Non. RUSELL LONG,
Chairman, Committee on Finance,
U.S. Senate,
Washigton, D.C.

DEAR SEr ATOR LoNo: Reference is made to the questions raised by Senators
Miller and Riblcoff at the hearings of the Finance Committee on September 18,
when the American Council on Education testified on behalf of itself and other
associations of colleges and universities, public and private.

1. Senator Miller desired to know what position the American Council on
Education, as spokesman for colleges and universities, might take with respect
to inclusion of the unrealized appreciation in gift property only for the purposes
of LTP and not for allocation of deductions, on the assumptlon tbat a donor
would be entitled to deduct a full 50 percent of unrealized appreciation in the
case of contributions to colleges and universities, hospitals, churches and similar
entitles. We have carefully considered this matter and remain of the opinion
that the Inclusion of unrealized appreciation as tax preference income for" either
allocation of deductions or TTP would be most damaging. In the case of LTP,
the complicated nature of the computations necePsary would be a substantial
deterrent to the making of major gifts. Moreover, in the case of major gifts of
appreciated property in one year, we believe It entirely possible that a donor
might be required to pay a tax on income substantially In excess of his ordinary
taxable Income solely by reason of having made the gift. This would be true even
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if the amount of unrealized'appreciation Included for the purposes of LTP is
limited to the amount by which the donor obtains a deduction in the year in
question. The penalty would he such that the donors will hardly consider the
making of such contributions. On the assumption that such gifts will not be made
then, there Is hardly any loss of revenue involved. Even If some gifts were made,
the revenue involved would be minimal.

As indicated in our testimony, we believe that the inclusion of unrealized
appreciation as preference income is unfair in that it is not income realized by
the donor except to the extent that it affects his deduction. The inclusion of
unrealized appreciation in ITP alone would really introduce a fourth limitation
on the benefits of the deduction after the 50 percent overall limitation, the 30
percent limitation on appreciation, and the allocation of all charitable contribu-
tions to other preference income.

2. We appreciate Senator Ribicoff's suggestion that individuals be permitted an
unlimited deduction during one taxable year. If neither the LTP nor allocation
of deductions apply, then clearly this would be an encouragement to substantial
giving. Whether the grant of an unlimited deduction under these restricted
circumstances is feasible, Is, of course, for the Committee to decide. We would
note. however, that a donor, under the present law, has the right to carry over
that portion of the gift which exceeds his limitation for five succeeding years.

We trust the above will be helpful to the Committee.
Sincerely yours,

JoHNr F. MORSE,
Director.

TESTIMONY OF THE AMERICAN CouNcm ON EDUCATION

SUMMARY

The American Council on Education:
1. Supports the increase of the limitation on charitable contributions from

30 to -50 percent.
2. Endorses the proposal that donors of appreciated long term real and

intangible property be entitled to deduct the full fair market value of the
property without including the unrealized appreciation In income. We see no
reason why this incentive should not be extended to gifts of tangible personal
property and future interests.

3. Opposes the treatment of unrealized appreciation of gift property in tax
preference income and the Inclusion of charitable contributions within the
allocation of deductions.

4. Doubts whether the alleged abuses in gifts of remainder Interests warrant
the implementation of the charitable remainder trust concepts and suggests
there Is no reason for denial of a deduction for a traditional legal life estate.

fS. Endorses the den',al of deduction for gifts of property, such as fair rental
value, but contends that the language may extend its coverage beyond Con-
gresslonal intent.

6. Endorses "Clay-Brown" and suggests (1) limiting the statute pertaining to
advertising revenue by exempt organizations and (2) certain modifications that
the promise to pay an annuity is not a debt subjecting an institution to an
unrelated business income tax.

7. Suggests that if the present unlimited deduction for contributions of estates
or trusts is altered, the change should have no application to irrevocable life
income and annuity gifts created prior to the enactment of the bill.

8. Recognizes that there may be a need for colleges and universities to file
returns but opposes making the name of donors or the amounts paid to highly
compensated employees public information.

9. Opposes the 7% percent tax on foundation income and supports a supervisory
fee. Entities associated with higher education should be excluded from the
definition of and not made subject to provisions governing private foundations.
We believe that restrictions on legislative activity of foundations will seriously
endanger the making of grants to educati,.nal institutions.

10. Recognizes that colleges and universities have been dependent on tax exempt
bonds and can support only those changes in the law that would not inhibit the
ability of institutions to raise funds at low interest cost.
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TAx REFORM (H.R. 18270)Joined by-
The American Alumni Council
The American Association of Colleges for Teacher Education
The American Association for Higher Education
The American Association of Junior Colleges
The American Association of State Colleges and Universities
The American College Public Relations Association
The Association of American Colleges
The Association of American Universities
The Council of Protestant Colleges and Universities
The National Association of Independent Schools
The National Associatio7. of State Universities and Land-Grant Colleges
The National Catholic Education Association

GzmA=L STATEMzNT OF LOwAN WIION, PRESIDENT, REPRESENTING THE AMERCAN
CoUNOM ON EDUCATION AND OTHER AssOcIATIoNs

Mr. Chairman.and members of the Committee: I am Logan Wilson, president
of the American Council on Education, which numbers In its membership 1538
colleges and universities and associations of higher education. I am accompanied
today by Professor Julian Levi of the University of Chicago, chairman of the
Council's Committee on Taxation; President William Friday of the University
of North Carolina; and President Landrum Boiling of Earlham College In Rich-
mond, Indiana. The composition of this panel will suggest to you the importance
of private philanthropic support to all Institutions-public and private alike.

In compliance with the Committee's request that testimony be consolidated, a
number of other associations are Joining us in this statement. They are listed on
the cover sheet.

This fall-1969--the United States Office of Education has estimated the enroll-
ment of degree credit students in American colleges and universities at 7.1 mil-
lion. The fact that 42 percent of all of American youth in their middle and late
teens will enroll in a degree credit program in a college or university is the
envy of every nation.

The financial burdens thus thrust upon higher education are, indeed, awesome.
The United States Office of Education estimates total current expenditures for
higher education in the 1967-68 academic year on the order of $15.3 bilUon.
American colleges and universities have never been in more serious financial
difficulties as they struggle with rising costs and increasing numbers of students.
With remarkble bipartisan support, the Congress has passed many measures de-
signed to provide Federal assistance to all our colleges and universities as they
strive to meet these most extraordinary demands made upon them.

From its inception, antedating the formation of the Republic itself, American
higher education has been dependent upon the generosity of voluntary support.
Federal programs which often require university matching funds heighten.
rather than diminish, the importance of voluntary support. The Council for
Financial Aid to Education has reported that in that same academic year 1967-6S
such voluntary support amounted to $1.57 billion. In other words, higher educa-
tion relied on private philanthropy to provide 10 percent of Its operating budget.
and that 10 percent is what has kept our institutions solvent. State-controlled
gress to do all in its power, through tax Incentives, to increase and broaden
survival and quality of public, as well as private, higher education in this nation
Is dependent upon greatly increased voluntary support over the coming years.

We believe it is not only sound public policy but good economics for the Con-
gress to do all in its power, through tax incentives, to increase and broaden
voluntary suppz: . from the private sector. Nevertheless, we understand and
agree that tax policies, which affect all citizens, should be scrutinized regularly
in an effort to uncover abuses and to bring about greater equity.

While in our view general Federal tax policy, as true throughout history of
the Internal Revenue Code, should provide an incentive for giving to higher
education, we would exclude any result which would leave any donor with an
overall profit. We would require that the result of his gift invariably be to de-
crease his net worth and that higher education must not engage in transactions
solely for the tax benefit of any donor.

Moreover, higher education and its friends must argue from fact rather than
conjecture. Accordingly, the attention of the committee is called to two studies
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accompanying this statement-the first sponsored by the American Council on
Education entitled Patterns of Givtng to Higher Education, analyzing approxi-
mately two and one-half million donor transactions resulting in gifts of
$1,034,000,000 to higher education in the year 1962-63; the second sponsored by
the American Alumni Council, the Council for Financial Aid to Education, and
the National Association of Independent Schools entitled Voluntary Support of
Education 1967-68. The findings of these studies as they bear upon the issues
here presented will be referred to specifically.

It is in this spirit that we offer the following comments on several issues
before you.

The Council, in testimony before the House Ways and Means Committee,
supported and continues to support certain clear reforms. However-

Legislation presently before this Committee limits the right of the taxpayer
to deduct the fair market value of appreciated property through application of
allocation and limited tax preference restrictions. The findings of the American
Council on Education and the Council for Financial Aid to Education studies are
crucial in explaining our grave concern as to these sections.

Higher education is extraordinarily dependent on large gifts. The American
Council on Education study of 1962-63 giving disclosed that of an aggregate
2,453,186 donor transactions accounting in total for $1,034,836,277 of support,
21,753 donor transactions of over $5,000 accounted for $774,881,482. Less than
one percent of all donor transactions account for approximately 75 percent of
all support (page 15).

Of that $1,034,836,277 of all voluntary support, $794,350,838 or 76.7 percent
was received in the form of cash; $183,308,097 or 17.7 percent was received in the
form of securities; and $57,177,342 or 5.6 percent was received in the form of
property (page 24).

Gifts of security and property are most often received from the individual
donor and the average size of donor transactions is significantly greater in gifts
of securities or property than cash (page 17).

The Council for Financial Aid to Education study for 1967-68 shows that
individuals, alumni and non-alumni, account for more than 47 percent of all
voluntary support (page 67). Moreover, the study concluded that "Alumni sup-
port now stands alone as the fastest growing and most stable source of voluntary
contributions." (page 5).

Studies carried out by eighteen representative Pennsylvania colleges and uni-
versities disclose that in the three yearn commencing July 1, 1966, and ending
June 80, 1969, an average of 40.6 percent of outright gifts received from individ.
uals consisted of securities. The same pattern is repeated in state after state.

It is thus a fair statement that in the years ahead colleges and universities
will be increasingly compelled to seek support from individual donors whose pat-
terns of giving consist to a most significant degree in gifts of securities. These
transactions are, of course, voluntary. They reflect the generosity and concern
of the individual donor who ought to be immediately aware of the tax conse-
quences of that generosity. Otherwise, the incentive cannot operate.

We are advised that allocation and limited tax preference restrictions as now
,roposed can actually lead in some circumstances to the imposition of additional
taxes against the donor by reason of his having made a gift. While in future
years credits for such tax payments may be carried forward, their utility de-
pends on the continued life of the taxpayer and the contingencies of his financial
position. Moreover, calculation of these reductions is inconceivably complex. We
include in Appendix A an illustration. To those of the Committee and staff who
read it we wish to give assurance that we are not engaging in ridicule or satire.
We embarked on a serious enterprise in order to determine the effects of the
proposed law. Our conclusion is that literally no institution and no donor can
come close to determining in advance the tax effect of a major gift. Without
such determination it seems improbable that the gift will be made.

At best the practical effect will be to limit the tax incentive to a short few
weeks at the end of the taxpayer's accounting tax year. Tax consequences, since
they are related to tax preference income or allocation in any one year, may be
markedly different in any one year as compared to another. Donors will tend to
concentrate gifts in one year rather than another. Intelligent institutional fi.
nancial planning will be gravely handicapped.

Moreover, as shown by the Council for Financial Aid to Educatlon Report,
approximately one-half of all funds raised by higher education are for capital
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purposes, often the result of campaigns fulfilled by pledges or subscriptions for
future years. These pledges are viewed as moral, rather than legal, commitments.
The complications of limited tax preference and allocation formulaes will seri-
ously jeopardize their collection.

PRIVATE FOUNDATIONS

Section 4945 defines taxable expenditures made by private foundations and
Imposes a tax on the private foundation equal to 100 percent of such expenditure
and upon the foundation manager equal to 50 percent of the expenditure. Tax-
able expenditures are defined as any amount paid or Incurred by a private
foundation to

"carry our propaganda or otherwise attempt to Influence legislation" further
defined as including but not limited to:

"(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 communica-
tion with any member or employee of a legislative body or with any
other person who may participate in the formulation of the legislation."

While Section 4945 attempts to exclude "non-partisan analysis or research"
from the Interdiction of the law, the broad language of the statute and the pen-
alty Imposed will, as a practical matter, eliminate foundation support of college
and university activity so essential that the Congress and state legislatures have
over and over again turned to higher education.

We are, of course, aware of many examples of such university service as will
be called to your attention. One evident case, however, arises from work per-
formed over many years by university law schools for the Commissioners of
Uniform State laws and for the Trustees of the American Law Institute. These
law schools are uniquely qualified to perform these assignments which, while non-
partisan, by their very nature are directed to the drafting and passage of uniform
legislation over the nation to the end and that national justice or economic
growth be not impeded by state lines of Jurisdiction. Almost invariably this work
has been supported by private sources.

We are gravely concerned with several provisions in H.R. 13270 that pertain
to life income gifts, and in the technical analysis that follows we make a number
of recommendations concerning them.

We are also concerned with the definition of private foundations which would,
we believe unintentionally, Include a number of educational organizations within
that category. Our recommendations for change are also included in the analysis
that follows.

The Committee will be bearing directly from many public witnesses on the
proposal to impose a partial tax through the LTP provision on income from
tax-exempt bonds. We wish to point out that to the extent this proposal increases
interest changes or decreases the marketability of such issues, colleges and uni-
versities, especially public institutions, will find it that much more expensive to
borrow for the construction of facilities.

Thank you, Mr. Chairman, for giving us this opportunity to appear. Our panel
will be happy to answer your questions.

T3nIrOL ANALYsis AND PROPOSALS

A. Lrxn ON TAX puWn= AND A CATION Or DEDUCTIONS

I. Probem
The most damaging provisions of the House tax bill, insofar as gifts to col-

leges, churches, hospitalss and other public entities, are those requiring inclusion
of unrealised appreciation in gift property as a "tax preference" for the purpose
of the limit on tax preference (LTP) (Section 801) and the allocation of de-
ductions (Section 802). The proposals result In an indirect tax on the unrealized
appreciation reducing the tax benefit of the contribution below the limitations
otherwise imposed by the bill. For this reason alone, they could severely reduce
the substantial gifts of major donors which play such an Important role in the
-support of Institutions of higher education, public and private. Moreover, the
complicated computations required would affect a taxpayers Income not only In
the Tear of gift but In later years and make the planning of such gifts difficult,
if not Impossible.
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The limit on tax preference provides In effect for a minimum tax. Under this
a taxpayer's preference income which escapes taxation cannot exceed his tax-
able Income. Under the allocation of deductions, virtually all of an individual's
itemized deductions must be allocated in part to preference income which may
be received without imposition of either penalty.

Under other sections, the bill provides that an individual donor may deduct
the fair market value of certain kinds of appreciated property (real and In-
tangible (securities) capital assets) which have been held for more than 12
months without being required to include the unrealized appreciation in income
provided the donation is to a church, college, hospital or public entity (as rede-
fined). The Inclusion of that unrealized appreciation in the computation of the
minimum tax and the allocation of deductions is not consistent with these sec-
tions and inappropriate for the following reasons:

1. All of the other items of preference income represent actual Income received
by the taxpayer which escapes taxation either through exclusion (i.e., tax exempt
municipal bond interest and the untaxed portion of long-term capital gains) or
the granting of an offsetting unrealistic deduction (i.e., excess depletion, excess
farm loss and excess depreciation).

2. By Its nature, the appreciation in property so given is "unrealized" and not
received by the donor but by the donee institution.

3. The donee institutions are limited to those clearly operating In the public
interest as defined by Congress.

4. The inclusion of the unrealized appreciation as a tax preference for LTP
and allocation of deductions actually represents a fourth limitation on the
charitable contributions deduction. The first Is the limitation itself (50 percent
under the proposed bill). The second Is the limitation on the gift of appreciated
property (30 percent under the proposed bill). The third is the requirement that
charitable contributions be allocated In part to tax preference income as pro-
posed In the allocation of deductions section.

5. Said inclusion, in effect, represents a double limitation on deductions within
the allocation of deductions proposal Itself, the donor losing the benefit of his
deduction (a) by being required to allocate any charitable contribution in part
to all tax preference income and (b) by being required to allocate not only all
of his charitable contributions but also all of his other itemized deductions in
part to the unrealized appreciation in gift property.

6. The combination of LTP and AOD is such as to severely penalize the
generous donor who may wish to make a gift of appreciated property with no
intent of realizing on the full benefit of the deduction. For example, a donor who
makes a gift of appreciated property which substantially exceeds his ordinary
Income (a not uncommon event) may in the year of the gift, as a result of the
inclusion of unrealized appreciation in ITP and AOD, inorewse his taxable in-

come two or three fold and his taxes In the initial year four, five or six fold.

Although provision is made for recapture of a portion of this penalty tax in

later years, the recapture will be entirely uncertain and dependent upon the

unpredictable circumstances in those later years and indeed -apon the taxpayer's
very survival.

7. The inclusion of unrealized appreciation as a tax preference will discourage
those major gifts by generous donors on which colleges, churches, hospitals and

similar public entities are so dependent, not only because the benefit of the de-

duction will be seriously curtailed but also because of the complicated
nature of the computation required. This results from the interdependence of

factors, some of which are wholly unrelated to the charitable contribution it-

self. No donor will be able to make plans for an orderly procedure with respect

to the making of major gifts Insofar as taxes are concerned since the benefit of

the deduction will not be known until the very end of each tax year, if then.
With respect to carryover gifts and satisfaction of pledges, this will be especially
damagig. While It is demonstrably difficult for a donor to determine the effect

of a gift li the year of contribution, It may well be Impossible for him to eti-
mate the effect of a contribution pledged for or carried over to a future year. In
such case, the unknowns Include not only the donor's future economic situation

hut the poodble realization of other "preference Income" (such as long-term capi-

tal gains),, his other charitable commitments and even the likelihood of his

MurvivaL

83-8s5---69-pt. 8-----29
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I1. Proposal
That the unrealized appreciation in gift property be excluded from the detilli-

tion of "tax preference" In both the limit on "tax preference" and the "allota-
tion of deductions" through the deletion of Section 84(c) (1) (A) as added by
Section 301(a) of the bill (page 166) and the renumbering of the subsequent
subsections.

. GIFT OF APPR C TED PROPERTY
I. Probekm

'It is recognized that In certain limited instances a high-bracket donor of ap-
preciated property which if sold, would give rise to, ordinary income or short-
term capital gain may be In a better position financially as a result of having
made a contribution than he would bad he sold the property in question. For
this reason, the provisions of the proposed bill which would require a donor of
such Property to limit his deduction to his tax basis in the property or Include
the dnealied appreciation as Income If he elects to deduct the fair market
Ulue of the property have merit. Where the property is a capital asset which,
If sold, would give rise to long-term capital gain, then the donor clearly departs
Irrevocably with an asset and the deduction recompenses him only In part for"his loss. The encouragement of such gifts to colleges, churches and public
entities as redefined would, therefore, clearly seem to be in the public interest.
Indeed, the curtailment of this tax incentive might well be disastrous to the
fund-raising activities of such charities operating within the public sphere.
While it ia Imperative to -retain this tax incentive as proposed in the present
bill with respect to gifts of long-term appreciated real and intangible property,
there seems no logical Justification for excluding from this general rule gifts of
tangible personal property and gifts of future interest in property.

Tdg4blie Personal Property.-The abuses with respect to the gifts of tangible
personal property have been largely eliminated by other provisions of the bill
or by administrative procedures within the Internal Revenue Service. Thus,
under other provisions of the bill, collections of personal papers will produce
oidinar'y income if sold as will paintings created by the donor himself. (Section
518 of the bill (pages 285 through 287).) The deduction for gifts by such a
collector or creator will, therefore, be limited to the donor's tax basis or the
donor will be required to Include the unrealized appreciation in income.

In the past, justified concern has been expressed with respect to the valuation
of art objects. This abuse has been curtailed or largely eliminated through an
improved audit program and the creation of a special advisory group to assist
the Commissioner of Internal Revenue. Indeed, the valuation problem will not
be eliminated under the bill because the donor will be entitled to deduct the fair
market value if he includes the increment In income.

The restrictive rule proposed by the bill could have a disastrous effect on
generous gifts of works of art, manuscripts and the like to university museums,
art galleries and libraries whose collections are dependent on such contributions.

Gifts of Future Infereate.-Donations of future interests have been of sub-
stantial value to churches, colleges, universities and hospitals. This method of
giving antedates the tax laws and has been of special importance to small edu-
cational and charitable Institutions which do not have access to major donors.
Insofar as A donor of modest means Is concerned, this may be the only way in
which he can make a substantial gift to the institution of his choice.

Traditionally, such gifts are made in the form of property-a home or farm
which the donor retains for his life or securities-from which the donor realizes
a sufficient income to protect himself or his family during lifetime, with an ir-
revocable commitment to public or charitable use thereafter. The limiting of the
donor to his tax basis for the purpose of computing the gift or the requirement
that he include the unrealized appreciation in his Income would impose such a
burden on these donors that they will be precluded from the making of such
gifts. There seems no logical reason why the donor of such property should
not be entitled to the same benefits as the donor who can afford to part Irrevoc.
ably with an appreciated asset of substantial value.

Lt$mon 1'0(e)'as amended by Section '201(c) of the proposed bill would be
amended by striking subsections (B) and (0) of subsection(2) and the last
paragraph of subsection (2) with corresponding deletion of "(A)" at the begin-
ning thereof. (Pages 123 and 124.)
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0. LIMITATIONS ON 0IF1S BY r1-DrVrDuArs
1. Problem

Increase in, Individual Limitation from 30 Percent to 50 Percent-The bill
provides for an increase In the limitation on charitable contributions deduction
from 30 to 50 percent for gifts to churches, educational institutions and public
entities. While -his will be of limited influence in encouraging gifts, the proposed
increase should be approved.

Appreciated Property.-The bill also proposes that there be a special limitation
on the gift of appreciated property to 30 percent of the contribution base even
though made to a college, church or hospital (with an appropriate carry for-
ward). There seems to be little reason for this discrimination. In any event, the
limitation should be not in terms of the value of the property but in terms of the
unrealized appreciation which escapes taxation as a result of the gift to a quali-
fied charity. It is to be noted that the 30 percent limitation on the unrealized
appreciation will further limit donations by major donors.
II. Proposal

That subsection (J) of 170(b) (1) as added by Section 201(a) of the bill
(page 116) be deleted or, if retained, the limitation therein should be expressed
in terms of "the total deduction for that portion of the charitable contribution
which is attributable to appreciation in the value of property not included ill
gross income shall not exceed 30 percent of the taxpayer's contribution base."

D. CHARITABLE REEMAINDER TRUST
I. Problem

Under the bill, a deduction for the fair market value of a remainder interest
for income, estate and gift taxv purposes would be allowed only if the gift is
made to a "charitable remainder annuity trust" or "charitable remainder uni-
trust." A "charitable remainder annuity trust" Is one which requires payment
of a qum certain annually for a term of years or the life of the person. A "charit-
able remainder unitrust" requires that a fixed percent of the net fair market
value of the assets computed annually be paid not less than annually to the life
tenant. (Section 170(h) added by Section 201(e) of the bill (pages 127, 128);
Sections 2055(e) ,2) and 2522(c) (2) added by Section 201(h) of the bill (pages
130-134).) In both cases the remainder must pass to the qualified donee Institu-
tion or be held by the trust for its use. Under the bill, neither trust will be sub-
ject to tax on gains or undistributed income. (Section 664 as added by Section
201 of the bill (pages 135-137).)

This provision is traceable to a tentative decision of the Ways and Means
Committee announced by Chairman Mills on May 27,1969:

"to adopt a provision under which the charitable contribution deduction
would be recaptured in whole or in part where the investment policies of
the trust--as between the income and the remainder beneficlaries-are not
consistent with the assumptions on which the deduction was originally
computed."

It is obvious that the Ccmnmittee was not able to draft the provision contemplated
and, in the alternative, adopted the uuitrust concept originally put forth in the
so-called Surrey Report setting forth the recommendations of the prior Adutin-
istration. Clearly, the purpose is to obviate the possibility that, through their
investment policies, the life tenant may, be benefited at the expense of the re-
mainder Interest passing to the charity.

Although the Surrey Report gave examples of situadons under which a donor
might obtain a charitable deducation based upon a remainder which would not
in fact ultimately pass to the charitable remaindermen, the. abuses thus specified
are subject to correction under the present law either through imposition of ordi-
nary. local trust law concepts on the responsibility of the trustee or because the
arrangement in fact constitutes a fraud of the tax laws. Further, although the
,charitable remainder trust concept as written into the law may curb the alleged
4buse of improper investment policies, it Is not clear that it will not create an,
Iopportuityifor further abuses based upon the trust concepts as they apply to
the taxation of beneficiaries receiving income therefrom.

The proposal would eliminate a deduction for the traditional life income gift,
gamely, a reservation of a life estate in real property with the property passing
"6btrd 1t t the death of the tenant or tenants tb the church or college. There can
,be i nvesMet abuse in such an instance and, therefore, -there should be no
reason why the tax advantages of making such a gift should hot be retained.
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Whatever the merits of the "charitable remainder trust" concept, no change in
the statute should affect the income, estate and gift tax consequences of irrevoca-
ble transfers made prior to December 81, 1969.

The bill proposals would require that the deductions be determined on the
basis of the value of the property transferred and the annual amount of per-
centage payable regardless of investment policies of the fiduciary. This means
that the deduction will be the same regardless of the institution which is bene-
fited or the amount of income realized by the fund. The concept has the disad-
vantage of making it possible, indeed likely, that the principal of the trust will
be Invaded to make the required payments. While this is proper with respect to
the annuity trust, it may be improper insofar as the ordinary remainder trust is
concerned, reacting to the disadvantage and detriment of the remaindermen by
reason of the invasion of principal. Also, it should be made clear that In the
case of either "trust" the benefit may be payable to one or more. life, tenants.

It i suggested that the abuses are.not such as to require a drastic change in
the manner of making ordinary life income or annuity gifts. Regardless, the In-
centive to fund such gifts with appreciated property should be retained. (See
"Gift of Appreciated Property" above.)

If the Committee believes that the abuses are such as to require the placing of
charitable remainder giftS in the straitjacket of the "charitable remainder trust"
concept, then great care should be exercised to make certain that the application
of this new concept and other concepts included in the bill will not unfairly affect
ordinary life income and annunity gifts heretofore created by executed will or
irrevocable trust. The effective date with respect to deductibility for income tax
purposes should be no earlier than taxable years beginning after December 31,
1910. Certainly, there is no reason to apply this rule retroactively tO April 22,
1969, as proposed in the bill slte even the announcement of May 27, 1969, con-
templated an entirely different rule than that ultimately adopted by the Ways
and Means Committee in it, bill. By the same token, change in the estate ax
deduclon should only affect wills executed after December 81, 1969. With re-
spect to irrevocable charitable remainder trusts created prior to December 31,
1969, the estate and gift tax deduction should be allowed under the rules in
effect at the time of the creation of the trust.

Finally, as noted belew, a trust will no longer be entitled to an unlimited de-
duction for an amount permanently set aside as under present law. This rule
should not be applicable with respect to irrevocable life income or annuity gifts
created prior to December 81, 1969, since the burden of such a tax as applied to
capital gains realized by such trusts will be borne almost entirely by the chari-
table remaindermen.
IL Prov*W

1. Amend subsection (2) of Section 664(d) as added by Section 201(i) (page
137) by strikirg "and" at the end of the subparagraph (A) and substituting in
its place "or", by relettering subparagraph "(B)" as subparagraph "(0)" and
by substituting after subparagraph (A) the following:

"(B) From which the transferor retains a legal life estate In real
property."

2. Amend subsections (A) of subsections (1) and (2) of subsection (d) of
Section 684 as included in Section 201(1) (pages 186, 18) by adding in each
case after the words "a person" "or persons" and modify the remainder of the
section accordingly.

& Make it clear in the legislative history that the fixed percentage may be
different for each year provided the differing percentages are established in the
instrument at the outset.

4. Amend subsection (A) of Section 864(d) (2) as included in Section 201(i)
by ti ng after the tvotds "valued annually" "(or a fixed percentage of the net
fair market value of its assets, valued annually or the net income, whichever is
the lesser)." (The legislative history should make it clear that the-deduction
shall M ebipeted tnO the assumption that the fixed percentage will bb paid. It
should' be ce*i that this is afi alternatvb which i available to the, donor anddonee'lastltution.) ,' " ,

1. Suiseeln of ( S) f Section 201(j) (page M8)sbaU be amended toprovide
that "wh, amendment made by. sub seton (4) shall apply to a transfer in trust
made after D)eeember 810 16 . - .,-! '.. f. ._
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2. Subsection (A) of paragraph 7 of Section 201(j) (pages 137, 138) shall be
amended to provide that "The amendment made to subparagraph (2) of Section
2055(e) by subparagraph (1) of Section 201(h) shall apply with respect to irre-
vocable transfers in trust made after December 31, 1909, and wills of decedents
executed after December 81, 1969."

3. Subparagraph (B) of subparagraph (7) of Section 201 (j) (page 139) slall
be amended to provide that "The amendment made to subparagraph (2) (A)
of Section 2522(c) as amended by subsection (8) of Section 201(h) shall apply
with respect to gifts made after December 31,1969."

4. Subparagraph (8) of Section 201(j) (page 139) shall be amended to provide
that "The amendment of subsection (1) shall apply to transfers in trust made
after December 31, 1969."

5. Subparagraph (6) of Section 201(j) (page 188) shall be amended to pro-
vide "The amendment made by subsection (f) shall apply to amounts paid, per-
manently set aside or to be used for a charitable purpose after December 31,
1969, provided that this amendment shall not apply with respect to a trust cre-
ated by an irrevocable transfer prior to December 81, 1970."

E. COMMON TRUST FUND---OOM MINGLED INVESTMENT VUND MAINTAINED BY ONE
OR MORN COLLUGIB 02 WITVERIU

L Problem
For a number of years the Internal Revenue Service has questioned whether

common investment of ife income and annuity gift funds received by colleges,
universitiess and similar entities, either with the endowment fund of the exempt
entity or in a separate pool, may constitute an association taxable as a corpora-
tion under IRO Section 7701(a) (8) and Regulations 301.7701-2. In certain In-
stances it has suggested that the same rule should apply with respect to a com-
mon endowment investment fund maintained by more than one college or uni-
versity. The position of the Service Is apparently based in large measure on the
enactment of a special provision with respect to the common trust funds of
banks. (Section 584)

Many life income and annuity gifts are relatively small and the only reasonable
procedure with respect to investment is to commingle them either with the en-
dowment fund of the institution or in a separate pool maintained for such pur-
pose. The institution has a vested interest as remainderman of the property or
indeed may be the legal owner of the property itself, having incurred only a
contractural obligation to pay income or a fixed amount to the life tenant. It
is difficult to believe that the Government has any interest in preventing the
commingling of such funds for investment purposes.

By the same token, there seems every reason to encourage colleges and unt-
versities, particularly small institutions, to commingle their funds for invest-
Ment proposes In order to have the advantage of a balanced portfolio, which are
now available only to Institutions with substantial endowments.

Regardless of the merits of the Internal Revenue Service position, the implied
threat to rule that such entities are taxable as corporations deters educational
institutions from following reasonable and appropriate investment practices
which the Congress should encourage. It is suggested that the Codu be amended
tO Mahe it clear that the common investment of life income and snnuity gift
funds an charitable remainder trust funds or the creation of a corn non Invest-
ment pool by more than one college or university does not give rise to an "aso-
clatlon" taxable as a corporation.
11. Proposal

That Section 501 be amended by adding thereto the following subsection (f)
and that existing subsection (f) be renumbered as subsection (g):

'"(f) Common Trust Funds-,
"(A) Definition-For the purpose of this subtitle the terip 'common trust

fund' means a fund maintained by one or more organizations described in
section 170(b) (1) (B) exclusively for the collective Investment and rein-
vestment of moneys and property contributed to one or more of the par-
ticipating Institutions, whether or not all or a portion of said moneys and
property Is subject to the obligation on the part of one or more of the par-
ticipating institutions to pay either an income for life or an annuity or to
make payments under a charitable remainder annuity trust or charitable
remainder unitrust as defied in section 664(d).
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"(B) Taxation of Common Trust Fund-A common trust fund shall not
be subject to taxation under this chapter and, for purposes of this chapter,
shall not be considered a corporation."

F. CHARITABLE DEDUCTION FOR THE RIGHT TO USE PROPERTY

I. Problem
In the tentative decision announced MLy 27 and the legislative history, the

Ways and Means Committee Indicated a determination to disallow a charitable
deduction for the contribution to a charity of the right to use property or, in
other words, the fair rental value. The bill (Section 201(a) (3)) would add
subsection (8) to IRC Section 170(b), denying a deduction for a charitable con-
tribution for "less than (a taxpayer's) entire interest In property otbzr than
through a charitable remainder trust", stating "that a contribution by a tax-
payer of the right to use property shall be treated as a charitable contribution
of less than a taxpayer's entire interest in said property." The provision goes
far beyond the stated intention of the drafters which the Committee explained
was to deny to a donor the "double benefit (of) giving a charity the right to use
property which he owns for a given period of time." (H.R. 91-413 (Part 7)
(page 57.) It, apparentlyt would result in denial of deduction for a partial
interest in property, such as a fractional interest, as well as for a legal estate
in property, such as a remainder qfter life estate. There seems no reason why the
provision should not be limited to the denial o± a deduction for the use or fair
rental value of property.

II. Proposal
Subsection (8) of Section 170(b) as addedby Section 201(a)(8) (page 121)

should be amended to read:
"No deduction shall be allowed under this section for a charitable con-

tribution by a taxpayer of a right to use property."

G. OHARITAILE CONTRIBUTIONS OF ESTATES OR TRUSTS
I. Problem

Under Section 642(c),' an estate or trust is granted an unlimited deduction
for amounts "paid or permanently et aside" for charitable purposes. With the
apparent purpo-e of requiring a current benefit to charity where a deduction
is involved, the bill proposes thit a deduction be available only for amounts
,"paid" during .the tdxAble year or within the following taxable year if the
fiduciary elects to credit the payment to the prior year. (Section 201(f), pages
128-129.) There seems no reason for the application of this rule to estates where,
under the present Code and regulations, termination and, therefore, ultimate
distribution Is required at the earliest possible date. With respect to Irrevocable
trusts created priorto the effective ,ate of the Act as proposed (or January 1,
1970, as suggeste4 herein), the rule should not apply. As indicated above, this
has special application to ordinary life income gifts where the donor has ir-
revocably committed his property. in a trust for tax purposes, the income of which
is to be paid to a lifq tenant or, tenants and the remainder of which is to pass
outright to the charity. By their nature, these trusts cannot be amended., If the
proposed change is made applicable to "amounts paid, permanently set aside or
to be used for charitable purposes, under the date of enactment of t~ils Act", then
gains realized from the sale of any assets during the term of the trust subsequent
to that date will become taxable. Almost the entire burden of this tax will be
borne by the charitable remaindermen. For this reason, the rules in effect at
the time of the creation of the trust" should be retained and the, gains should not
be taxed. Relief providons should be included for situations where except for cir-
cumstances beyond the control of either the fiduciary or grantor, the payment

must be postponed, suc4 as in the cse of a tax dispute or legal dispute as to the
-term of the trust,

:1.- gei" sbbparagraph 5 under "Effective Date" -proposals with respect. t cbart-
table remaimlr~trnmsts. "

#32IRC Section 42(e), asiamended by SectiOn, 201 (f) of the bill, should be
amended bywvtriking the6 woida' estate or" Itom the first Ilne;and adding at the
efid tberdof ,"Ithe cate of.anwestate;-tbere shall be allowed as a deduction in
computing its taxable Income 1(iWiPliet ,of deductions allowed vuder; sectionn
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170(a) relating to charitable contributions and gifts) any amount of gross in-
come without limitation which, pursuant to the terms of the governing instru-

ientn, is during the taxable year paid or permanently set aside for a purpose
specified in Section 170(c)."

3. The conforming amendments of subsection (2) should be adjusted accord-
ingly and a special provision should be included with respect to the allowance of
the deduction where the trust is prohibited from making the distribution under
circumstances beyond the control of the grantor or fiduciary.

H. FOUNDATIONS

1. Tax an Foundation Income

I. Problem
The bill proposes a 71/-percent tax on foundation income. It would appear

that any "tax" imposed on private foundations will actually be a burden borne
by the beneficiary organizations to whom the required distributions must be
made. Thus, the tax would appear to be punitive in nature and serving no pub-
lic purpose.

It is recognized that the activities of some private foundations are such as
to require that the Internal Revenue Service conduct continual and extensive
audit and review of the recepits and expenditures of all. It is, therefore, ap-
propriate to suggest that the private foundations be required to pay a registra-
tion or audit fee which will provide the Treasury with a sum sufficient to cover
the expenses of said review. This should be a fee and not a tax. In the first place,
the tax, although modest, is subject to increase. Second, if a tax is imposed by
the Federal Government, then the states will seek to impose a similar levy. In-
deed, in the case of some states, this will be automatic Since their laws are de-
pendent upon the Federal statutes.
II. Proposal

A "supervisory fee" should be imposed on "private foundations" which Is suf-
ficient to provide revenue to cover the costs of audit and supervision.

2. Definitioni
1. Problem

A serious problem is presented because of the approach taken by the Ways
and Means Committee with respect to the definition of private foundations. In-
stead of attempting to define a "private foundattpn" as such, the Committee
originally defined a "private foundation" as any i-,e1) organization ex-
cept a church, college, hospital and publicly supported and operated entity. It
was obvious that such a definition would bring within the purview of the "pri-
vate foundation" provisions many entities, including those associated with col-
leges and universities, which should not be subject to the* strictures of the bilL
Accordingly, two additional exceptions were included In an attempt to exclude
from the definition of "private foundation" entities which are in fact organized,
operated and controlled in the public interest. One is based upon an established
realtionship between a foundatio and one or more churches, colleges, hospitals
or public entities. The other is based in the main, on the receipt of funds from
the public. In both cases, restrictions are Imposed to make sure that such en-
tities are not in fact controlled directly or indirectly be interested individuals
("disqualified persons").

It is apparent that these definitions are not sufficiently broad as to encompass
all those entities which should not be treated-as private foundations. More im-
portant, there remains considerable doubt as to the status under these pro-
posals of many entities which are organized and Operated to carry out the
functions of colleges and universities, such as joint ventures (encouraged by
Federal and, state governments), entities which are separately organized under
Section 501 (c) (3) because; of the problems of state law (particularly as they
affect public institutions of higher education) and associations of colleges and
universities. Since the nature of such exempt entities is infinitely varied, the
expansion of these definitions must in fact be on a piecemeal basis. However,
several commentsehould be made with. respect to the 'expanded definition as
tK€luded inthe bill: .. "

a. Subsection (8) of Section 509(a) as added by Section 101(a) of the
bill (pages ,5 through, i7) excludes from the dpflnitlon of 'jlrlvate fomda-
tion":
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"(8) an organization Which-
"(A) is organized, and at all times thereafter is operated, exclusivelyfor the benefit of, to perform the functions of, or to carry out the pur-poses of one or more organizations described in paragraph (1) or (2),"(B) is operated, supervised, or controlled by one or more organiza-tions, or in connection with one organization, described in paragraph

(1) or (2), and
"(C) Is not controlled directly or indirectly by one or more dis-qualified persons (as defined in section 4946) other than foundationmanagers and other than one or more organizations described in para-

graph (1) or (2) ; and"
It was originally proposed that (A) and (B) be in the conjunctive, thelimitation of subsection (C), preventing direct or Indirect control by dis-

qualified persons. "(C)" appears to eliminate the problem which concernedthe Committee the most, namely, the possibility that an organization directlyrelated to one or more colleges or universities or similar exempt entities
might tiol be under the "control" of an Individual or his family or relatedparties. The legislative history makes it clear than an organization, to beentitled to exclusion under this section, must meet the tests of (A), (B)and (C). If this is so, then it becomes important to examine carefully the
provisions of (A) And (B).

With respect to subparagraph (A), the word "exclusively" Is traceable tothe basic exemputon p.ovison. It is argued that under this provision theworddoea t nottua!ly z, ean exclusively but "primarily." It is suggestedthat the word "Primarily" should be substituted for "exclusively" If this iswbat 'i Jntended. Such an amendment to clearly appropriate in view of thefact that 'many of the organizations which should be excluded from thedefinition of private foundation under this section do have certain minimalactivities which might remove them from the purview of this section if theword "exclusively" is narrowly interpreted. For example, many associationsof colAeges and universitles have followed the practice of admitting to asso-ciate or sinlar membership other 501(c) (3) organizations which serve inone way or another the purposes of higher education. Some of these501(c) (3) associates are "private foundations" within the meaning of thebill. It might be argued that such an association of colleges and universi-Ie is not operated "elcludIvely" for the benefit of its controlling member
instutions.
Secon4ly, there seem no reason whatsoever to limit "in connection with"Uerie orgn1Wto;. If an institution must meet the tests of both (A) and, then (B) should read "in connection with one or more organizationsdescrIld la paragraph (1) or (2)." If an Institution is organized primarilyfor the benefit of a cbureh, college or public entity and is operated, super-vised or controlled by gr in connection with one or more such public entities,then it should not be treated as a "private foundation" it, In fact, it isnapither ,controlled either directly or indirectly by a "disqualified person

or perao"
b. The provisions of subsection (2) of the same section are unnecessarily

restrictive as regards tbe source of public support To a limited extent thereis no reason why gifts of disqualified persons should not count In determin-ing the one-third support which Indicates broad public interest. There alsoseems no reason to penalize a foundation which otherwise meet, the test of"broadly supported organizations" because it is well endowed and, therefore,
has A substantial gross investment income, particularly if it is made clearas in, the ease of (W) that such an organization is not controlled directly or
i,, directly by a "dlsualfled, person."

There are many organizat/oLa which, for one reason or another, may not beable to: qualft, for exclusion from the definition of private foundation withouta mi" t :lonUcbeir governing InatwumOnts or adjustment of their method ofopMratL. 'The statute should encourage such entities to operate in the publicsvher*by, mee the tests which qualify them for exclusion. Regardless of themvts -a the ortialsation and its reel purposemand aetivities, If it was a "pri-vafrlustiolh ton'f. 'last. taxable year ending before May 27, 1969," it will betreated as such unless its status is terminated under Section 508'With all thePo1tIe - d taw"-lbh t b$ Seetlob 807. This Is entirely inconsistent withtw #ftgeukpobsee (it h*Odvate fouidatiei provisions.: Indeed, it is Indonsist-
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ent with the provisions which grant "private foundations" at least until the be-
ginning of 1972 to modify their charters in such a way as to meet the new rules
established by the statute. Since in most cases the changes will be of form rather
than of substance, a transition period should be afforded within which an organ-
ization can adjust itself to come within the definition of those institutions which
are not private foundations within the meaning of Section 509.
I. Proposal

1. Subsection (A) of subparagraph (3) of Section 509(a) as added by Section
101(a) (page 16) of the bill should be amended by deleting the word "exclu-
sively" and substituting in its place the word "primarily."

2. Subsection (B) of subsection (3) of Section 509(a) as added by Section
101 (a) of the bill (page 16) should be amended to read as follows:

"is operated, supervised, or controlled by or in connection with one or more
organizations described in paragraph (1) or (2)."

3. Subparagraph (2) of Section 509(a) as added by Section 101(a) of the bill
(pages 15 and 16) should be amended in accordance with the recommendations
made above and in the light of special circumstances to be brought to the atten-
tion of the Committee.

4. Subsection (b) of Section 509 as added by Section 101(a) of the bill (pages
16 and 17) should be amended to read:

"If an organization is a private foundation (within the meaning of sub-
section (a)) for its last taxable year ended before January 1, 1972, such
organization shall for the purposes of this title be treated as a private foun-
dation for each succeeding taxable year (1) until it Is determined that the
organization is no longer a private foundation (within the meaning of
subsection (a)) In such manner as the Secretary or his delegate may by
regulations prescribe or (2) unless its status is terminated under Section5,08."

. Reefritions on Grante to Oolleges, Churohe, Hoagdtaie and HimiW
Eeempt BntMW

L Problem
The bill as proposed imposes severe penalties not only on private foundations

but on any foundation manager with respect to the making of a "taxable expendi-
ture." Under the bill, a taxable expenditure means any expense "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 (includ-
Ing voter registration drives carried on by or for such foundation)." (Section
4945(b) as added by Section 101(b) of the bill (page 44).) A further subsection
provides that "for the purposes of subparagraph (1) (see above) taxable expendi-
ture includes, but is not limited to, (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 communica-
tion with any member or employee of a legislative body or with any other person
who may participate in the formulation of legislation, other than through making
available the results of nonpartisan analysis and research." (Section 4945(c) as
added by Section 101(b) of the bill (page 45).)

Although the legislative history indicates a narrow purpose, the statute, as
can be seen, Is extremely broad. Any direct or indirect activity might result in
the imposition of severe penalties to the foundation and/or Its trustees or officer.
Colleges, universities and their related exempt entities are the recipients of
many grants which result in reports and recorimendations which could be con-
sidered to come within the purview of these broad, provisions. The support of
private foundations Is essential to these clearly educational activities of colleges,
universities and similar entities. As a result of the restriction, private founda-
tions will be prohibited from making perfectly legitimate grants to such entities
operating in the public sphere because of the fear of the imposition of penalties
through the activities and reports of the recipient grantee organizations.

Private foundations should be fre4, to make grants to such public entities with-
out the fear of the imposition of penalties on the foundations and their managers.
This is cqns1gtent with other provisions of the same subsection which permit
graitsto such organizations without the impooltion of "expenditure responsi-
bit!y" (Sections O09(b) (4) and 4945(b) (4) as added by Section 101(b) of the
bill (page 44) ) and individual grants which "constitue a fellowship or scholar-
Ship at an educational institution described In Section 170(b) (1) (1)" without
specific requirement that the grantor demonstrate that the purpose of the grant
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is to "achieve a spec: , object, produce a report or other similar product or
improve or enhance 6 literary, artistic, musical, scientific or other similar
capacity skill or talent." (Section 4945(e) as added by Section 101(b) (pages
46 and 47). Section 4945(b) (3) of the same provision (page 44).)
II. ProPoiaJ

Subparagraph (b) of Section 4945 added by Section 101(b) of the bill (page
44) should be amended by adding the following subsection (6) :

"Paragraphs (1) and (2) of this subsection shall not apply with respect
to a grant to an organization described in (1), (2) or (3) of Section 509(a)."

I. UNRELATED BUSINESS---CLAY HHOWN BILL
I. Problem

The bill includes a section which would enact the so-called Clay Brown Bill,
extending its application to virtually all nonprofit institutions, including
churches. Under this, such entities would be taxed on their "unrelated debt
financed income"-in other words, income from investment in real, personal or
other property traceable, directly or Indirectly to borrowed funds. It is obvious
that the attempt to relate investments to borrowing will present the greatest ditli-
culty from an administrative point of view. Nonetheless, the bill as modified
through various drafts has been endorsed by the colleges and universities through

-representative organizations. It retains certain provisions which were added at
their request, including a provision which would in effect suspend the tax with
respect to real property acquired by an institution with borrowed funds for its
exempt purposes if the'real property Is actually reduced to use by the college
or University for its exempt functions within ten years.

One special problem is presented in connection with the definition of
"obligation". At the request of certain organizations, the bill made it clear that
the promise by an institution to pay an annuity would not in itself constitute a
"debt" for the purposes of the imposition of the statute. Since life Income and
annuity gifts have traditionally been funded by property, the statute should also
make it clear that the promise to pay an income for life will not constitute a

,debt, O4. the assumption that the "charitable remainder trust" concept will beretained lid the bill And that Congress will recognize the appropriateness of fund-
.#g such gifts with appreciated property, it is suggested that the section dealing
With annuities be amended to, make it clear that the acceptance of a "charitable
remahider trust" gift will not be considered to give rise to a debt obligation.
Subjecting the institution to an unrelated business tax by reason of the funding
of the charitable remainder gift with property, whether appreciated or not.

-11 PropwaJe
Subsectin (5) of Section 514(c) As added by Section 121(d) of the bill

(pages 108 and 104) should be amended by deleting the whole thereof and sub-
stituting In its place the following:

"(5) Charitable remainder Trust.-The term 'acquisition indebtness' does
not Include an Obligation to make payments under charitable remainder
trusts as provided In Section O64."

(The legislative history should make it clear that property received under life
ncOme and annuity gifts heretofore created will not be affected by the pro-'isloa )

J.' UNRELATED BUSINESS --TAXATObZ OF ADVERTISING REVENUE

I Pro blem
-In an obscure provIsiio of the bill (Section 121 (c)), there Is added to Section

6518 .a new subsection (0)' entitled "advertising activities." This Is apparently
.1. de4to give Statutory spot tothe regulations which Imposed the unre-.1t41 aiess tax, on 'the adetsng revenue received by an exempt, organiput-

-tibn lif i ection with publications, radio stations or other media. The pi'ovi-
.0o, however, -t stated in general terms which may have application We 'be-
tpd tue coXI4~ ,of takxaton of advertising revenue proposed in the regulations.

7..O"f. t .doeinot lose Identity as a trade 'or business merely because
,ti wsed owithin- a larger aggregate of similar activities or within a
Ia 'ger ,9npler of bemei endeavors which may or may not be related to the

P1 ule* gPW h esect to "apy activity which Is carried on for the-
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production of income from the sale of goods or performance if services." The
provision is so vague as to permit application of the unrelatbA Income tax to
integral parts of a single activity solely on the basis of return of income and
without application of the general concepts with respect to unrelated trade or
business. The provision should be narrowly confined tO the provisions of the
regulations. It is to be noted that, under the present regulations, an exempt
publication which is published at a loss would not be subject to the tax. Such
an interpretation of the proposed statute might not be warranted.

K. INCOME TAX FrTUBNS
I. Problem

Under Section 101(d) of the bill subsection (a) of Section 6033 would be
amended to remove the exemption from filing returns which now obtains in the
case of certain organizations, including churches and colleges and universities.
Thus, colleges and universities would be subject to the same reporting require-
inents that now apply to all 501 (c) (3) organizations unless the Secretary deter-
wines that "such filing is not necessary to the efficient administration of the
Internal Revenue laws." (Pages 57 through 60.) If the Committee deems it nec-
essary that colleges and universities and similar organizations file returns, it
should not impose upon such entities the same requirements with respect to
reporting as are imposed upon private foundations. In particular, such entities
should not be required to make public the additional data which is now to be
required of private foundations, namely, the names of substantial corntributori
and the compensation of trustees and highly compensated employees. The pull,
cation of such data could seriously affect the fund raising activities and opera-,
tions of such entities without any real benefit accruing to the public.

Under Section 101(d) of the bill all 501(c) (3) organizations would have.
to report the "names and addresses of all substantial contributors" and the-
"compensation and other payments made * * * to 'foundation managers (trustees
and the like) and highly compensated employees.' The relevance of such in-
formation Insofar as "private foundations" are concerned is clear. There seems
to be no purpose in requiring churches, colleges, hospitals and similar public
entities to include such information in the returns to be filed by them. The
requirement that such information be made public under Section 6104 could be
very detrimental not only to the operation of such enitles but also to their fund
raising activities. While it Is appropriate to talk in terms of "highly compen-
sated employees" of private foundations, the term has little or no meaning if
used in connection with a college or university. Publication of the names of the
substantial contributors (presumably those making gifts of more than $5,000)
would deter such gifts since such donors are notably reluctant to have such
information made available to the public for no other reason than the demands
of other organizations. It is suggested that the increased reporting requirements
not apply in the case of institutions which are not "private foundations" within
the meaning of the new bill.
If. Proposal

1. Subparagraph (2) of Section 101(d) of the bill (page 58) be amended by
deleting subparagrpah (C).

2. Subparagraph (d) of Section 101 of the bill be amended by renumbering
subparagraph "(3)" as subparagraph "(4)" and inserting as subparagraph (3)
the following:

"(3) Section 6033 Is amended by adding the following:
"(C) Certain organizations described in Section 501(c) (3) (other than

organizations described in 509(a) (1), (2) or (3)). Every organization de-
scribed in Section 501(c) (3) (other than an organization described in Sec-
tion 509(a) (1). (2) or (3)) which is subJect to the requirements of subsec-
tion (a) shall furnish annually additional information at such time and in
such manner as the Secretary or his delegate may by forms or regulations
prescribe, setting forth:

"(1) the total of the contributions and gifts received by it during
the year, and the names and addresses of all substantial contributions,

"(2) the names and addresses of its foundation managers (within
the meaning of section 4946(b) (1)) and highly compensateo employees,
and

"(3) the compensation and ot ter payments made during the year to
each individual described in paragraph (2)."
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L TAX ZJMPT MU1PAL BONDSL. Problem

State institutions of higher learning have for many years been dependent on
the Issuance of tax exempt bonds for the financing of dormitories and all kinds
of facilities. The issuance of similar bonds by state authorities has played an
Increasingly Important role in the financing of dormitories and educational fa-
cilities at private institutions. Any change in the tax law which would materially
affect this source of financing could be extremely detrimental to the future of
all institutions of higher learning, public and private.

Under the bill1 individuals Who would be indirectly taxed on their exempt in-
come to the extent that such income is Included in computing the "Limit on Tax
Preference" and the "Allocation of Deductions" provisions. After a ten-year
transitional period, all Interest on otherwise exempt obligations would be included
for the purposes of computing the "Limit on Tax Preference." After a similar ten-
year transitional period, interest on' ill Government obligations Issued after July
12, 1969, would be taken into account for the purposes of computing the "Alloca-
tion of Deductions." (The Administration is opposed to the inclusion of tax
exempt Interest on state and local bonds as "preference Income" for the purposes
of the ' limit on Tax Preference" in part because of Constitutional objections.)
Under the bill, corporations, including banks, would not be subject to a direct or
Indirect tax iMth respect to tax exempt state and municipal bond interest.

Under Sections 001 and 602 of the bill (pages 317 through 321), states and
municipalities would be encouraged to elect to issue fully taxable bonds in lieu
of bnds, the interest of wbich is exempt from Federal income tax under Section
103. Under Section 02, the Federal Government would provide the state Instru-
mentality with an interest subsidy of a fixed percent of the interest yield on each
isgue of: oblIgtiotiiS with respect to which such an election Is made. The subsidy
would be not les* that 80 pereebt not; more than 40 percent until 1975 and not
less than 25 p*teent rot' more th/n 40 percent thereafter. The Interest subsidy
petctntage' Would be- established oft a regular basis by the Secretary of the
Treasury before each calendar quarter to which It applies.

1I. Proposal
It Is difficult, if not impossible# to estimate the effect of either the bill or the

Administration proposal on the capacity of colleges and universities, public and
private, to finance essential dormitories and facilities through the issuance of tax
exempt bonds or, in the alternative, Federally subsidized bonds. However, any
change in the law with respect to the exemption should be made only if the Com-
mittee Is satisfied that it will not inhibit the ability of educational institutions to
raise such funde at low interest cost.

APPCATTOV O THM ZMI ON TAX PREFMRIPCE5 TO CHARABLE GIFTS OF
APPRECIATED PROPERTY

This memorandum deals with the calculations required by the Tax Reform Act
of 1909 as passed by the House (H.R. 13270) on August 7, 1969 (the Bill) with
regard to ,() plication of t4e "limit on tax preferences (LTP) to gifts of ap-
preciated 'toilrt' to charity and (fi) the allocatioh of charitable deductions.

Section 8Q1 (a) of the Bi add a new Section 84 to the Inter(al Revenue Code
of 1954 (I -itIng five 'Items of tax preference" (Sec. 84(c)(1)), asfollows:

(I) chkItable 6ontributdons of appreciated property
(ii) the excess of accelerated over straight-line depreciation;
(ii), Interest on crti ngternmental obligations othbh'vise exempt from

taxe;
(lv), eert n exces farm losses;
(v) aid the , of long terl capital 'aisA deductible from gross income.

These't "f t0 pieferenceare to be added to the taxpayer's.adjusted gross
Incouxe *(tnzitiyithblqt '6rdt t/'IP) fi n opne vl f thIs' s'uh theb es-
tablishe t h'a jbaer'e "Ihtillt bh'tti ereterence" (LTP) except' that in to event
wi Mthi. lli.Kbeless tbll 440000. (Setion 84 (b) and'(d)oFO.) the
eztbit t be, -964 ltf tht s ktx ei'e"exced th#"limit on 1.tp x prefer-

ne,,e++th6: i e + t: tr~tte as A "disllow& tax. preferehtxoe and Is Iieluded In
t.'lie " ' --+*'W,'e'+ I eae'(tUOk 84&.l ,+;+ 1) +obf IRO). T'liea.munt so in-

cI~ied i~ t '~i'o~ ftn~e eeodi8 (k), (b) of IRO). The amount
a" ineluded Is to be onsidered derived proportionately from each 'item o tax

,,dmt" ine de oi ed oaatb talf prkfpre re.'s up to the
9HIt," are denominated "allo%'Mab W: tar refeteticee."
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However, not all of the appreciation In property donated to charity must be
treated as an "item of tax preference" in the year of gift. It ig only that part of
the appreciation that is equal to:

the amount of the deduction (determined without regtrd t9 Section 277)
for charitable contributions under Section 170 or 642(c) allpwable for the
taxable year... (Section 84(c) (1) (A)).

Thus, before it can be determined how much of the appreciation given to
charity is "preferential," it Is necessary to ascertain the amount of the deduc-
tion to which the gift gives rise. In this respect, the parenthetical phrase--
"determined without regard to Section 277"-is Important. Section 277 is a new
provision in the IRC (Section 302(a) of the Bill) providing for the allocation
of certain, deductions, Including charitable deductions between the taxpayer's
adjusted gross income (i.e. income subject to tax) and his allowable tax pref-
erences (i.e. exempt income or deductions giving rise to exempt income). By by-
passing the allocation calculation, the Bill has the effect of rendering all of the
appreciation given to charity within the Section 170 percentage ceiling on char-
itable deductions as a "item of tax preference," even though the taxpayer may
not be entitled to deduct all of that appreciation because of the allocation re-
quirement. This would seem to be an important conceptual error in the Bill.

Leaving aside this problem of the allocation by-pass, the first step in deter-
mining how much of a gift of appreciation to charity is preferential Is to ascer-
tain how much of the appreciation is potentially deductible under the Section
170 ceiling on deductions. Section 170(a) of the IRC will remain unchanged,
and it simply permits the deduction of charitable contributions. Section 170(b),
which establishes limits on the deduction, is substantially revised to permit a
taxpayer to deduct all of his gifts of appreciated long-term capital assets (held
for 12 months or more) up to 30% of his "contribution base." Thus, it is ob-
viously necessary to compute the taxpayer's "contribution base" before it is pos-
sible to determine how much of his gift of appreciated property is in the words
of the new Section 84 within the Section 170 deduction ceiling and hence an
"item of tax preference."

"Contribution base" is defined as "adjusted gross Income" increased by the
"allowable tax preferences" as determined under Section 27(c) (2). Under

- Section 277(c) (2), "allowable tax preferences" are the total of all "Items of tax
preference" determined under Section 84(c) not included in the taxpayer's gross

'Income (i.e. not disallowed), provided they exceed $10,000.
So here we are. In order to determine his "limit on tax preferences" (LTP),

the taxpayer must first know the total of his "items of tax preference." In the
case of a gift of appreciated property to charity, he cannot determine this until
he knows how much of that gift is deductible under the Section 170 ceiling. To
ascertain this deductible amount, however, he must first compute his "contribu-
tion ease." But he cannot compute the "base" until he knows what part of the
donated appreciation Is within his LTP and hence an "allowable tax preference."
The circle is complete. Neither the Bill nor the Committee Report gives us any
Olue to avoiding this circle.

An explanation for this circularity can perhaps best be found in the concepts
that seem to have guided the thinking of the House Ways and Means Committee
on the matter of "tax preferences" and in the Committee's failure to distinguish
between gifts of appreciated property and the other four "preferential" items.
This discussion will also explain why the policy objective sought by the Bill
cannot be achieved by simple arithmetic calculations of the type traditionally
used in the Tax Law. Rather, a complex of three and perhaps four simultaneous
algebraic calculations are required.

The Committee Report is cognizant Of the close inter-relationship that exists
between the limit on tax preferences and the allocation of deductions. It states:

"Under the bill, individual taxpayers may be subject to the limit on tax
preferences, as well as being required to allocate their deductions. The bill
provides In effect that (1) such a taxpayer is to first apply the limit on tax
preferences (that iS, to add back to taxable income that part of non-taxable
income in excess of 50 per cent of total income), and (2) he then is to allo-
cate deductions between adjusted gross income as modified in step (1) end
the allowed tax preference Items."r (Committee Report; p. 83.)

This statement Is revealing for It establshes that in the Committees mind,
* all five of the "items of tax preference" are tantamount to items of "non-tax-

able income," event though this is only strictly true of the tax exempt bond in-
ecme and the one-half of long term capital gains that is deducted (excluded) in

'the computation from gross to adjusted gross income. The Oommittee explains:
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- "Under pr oent law, there Is no limit on bow large a part of his income
:an individual may exclude from tax as a result of the receipt of various
kinds of tax exempt income, Individuals whose income is secured mainly
from tat-exempt State and local bond interest, for example, may exclude
practcally all their income from tax. Similarly, individuals may pay tax on
only a fraction of their economic income, if such income is derived primarily
from long-term capital gains (only one-half of which are included in income)
or it they enjoy the benefits of accelerated depreciation on real estate. In-
dividuals may also escape tax on a large part of their economic income if
they can take advantage of the present special farm accounting rules or can
deduct charitable contributions which include appreciation in value which
has not been subject to tax."

In the terms of reference used by the Committee, there is a certain similarity
between gifts of appreciated property and the other items of "tax preference,"
in that they all directly or through deductions may give rise to what the Com-
nitteO characterizes as "tax exempt income." But the difference is much more
fundamental. All of the other "items of tax preference," except gifts of
appreciated property, arise out of transactions by which "economic income"
flows to the taxpayer. In the case of tax exempt bond income and the capital gains
deduction, the economic income is simply not taxed. In other cases, such as
excess farm losses and accelerated depreciation, the economic income is partially
or wholly off-set by deductions which bear no reasonable relationship to the
costs of producing that income.

Thus, by treating these other items as "preferential," the Bill Is designed to
capture for tax purposes some part of this otherwise tax-exempt economic
benefit, either directly or through adjusting the deduction to more nearly reflect
the actual costs of producing the associated income. And in all cases the
"Preferential" amount is susceptible of measurement by an independent standard.
In the case of exempt bond income and the excluded capital gains, the total
amount of exempt economic benefit is the measure of the preference; in the case
of accelerated depreciation and excess farm losses, the "preference ' is the
difference between the depreciation or farm expense deduction actually claimed

'and the more accurate measure of straight-line depreciation or the current costs
"Of farming.

None of this holds true for gifts of appreciated property. In making the gift
the taxpayer has not produced any economic income. He has given away
irrevoeably tho economic benefit in the donated property without any economic

, fttlrn. There is no "tax-exempt" Income associated with the gift which LTP
.cnh capture. a

leekause of this'fact, there lt no other measure of the amount of "preference"
except the anlount of the deduction to which the taxpayer is actually entitled
by rea son of the gift. In the case of the other "preferential deductions" the fact
that the transactions in question give rise to economic income means that the
preference can be measured by reference to an independently determined stand-
ard representing the reasonable costs of producing that income. In the case of
appreciated property, there is'n o economic income, so that the only standard
available for measuring the taxpayer's preference is the amount he could other-
wise actually deduct were JIGP not in the picture.

PNrenthetecaly, it might be noted that because a gift of appreciated property repre-
ets:tin Ift entirety an economicloss tb6 the donor-taxpayer, the deduction for that gift

rofiects a covornient decision to, partially compensate him for his loss. This is quite
unlike t e exemptioit and deductions associated with. the other preferences which are
measures to tjcrease ,the taxpayer's econcimic gain from certain types of transactiOns.

..,This JvelnVfienlttl tomensatfoh for ioiM Oduld be provided directly-by paying the tax-
paye".qr Adrectiy through the tax lawd (i.e. shifting some part of the economic loss

Froot4e, apyer to the. gvernment in the form of a revenue loss). But If the govern-
petiht choobite edU4M mech~nlam It must of necesity permit the donor-taxpayer

to take his deduction -entirely againat'incom6 'unrelated to the gift translation. To not
441 :16y thia 17 *"f~i~other wRy of sayipg that the taxpayer should bear the whole cost

O pl T t i~ fap~cated property is simply Advice for
M the eh imenk is'prepared to dive the taxpayer as an netrW~gon ebvouit govern melit cotild~achieve It0 coat Yeduction pur.

~is~pir VP9 reduing t heM Amunt thast may be deducted in respect o gifts of
8Appkr.0 1,9 4  Bu~li M lpqddone tsi-by the opecial 80* ceiling. It apparently

PIPant .4eof~trhg~',~o ano, maloui position when the Cotmmittee Jus-
~~its tt**, pVupbWal Woierehsmthe deduction ceiuhg io order:'

,,~ 4t!e~t~eu helpeen te e of the charitable,,contributionseduto
eitodte propotv do not tinalifv ast taxpayers

!be) -y;"pkt*6d a vert substadltii porton. If not the p~redominatte
te) suppo#.t9 spne of-.tat, aost. Important oi the .liattosas charitable
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It Is this fundamental fact that produces the circularity in the Bill.
For in addition to taxing some part of a taxpayer's exempt income through

LTP, the Bill also seeks to require taxpayers to allocate some part of their

deductions against the exempt income not reached by LTP (i.e. throw that

deduction away). However, in the case' of gifts of appreciated property it is the

deduction alone that determines how much exempt income is in the picture,

yet because of allocation the amount of the deduction cannot be determined
without knowing the amount of exempt income. In short, the Bill has produced

a tax-scheme containing two wholly interdependent variables.
Quite clearly it is the recognition of this circularity of calculations that led to

the stipulation in this Bill that a donor of appreciated property is to determine
his LTP without going through the step of allocating his deductions (Section
84(c) (1) (A)). But as already stated this means that he is forced to treat as
preferential all of the donated appreciation up to the percentage ceiling on deduc-
tions, regardless of how much of an actual preference he has as measured by the
actual amount he can deduct. Quite clearly this expedient can produce some

serious distortions
However, even if the Bill's by-passing of the allocation requirement is retained,

there is a further circularity in the calculations which continues to make the Bill

unworkable. It is still necessary under the Committee Bill to determine the donor-

taxpayer's percentage limitation on charitable deductions. Calculation of this

maximum deduction would be quite straightforward were the percentage simply

applied against adjusted gross income as under current law. But-for obviously
correct reasons-the Bill applies the percentage against a new expanded base,

called the "contribution base," which is the total of adjusted gross income and

"allowable tax preferences." Hence, another circle. Before you can compute the

"Limit on Tax Preferences" you must at least know the maximum deduction even

If you do not known the actual deduction after allocation. But the maximum de-
duction depends upon the "contribution base," and this latter is dependent upon

knowing how much of the appreciation is within the "Limit on Tax Prefer-
ence." The Bill provides no avenue of escape from this circularity of calcu-
lations.?

2 This can be demonstrated by the example of two donors, each with income of $50,000
'vho make identical gifts of $100,000 of zero basis property. Assuming next that the
income of one donor is divided $30,000 in the form of tax exempt bond income and
$20,000 in the form of salary, while in the income of the second donor Is entirely In the
form of salary. Now, of course, because of the circularity of the "contribution base" calcu-
lation, it is not possible to make an exact computation for these two taxpayers. How-
ever, in order to understate the distortion we will assume that the second donor, with
$50,000 of salary income, has the higher contribution base and hence, the larger charit-
able deduction as well as a larger tax preference because of his gift. Actually the first
donor has a maximum deduction of $40,000 (30% of $120,000) and the second donor a
maximum deduction of $45,000 (30% of $150,000). After computing LTP and ascertain-
ing the allowable peferences, it will be found that the donor % of whose income in the
form of tax exempt interest ends up with a taxable income of only $3,620 less than the
donor whose income is 100% in the form of salary. While part of the explanation for
this extraordinary result lies in the fact that the first donor has a lower maximum
deduction than the second, the bulk of the discrepancy can be attributed to the fact that
while the adjusted gross Income of the donor with tax-exempt income is being increased
through LTP by more than 2000, allocation has reduced his deduction to less than 45%T
of his modified adjusted gross Income. While in the case of the donor with all of his
income in the form of salary, his deduction Is about 45% of his adjusted gross Income
even after allocation.

8 It is not possible, for example, to avoid the problem by computing the maximum
deduction as a percentage of adjusted gross income-as under current law. For, as the
Treasury recognized when it first suggested these ideas to the .Committee, the moment
the allocation of deductions principle was introduced It became necessary to expand
the base for this percentage calculation to Include any exempt Income against which part
of the deduction was to be allocated. In the Treasury's words, this measure was necessary:

'In order to prevent the distortion which would result from measuring the percentage
limitation for the maximum charitable contribution deduction; by reference to adjusted
gross income while at the same time disallowing part of that deduction on the basis of
excluded items which are not part of adjusted gross income."

The Treasury's point can be Illustrated by the case of a donor with AOI of $10,000
and exempt Income of $10,000 who makes a $10,000 gift of zero basis stock. It the
deduction ceiling were computed as a percent of AGI alone, he would have a maximum
deduction of $8,000 to be allocated 50/50 against AGI and exempt income, so that his
actual deduction would be $1,500 or 15% of his income subject to'tax. Another donor with
$20,9W of AGI and no exempt income .who, makes, the same gift would have both a maxi-
mum deduction and an actual deduction of $6,000 or 30% of his income subject to tax.
BY6 'ending the exempt income In the bave for computlng the first donor's percentage
ceiling, the first donor becomes'. entitled to' a maximum deduction o , $0,000 (30.0 of
$20,000) which after allocation results in an actual deduction of $3,000 or 30% of his
income subject to tax.
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In sum, an applied to gifts of appreciated property, the three interrelated provi-
ions 9t the CoM ttoe Bil--tie Limit on Tax Preferences, the percentage Irmita-
tion on charitable deductions and the allocation of deductiona-suffer from two
bAC iewts:

(i) The calculation of LTP without going through the allocation proced-
ure can produce serious distortion in measuring the extent of preference
associated with a gift of appreciated property; and

(i) The calculations called for by the Bill--even permitting the distor-
tion in (1) to stand-are unworkable by ordinary arithmetical means.

.oint (U) is best illustrated by taking the simple case of a donor with salary
Income of $8%000, tax-exempt interest Income of $20,000 who gives $100,000 of
long-term capital aesets to charity in which his cost basis is $10,000. As can be
meea In Appendix A, It is totally impossible to follow the language of the Bill
xqp-by-step and determine his "contribution base" or his LTP.

Now, of course, there is at least theoretically a way out of this dilemma. It
is to recognize that in principle a gift of appreciation is to charity "preferential
in nature" only to the extent it gives rise to a charitable deduction against other
Income and that, under allocation, the deduction cannot be ascertained without
knowing how much of the gift Is "preferential." Or, in other words, the solution,
It an, lies in recognizing that the combination of LTP and the allocation of
deductions pose a problem In the simultaneous resolution of three, and perhaps
four, unknowns which are completely Interdependent; a calculation carried out,
if at A by the use of some highly complex algebraic equations.

APPzxDix A

Assume donor has: salary income of: $30,000; tax exempt Interest Income:
$220,000; makes gift of approximately: $100,000 ($10,000 over).

(1) Determination of the Items of Tax Preference (Sec. 84 (c) (1) (A) & (C)):

Gft of appretite4 property
Step .- Section 84(c) (1) (A) defines as an "Item of tax preference": "The

amount of the deduction (determined without regard to section 277) for charit-
able contributions under Section 170... allowable for the taxable year which
Is attributable to appreciation in the value of property not Included in gross
income (determined without regard to this section).

Stop 2.-Next Step is Obviously to Look at Section 170.

Se ton 170 (a) (1) states:
"There shall be allowed as a deduction any charitable contribution (as

defined in subsection (C) payment of which i made within the taxable year...
(We assume that in this example the donor's gift is a charitable con-

tribution under subsection (c)).
section 170 (b) (1) (A) states:
• "In the case of an individual, the deduction provided In subsection (a)

shall be limited as provided In succeeding sub-paragraphs of this paragraph.
Sub-paragraph B establishes a Limit of 80% of "the taxpayer's contribution

base" for contributions to six different categories of charitable institutions.
Sub-paragraph 0 establishes a general limit of 20% of the "taxpayer's

contribution base" and provides that the 30% limit in sub-paragraph B is
on top of the 20% limit In sub-paragraph C for a potential of 50%.

Su--paragraph J states: "(I) In the case of appreciated property to Which
suosection (e) does, not apply (subsection (e) Is not applicable in our
uamplej, the total deductions for contributions of such property under

iubsetlon (a) for any taxable year shall not exceed 80 per cent of the
t(mxyer's contribution base." "(11) [contains special rules for carryover
of deductions In excess of 80%.)

"Dfp $-Ne#'t step Is obviously to determine 80% of the taxpayer'ss contribu-

Reom 179(b) (6) #e#e:
"qoenwbuto ban de ed--for purposes of this section, the term 'contri-

butin bas'means adJusted gross income.. .ncreased by the allowable
tax peferene as determined under section 277(c) (2)."
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Thus, Ignoring the effect of LTP on adjusted gross income (see also par-
enthetical phrase under section 84 (c) (1) (A) above), the taxpayer in our
example has a "contribution base" of $30,000+allowable tax preferences.

Step .- Next step Is obviously to determine the taxpayer's "allowable tax
preferences."

Section 277(-) (2) deflne8 "Allowable Tax Preferences":
"(A) General Rule--The term 'allowable tax preferences' means the ex-

cess (if any) of the total Items of tax preference determined under section
84(c) (but only to the extent that such Items are not included in gross in-
come under section 84) as modified In paragraphs (B), (C) and (D), over
$10,000 ($5,000 In the case of a married person filing a separate return).

Since we are still trying to calculate LTP, no part of the appreciation
given to charity has been included in gross income under section 84,
neither are subparagraphs (B), (C) & (D) applicable, hence we must
return to section 84(c) to ascertain the amount by which the "items of
tax preference" exceed $10,000, but If we return to section 84(c), we
are referred to 1170(b) (1) (J), under which we must know the con-
tribution base. 'This, in turn, refers us to section 170(b) (6), where we
are referred back to section 277(c) (2) (A), and the circle continues.

The CHAIRMAN. I am coing to go out of order at this pnint because
Senator Byrd of Virginia will not be able to be here all morning. I
understand he has a very important appointment that has to do with
business of the State of Virginia and his Governor. That being the
case, I would like to ask consent of the committee to call out of order
Mr. Robert E. Huntley, president of Washington and Lee University
who will testify on behalf of the Association of Independent Colleges
of Virginia. I am going to call on Senator Byrd to interrogate you
before anyone else does so that he can do whatever is necessary to save
the great Commonwealth of Virginia.

Senator BnD. I greatly appreciate that, Mr. Chairman.

STATEMENT OF ROBERT E. HUNTLEY, PRFIDENT, WASHINGTON
AP.D LEE UNIVERSITY

Mr. HuTLIY. I am Robert Huntley from Washington and Lee
University and I am here representing the 26 private institutions in
the State of Virginia.

Youhave just heard from the American Council on Education. We
endorse their presentation in every detail.

Recognizing, Senator Long, your earlier statement, I do not intend
to be repetitious. I do not intend to read portions of the statement
we have already submitted.

The CH ARMAN. That is one thing that does help me, may I say.
When you take a look at, say, here is what the other witnesses are
testifying and you see what thee fellows have been saying here day
in and day out all day yesterday and today, there is no particular
point; in your prinfed statement is there, for everybody that agrees
with you and there is no particular point in saying this over and over
again. We know that what. you ought to do is hit the point that hasn't
been made.

Mr. HuN'. Y. I agne%, sir.
IThe American Council's presentation is, as I say, one which we en-

dorse cometely. We are represented in fact b the American Council
on Education. My principal purpose then would be to say just a word
about the special impact which this bill would have, we believe, on

88-865---69--pt. 3- 30
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institutions' such as those represented in our group, independent in-
stituti'ns in Virginia which are institutions the like of which are found
.throughout the country, the special impact. On these institutions
which the, some of the, provisions of this bill, we feel, would have
upon us.

We think that it is not an overstatement of the issue to put it as
'bluntly as this. If this bill in its present form is passed we think, by
the Congress, even the strongest private institutions will be threat-
ened, we believe, with a reduction to a level of mediocrity, and we
think that many of us will be faced with a question of true survival.

The specific points that are included in our written presentation
,and which have been already iterated to you by the American Council
,on Education I shall not attempt to reiterate unless there are specific
questions. I would like to add that we applaud and endorse the efforts
-which'the Congress is making to achieve significant tax reform and to
correct the inequities and abuses that occur. We endorse the provisions
-which are carefully designed to prevent the giving privilege being
used as a shelter for profit taking. Specifically, we encourage passage
of those proposed parts of the bill which would eliminate the tax
Advantage of giving appreciated property which if sold would pro-
4luce ordinary income or short-term gains. We are not in other words,
encouraging you to alter that portion of the bill.

On the contrary we encourage you to pass it and the provision in
-the way that it hasbeen proposed.

We do not oppose, we accept, the proposed provisions concerning
-elimination of the unlimited deduction, for example. It is those pro-
visions, however, that strike hard at the gift of appreciated long-term
assets about which you have heard so much. It is that, those provi-
sions, both as they-appear in the limited tax preference and as they
appear in the allocation of deduction provisions with which we are
most concerned.

We feel that in the case of the schools I represent the majority of
the gifts we received in the past fiscal year and in fiscal years there-
tofore have been in the form of appreciated properties, long-term
assets. We are convinced, we don't know precisely what the impact can
be, if one can compute that, but we are convinced it will result in a
significant diminution in that giving at a time when we must have an
increase in that giving and we feel that such a diminution this com-
mittee and the Senate should be aware will truly threaten the survival
of the institutions like those represented in this association.

We are also concerned, as others have been, about the provisions
referring to charitable remander trusts and other forms of deferred
giving,:I would not purport before this committee to be an expert on
the precise meaning of all these provisions, and although I am an
attorney, I have somehow slipped into the business of being a college
president, and even tax attorneys with whom I have discussed these
questions have had some trouble in explaining to me the precise imi-
pact of the deferred giving proposals.

TO inJall would agree and it certainly seems to me this wQuld be
th, cs that tho immediate impact the proposals have been to bring

ca rehinghalt all deferred. giving programs. That is true with
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us and it is true with all educational institutions, public and private,
in the country.

The CHAIRMAN. Has it already done that?
Mr. HUxTFY. It has already done that because of the uncertainty

of what will be the law in succeedhig years and whether or not the
provisions concerning retroactivity will be in the bill, for both of
those reasons.

In addition the complexity of the provisions will even if it will be
enacted now thus removing uncertainty, with its fate in the Congress,
even if it were enacted now the complexity of it would, I think, add
to the problems we have now in explaining deferred giving programs
to potential donors, and beyond that, the thing that bothers me, I
think, is that I am unable to discern precisely the purpose that would
be achieved in terms of reform with respect, to these deferred giving
provisions. It may well be there, but I have difficulty in discerningit,
and I wonder if the purpose is being achieved to justify the addi-
tional complexities which I think woulM result.

I wish I could be more specific on those provisions. I cannot be, and
it would be out of place for me to pretend to have a knowledge I don't
have on this subject.

Senator, if there are any questions I would be pleased to try to
answer them, if I can. You have had before you already some truly
good tax experts, but if there is anything I can add that might be
helpful I would be pleased to try to do so.

Senator ANDERSON. Senator Byrd.
Senator ByR. Thank you, Mr. Chairman.
Mr. Huntley, how many independent colleges are there in Virginia?
Mr. HUNTLEY. There are 26 represented in this group, Senator, 26

senior colleges and junior colleges, that do not rely upon State support
for their financing. These 26 educate roughly a third of the under-
graduate enrollment in our State at no cost whatever to Virginia tax-
pavers. The tax saving implications are suggested by the State
leislatures appropriations of slightly .more than $250 million to sup-
port the State system of higher education, the current biennium. This
means, we think, that the State would have to collect from the tax-
payers more than $100 million in additional public revenues if these
collegiate institutions now under private control in Virginia and
depending almost exclusively on voluntary private support were the
responsibilities of the State government. The Virginia situation might
not be typical but I think it is representative of most States, so what
we are talking about then is a multibillion-dollar tax burden removed
from State taxpayers when the aggregate tax saving values are pro-
jected across the entire Nation.

Senator ByiD. What you are saying is there are 26 independent
colleges in Virginia? And a comparable number in the other States?

Mr. HUNTLEY. In other States.
Senator Binn. So Virginia is not isolated insofar as having a large

'l umber of independent colleges that exist all over the UnitedStates?_.r. Hu-mxTL. That is correct, sir, and these institutions, as I have
already mentioned, rely almost exclusively on private philanthropy to
close the increasingly large margin between the income we receive
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from tuition and endowment and the annual budgets we must meet, r-
margin that frequently approaches the halfway mark and a margin
which must be closed if it is to be closed at all with private philan.
thropy and is now being done.

Senator BYiD. It seems to me the independent colleges play a vitally
important role in the various States and localities, an in whatever we
do in the Congress we want to be sure, it seems to me, that we do not
cripple the independent colleges,

Iwas a little concerned whlen this morning an individual came to
my office and said it has been his policy for the past 10 years to give
$10,000 a year to a certain independent college of Virginia but he
said if this bill goes through in its present form that he feels that he
would not be in a position to .make such a contribution. So I am
trying to understand this bill as well as I can, so that we do not cripple
our colleges.

Let me ask you another question: You made a survey, I believe, iii
which you indicate what support for the colleges in Virginia was ob-
tained from private contributions-and what part of those contribu-
tions were in cash and what in noncash.

Mr. HUNTLY. Yes, sir.
We did that just very recently. For the most recent fiscal year in

thesa 26 schools the results of the survey have been distributed now,
I think, and added to or written statement. The principal feature of
it, which is pertinent to this discussion during the last year, last fiscal
year, about $58 million in gifts and grants of all kinds from private
sources came to those 26 institutions, gifts and grants of every cate-
gory. Gifts and grants from individuals were about $48 million of
that, a very, very large fraction of the total amount needed to oper-
ate these schools.

The noncash portion of these gifts, the noncash portions which
would be the portion most directly affected by the allocation of deduc-
tions provisions and the LTP provisions, 90 percent or so of the total
amount given. Whether or not last year was a typical year, one can
look at earlier years in the giving of these colleges and find that it
is generally a half. At least a half of the a momt received by these
schools in their annual giving programs as well as their capital giv-
ing programs is received in property gifts, usually securities, and usu-
ally securities with a significant appreciation element included. The fit-
ures that we have submitted to you we think are indicative of thie
great impact, perhaps fatal impact, this bill would have upon us.

Senator BYRD. You mean to say that of the total gifts received that
the noncash gifts amounted to 88 percent, almost 90 percent I

Mr. IuNTLry. Yes, sir, they did. That is correct, Senator.
Senator Binn. I see.
It is an astonishing figure.
Senator BENNEr. Senator, maybe we have gone into the credit card

world. [Laughter.]
Senmtor Bmnu. I would like, Mr. Chairman, if I may to Just ask

one additional question. It has been published before but it still is
not completely clear to me. Could you illustrate, Mr. Huntley, how
the allocation of deductions provision in the bill adversely affects the
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ftrdrais'mg efforts of the colleges I I am not clear as to how that ex-
actly does affect it.

Air. HUNTLBY. I can say the allocation of deductions provision hurts
us, as has been explained by other witnesses, in two very distinctive
ways. It requires the inclusion of appreciations on donated property,
including long-term assets, that is what we are referring to now, ap-
preciation of which in turn becomes a part of the formula which is
used to reduce all allowable deductions. So the donor of appreciated
long-term property creates for himself a category of preferred tax
income by making the gift which, in turn, becomes a part of the
formula which reduces not only the charitable deduction itself but
other deductions, and secondly, by including the charitable deduction
among those itemized deductions to which the formula is applied, the
charitable deduction is reduced by the very formula which the -ift
gave rise to. So we have gotten in a sense on both sides of the formula.

We most strongly urge the committee and the Senate to consider
eliminating the appreciation on donations of long-term property
from the definition of tax preferred income in both the allocation of
deductions provision and in the limited tax preference provisions of
the bill.

Senator BYRD. Thank you, Air. Huntley, thank you, Mr. Chairman.
Mr. HuNTLhY. That is all I have, thank you very much.
Senator CuRTxs. Mr. Chairman, what college did you say you were

president of?
Mr. HUNTLEY. Washington and Lee University in Lexington, Va.
Senator CrTis. And the independents carry a third of the load in

Virginia?
Mr. HUnTLnY. A third of the load in Virginia, Senator.
Senator CUnTis. Isn't it true that in most of our foreign countries

they have no such thing as the independent or church college?
Sir. HuxTLEY. I think the distinction i certainly harder to make

in most foreign countries, yes, sir.
Senator CuRTis. And isn't it true that all of their schools, including

their theological seminaries, are supported by tax funds?
Mr. HuiTiY. I believe that is the case, Senator.
Senator Cun'ms. Now, isn't it also true that if the changes made in

the House bill are Lrried through and no contributions are made or
that they are very materially cut down the Treasury doesn't gain
any thing?

Mr. NHuN Ty. It doesn't gain very much, Senator, according to the
revenue projections that the committee report, the House committee
report, itself contains, the revenue gain for the Federal Govr'i nment
would be de minimis.

Senator Cuns. It seems to me that the decision facing this com-
mittee is one that has little reference in the final analysis to saving the
taxpayers money because very definitely they will increase the costs of
public education, publicly supported education, and get very little
revenue, but what we do here will have a great impact on American
education.

Mr. HytrrLEY. Indeed It will, sir. As I have understood, the prin-
cipal objective is not revenue production, but the correction of cer-
tain points of unfairness or inequity that may exist with respect to
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some taxpayers; for example, the situations where a taxpayer miglt
under the present law gaiii a profit from his giving. As I have said
we support changes that would abolish any such possibility.

I might add one other point just as an aside, Senator, the institu-
tion I represent received its first gift or endowment in 1797 in the form
of securities from one George Washington.

Senator BENmFr. So you named the college after him I
Mr. HuNTLEY. Yes, sir.
A pattern which has been pursued occasionally since. Thank you,

sir. Thank you, Senator.
(Mr. Robert F- Huntley's prepared statement follows:)

ASSOCIATION OF INDEPENDENT COLLEGE IN VIRoINxA-FoR SENATE HEARINGS
SEPTEMBER 18, 1969

(Pregented by Robert E. R. Huntley, President, Washington and Lee University.
accompanied by Eugene H. Stockstill)

SUMMARY

1. The importance of stimulating private philanthropy, which alone assures.
the private sector of its independence, is emphasized.

2. H.R. 13270, If enacted in its present form, would be Congress' first major-
retreat from the time-honored principle that the voluntary benefactors of society
and socially useful institutions should be recognized and rewarded in the tax
laws. The bill would strike a crippling blow financially to innumerable educa-
tional, health, religious, civic, and community organizations taat are dependent
on voluntary gift support.

3. Tax avoidance can be stopped without damage to the practice of philan-
thropy and to privately supported education.

4. Tax -reform is imperative and the higher education enterprise applauds:
Congressional acknowledgment of this fact and the determination of the Cwi-
gress to act constructively.

5. Concerning the charitable deduction and tax exemption provisions of H.R.
13270, colleges endorse some of the concepts without reservation; they accept
others; but they are strongly opposed to those which would deprive institutions
dependent upon private gift support of substantial sums of money.

6. Colleges in Virginia particularly oppose those provisions which:
(a) alter the tax treatment of gifts of appreciated property where the

appreciation is long-term capital gain;
(b) classify the appreciation on donated property as tax-exempt income;
(c) group charitable contributions with "allocable deductions" with re-

spect to Section 302 of the bill;
(d) Jeopardize long-established methods of charitable giving, such as

charitable remainder trusts, life income agreements, and gift annuity agree-
ments;

(e) place a tax of 7% percent on the investment income of private foun-
dations;

(f) drastically alter the tax treatment of state and local bonds, through.
which colleges in some states are enabled to finance capital construction.

7. Putative gains in tax revenues created by the above provisions are negli-
gible by comparison with the financial hardship such provisions would impose
on American education and philanthropy.

8. The bill penalizes the whole of private philanthropy for the abuses of the
unconscionable few.

9. Under present law, a donor cannot escape taxes through making charitable.
contributions.

10. Those retroactive provisions which would alter the taX treatment of all-
ready existing trusts and gift agreements seem especially unfair.

11. In considering this bill, the Senate is asked to remember the cardinal
principle of educational and charitable fund raising: in any fund-rasing effort,
a few large donors always give far more than all remaining donors.

12. The real danger posed by some sections of this bill would be to the plural;
istic vigor of American society and thus to the national Interest.
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13. Attention is called to the attached document describing private support of'
Independent higher education In Virginia.

STATEMENT OF THE ASSOCIATION OF INDEPENDENT COLLEGES IN VIRGINIA CON--

CERNING TAx REFOB i ACT OF 1969 (H.R. 13270) AS PASSED BY U.S. HoUSE OF
REPRESENTATIVES ON AUGUST 7, 1969

INDEPENDENT INSTITUTIONS OF HIGHER EDUCATION IN VIRGiNrA

(Not including theological or religious seminaries)

Senior (Four-Year) Institutions

Bridgewater College, Bridgewater Randolph-Macon Woman's College,
Eastern Mennonite College, Harrison- Lynchburg
burg Roanoke College, Salem

Emory and Henry College, Emory Saint Paul's Oollege, Lawreneeville
Hampden-Sydney College, Hampden- Stratford College, Danville
Sydney Sweet Briar College, Sweet Briar

Hampton Institute, Hampton University of Richmond, Richmond
Collins College, Hollins College Virginia Union University, Richmond'
Lynchburg College, Lynchburg Virginia Wesleyan College, Norfolk
Mary Baldwin College, Staunton Washington and Lee University,
Randolph-Macon College, Ashland Lexington

Junior (Two-Year) Institutions8
Averett College, Danville Southern Seminary Junior College,.
Bluefield College, Bluefield Buena Vista
Ferrum Junior College, Ferrum Sullins College, Bristol
Marymount College, Arlington Virginia Intermont College, Bristol
Shenandoah College, Winchester

Private philanthropy must be stimulated and promoted as the underlying foun-
dation of the independence and integrity of our privately supported institu-
tions-churches, colleges, hospitals, etc.-and many charitable causes and ageln-
cies. The primary support. of these institutions, causes and agencies has tradi-
tionally come from private sources stimulated by tax laws which were designed
to encourage philanthropic actions and develop a sense of civic responsibility.

The Tax Reform Act of 1969 (H.R. 13270) is the first significant step back-
ward with respect to the provisions for charitable contributions during the past
56 years of income tax history. Shall the Congress, which has historically sus-
tained and enlarged the incentives for charitable giving, now reverse its field
and, in so doing, increase the financial problems of already hard-pressed insti-
tutions and organizations which depend upoxi voluntary support? There are
literally thousands of institutions and agencies operating in the private sector
that vigorously oppose such a development.

Congress has recognized that legislation is needed to remedy tax abuses to
simplify the tax code. Some of the major changes proposed by this bill fail on:
both counts.

The miiin avenues now open for tax avoidance can be closed off without affect-
ing incentives for legitimate voluntary gift support. Could not the Congress
focus its attention on abuses and not use a meat-ax when a small pruning knife
would be more effective for cutting out the trouble spots?

Higher education and organized charities should not be victims of the re-
formers' zeal simply because they do not have the "influence" to defend them-
selves.

It is clear that there will be, as there should be, some kind of tax reform
legislation. Tax reform is urgent; no one can condone the abuses which have
existed; it is to the credit of Congressional leaders that corrective measures
have been proposed. Abuses, however, are not connected with the legitimate
charitable deduction provisions of the present law.

It is noteworthy that we have not taken exception to this bill in Its entirety nor
even to all of the provisions related to tax exemption and charitable deductions.
Colleges are willing to sacrifice some of the traditional methods of giving if
necessary to preserve others which are essential to institutions dependent upon
private gift support. Indeed, the author of this bill deserve applause for
provisions to tax organizations on income received from debt-financed Invest-
ments and to extend the unrelated business Income tax to cover all organizations
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now exempt, and it is hoped the Senate will enact such provisions. And, needless
to say, we support the provision to increase the ceiling on deductibility as being
consistent with the need to stimulate private support of education and social
and human betterment.

1. This bill dilutes the strength of the private sector of our national life and
of state and local governments through provisions that:

(a) discourage charitable gifts of appreciated property and, in some cases,
-completely eliminate the tax incentives for making gifts of appreciated property;

[One of the most harmful elements of the entire bill is that many critics
of the charitable contributions aspects of the bill are looking only at Title II,
S tbtitle A, Section 201. By far, the aspect of the bill most damaging to
colleges and other gift-supported institutions Is to be found in the provisions
of Title III, Subtitle A,,Sections 301 and 30-4 he limit on tax preferences
(LTP) and the allocation of dedtwtions. The provisions In these sections
reduce the advantage of making gifts of appreciated property by at least 50
percent. Furthermore, they would have a generally damaging effect on gift
support because they disallow large portions of charitable deductions for
certain donors. The LTP section provides that taxpayers must pay a "mini.
mum tax" on all economic income, including so-called "'tax-exempt" income.
No more than 50 percent of total income can escape taxes. And the appre-
ciation on donated property is cla8sed a8 tax-exemnpt income. In Section 305
the bill disallows portions of non-business personal deductions (including
charitable deductions) where the taxpayer has what the drafters of this bill
consider to be disproportionate tax-exempt income. The Congress should
remove the appreciation on donated property from the classification of tax-
exempt income and remove charitable contributions from "allocable deduc-
tions" with respect to Sectiomn 301 and 802.]

(b) jeopardize time-honored methods of charitable giving, such as charitable
remainder trusts, life income agreements, and gift annuity agreements;

(c) drastically alter the tax treatment of state and local bonds;
(In a growing number of states, colleges and universities Use this source of

credit to great advantage. Again, most of the damage to the sale of local
bonds is obscurely tucked away in the taw preferences and allocation of
deduction section of the bill (Title III), Subtitle A, Sections 301 and 302).]

(d) place a tax of 7% percent on the investment income of private foundations.
(The primary effect of this tax will be to cut back funds available to

colleges, churches, hospitals, and other operations in the private sector.
Such a tax has no real validity, especially in view of other restrictions
on the operation of foundations as provid-d In the bill (self-dealing,
distribution of income, ownership limitations, etc.). In view of the innovative
and creative contributions foundations have made and will continue to
make to the national life, it makes little sense to tax their resources and then
have government replace the lost dollars with tax funds.]

2. Putative gains in tax revenues created by the restrictions on contributions
deductions ($5 million in 1970, according to the official report of the committee)
are negligible when compared to the financial chaos that will result for churches,
schools, colleges, hospitals, and innumerable public charities that depend on gift
support to continue their services.

(One Virginia college reports that 70% of its gift receipts in a current
campaign has come in the form of appreciated property. At another Virginia
college, the two largest gifts (both record gifts in their respective categories)
last year were made with appreciated property. And at a third Virginia In-
stitution, what has been called the largest single gift In the history of pri-
vate education was made with appreciated property. The proposed regula-
tions on donating appreciated property will not substantially increase tax
revenues.]

3. The bill penalizes the whole of private philanthropy for, te abuses and
excesses of the unconscionable few.

4. A basic consideration in drafting the bill was the measures thought to be
used by wealthy citizens to avoid taxation. Contributions deductions in the pres-
ent law are not used to avoid taxes. Within carefully defined limits donors may
reduce their taxes by virtue of the deductions for charltablb cO6ttlbutions. Cer-
tainly the tax reward alone cannot move anyone to kie to bi' favorite college.
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There must be a donative disposition on the part of the donor. Deductions only
lower the cost of charitable gifts. We fully support provisions in H.R. 18270 that
would eliminate any possible profit motive for making donations-e.g., the "Clay-
Brown" provision (Title I, Subtitle B, Section 121) and the provision relating to
property gifts where any portion of the gain on the property (had it been sold)
would have resulted in either ordinary income or short-term capital gain (Title

I1, Subtitle A, Section 201).
5. The allocation-of-deductions requirement in the bill would be a major factor

in diminishing voluntary support of education.
6. A source of grave concern to all educational institutions and publicly sup-

ported charities is the possible impact of retroactive features of the bill, partlcu-
larly thoMe proviion which would alter the tax treatment of ready eawstitn
trusts and gift agreements.

7. Title II (Individual Deductions), Subtitle A (Charitable Contributions)
was written with a view toward removing from the contributions section of the
code those "loopholes" that supposedly enable the wealthy to avoid payment of
taxes through donations to charity.

Wealthy Individuals do not avoid taxes through charitable gifts. Conforming
to public policy established by the architects of the contributions deduction fea-
ture of the present code, such donors simply reduce their tax liability.

Present tax incentives which appeal to the wealthier donor should be con-
sidered with extreme care before changes are enacted. Any competent survey of
giving patterns reveals that a few major donors always give far more than all
remaining donors. Therefore, diminishing incentives for wealthy donors will
cripple the fund-raising efforts of many a community, church, school, hospital,
or college because the pacesetting gifts will be drastically cut back.

While the restrictions on charUable giving old have a demketi effect on
many institution and orgaisatlion, the real threat in this bill Is to the nation
and to the pluralistio vigor of American society. A real effect of these changes
and even broader changes that will likely follow would be to pull more power
away from the private sector and place it in the public sector.

SUMMARY

1. The importance of stimulating private philanthropy, which alone assures the
private sector of its independence, is emphasized.

2. H.R. 13270, if enacted in its present form, would be Congress' first major
retreat from the time-honored principle that the voluntary benefactors of society
and socially useful institutions should be recognized and rewarded in the tax
laws. The bill would strike a gripping blow financially to innumerable educa-
tional, health, religious, civic, and community organizations that are dependent
on voluntary gift support.
3. Tax avoidance can be stopped without damage to the practice of philan-

thropy and to privately supported education.
4. Tax reform is imperative and the higher education enterprise applauds Con-

gressional asknowledgment of this fact and the determination of the Congress to
act constructively.

5. Concerning the charitable deduction and tax exemption provisions of H.R.
18270, colleges endorse some of the concepts without reservation; they accept
others; but they are strongly opposed to those which would deprive institutions
dependent upon private gift support of substantial sums of money.

6. Colleges in Virginia particularly oppose those provisions which:
(a) alter the tax treatment of gifts of appreciated property where the ap-

preciation is long-term capital gain;
(b) classify the appreciation on donated property as tax-exempt income;
(c) group charitable contributions with "allocable deductions" with re-

spect to Section 302 of the bill;
(d) Jeopardize long-establlshed methods of charitable giving, such as char-

table remainder trusts, life Income agreements, and gift annuity agree-
ments;

(e) place a tax of 7% percent on the investment income of private foun-
dations;

(f) drastically alter the tax treatment of state and local bonds, through
which colleges in some states are enabled to finance capital construction.
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7. PI.tAtive g;ats in tax reventles created by the above provisions are negligible
'oy qomparisor With the financial hardship such provisions would impose on Amer-
ivan e4$uction and philanthropy.

Ma Te bW penilizes the whole of private philanthropy for the abuses of the
uneppocionable few.

9. Under present law, a donor cannot'escape taxes through making charitable
-contributions.

10. Those retroactive provisions which would alter the tax treatment of al-
ready existing trusts and gift agreements seem especially unfair.

I1. In considering this bill, the Senate is asked to remember the cardinal prin-
ciple of educational and charitable fund raising: in any fund-ratsing effort, a few
large donora always give far more than, all remaining donors.

12. The real danger posed by some sections of this bill would be the pluralistic
vigor of American society and thus to the national interest.

13. Attention is called to the attached document describing private support of
Independent higher education in Virginia.

Senator Gonm. M r. Chairman, I would like to introduce this witness
from the State of Tennessee; a very distinguished member of the
faculty of Vanderbilt University and a very able lawyer.

Senator ANDERSON. We are glad to have you.

STATEM ZET, OF TLERMAN L. TRAUTMAN, PROESSOR OF LAW,
P, VANDERBILT UNIVERSITY

Mr. TRAUTMAN. Mr. Chairman, and gentlemen of the Senate, I
w6dildlike to make three points and only three points in the presenta-
tion that I make here. One of these is that H.R. 13270 with respect to
its provisions ,c0nceruing charitable remainder trusts should not be
made retroactive to April 22, 1969, on the ground that in neither the
President's tax message of April 21, 1969, nor the releases of the Ways
and Means Committee was there an adequate indication to the public
that charitable remainder trusts would be a subject of proposed tax
reform, and I may say that in behalf of Vanderbilt University, I
closed a gift of a farm in'middle Tennessee to Vanderbilt University
in trust to pay the income to the retired donors for their lives, remain-
der to Vanderbilt, in July. It was the life income-remainder trust and
not either an annuity trust or a unitrust and, therefore, if this bill
did become the law all of the careful research upon which this trans-
action was closed would be for naught.

Quite aside from the constitutional issue involved, I am sure that
other speakers have made the point effectively and that the fairness
of this Scnate can be depended upon to do justice in that regard.

I should like then to deal with my other two points which are, the
second point, that the deduction for gifts of charitable remainder
trusts should n6t be limited to the two forms specified in H.R. 13270;
namely, the dollar annuity trust and the unitrust. .

I may say" that there is no need to postulate the traditional life
income-remainder concept of our anglo-American heritage against
these'two. There is room for all three of these if they are properly
protected so that the values of our society are realized, namely, that a
tax deduction shall not be allowed for an amount that the Eharity
does not receive. This tax policy value stated in the House report and
in the Treasury studies of the Johnson administration, can be readily
agreed to. It does not follow, however, that to accomplish those tax
policy, values all deferred giving must, be allocated to those two forms.
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Third, since most charitable remainder gifts involve gifts of appreci-
ated property, too, I want to say something about that.

Now, I do not need to remind the Senate of the United States that
financing, private Universities is increasingly difficult in our society.
Certainly with' iiiflation, world involvement, and dramatic develop-
ments in both the social revolution and the scientific revolution re-
quire behavior on the part of colleges and universities which cannot be
financed by the tuition that the students pay. These institutions are
simply dependent upon the gifts of donors, and one of the very most
attractive entres to a potential donor is the inter vivos gift to a uni-
versity in trust, to pay the income to the donors for life, with the re-
mainder to the university. And when this is properly protected there
really isn't anything wrong with it.

Now, I want to call attention to two sources of ideas and arguments
in respect to this proposal, with respect to charitable remainder trusts.
One is the discussion in the Treasury studies of the Johnson adminis-
tration dated February 5, 1969 under the heading of split income
trusts, and the second is the House report that was issued by the House
of Representatives, this is House Repoit No. 91-413, part 1, at pages
58 to 61.

Now, both of these documents postulate misconduct which consti-
tutes a breac"h of trust under the law of trusts of every State in our
country. I should like to turn to page 58 of the House report under the
paragraph entitled "General Reasons for Change," where it is said:

The rules of present law for determining the amount of a charitable contribu-
tion deduction in the case of gift9 of remainder interests in trust do not neces-
sarily have ,any relation to the value of the benefit which the charity receives.
This Is because the trust assets may be invested in a manner so as to maximize
the income interest with the result that there is little relation between the In-
erest assumptions used in calculating present values, and the amount received
by the charity, For example, the trust corpus can be invested in high income, high
risk assets. This enhances the value of the income interest but decreases the
-value of the charity's remainder interest.

Now, can.you just postulate for a moment this typical hypothetical
as I have experienced it and as I believe represents the great majority
of instances in America.? And you can picture your own college here.
I will pick mine.

To Vanderbilt in trust, pay the income to mama and to me for life, and at
the death of the survivor remainder to Vanderbilt.

Now, let's just stop there and let me quickly agree that if anybody
puts contingent gifts into charities let's disallow them, and if anybody
puts invasion of corpus provisions for mama and me, let's disallow it in
that instance.

Now, if wq eliminate those two things we have got a situation where
there is no Posibility that this farm or this General Motors stock or
whatever it is we are talking about will not pass to the university.

Now, we have three different kinds of taxes, an income tax, and a
gift tax, the deductions for which are based upon values at the date
of gift. We have a third tax called the estate tax which is based upon
value at date of death. No human being alive today can predict what
the value of a generall Motors share or a farm will be worth at the
dtlath of manuna and me but we can have an appraisal made for the
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gift tax purpose or we can look in the Wall Street Journal for the
average of the high and low on the date of the gift for both the income
tax and the gift tax.

Now then, can you just imagine Vanderbilt or Harvard or Louisiana
State or whatever your college is as trustee investing in high-risk
investments in which this corpus would be dissipated, and the charity
would not receive anything?

Really, gentlemen, there is scant evidence of abuse, if any.
Now, suppose that the typical arrangement is not the case. Suppose,

for example, that the donor serves as trustee. Now, I have to say this
to you, that the law of trusts in our society is one of the most beautiful,
most coherent bodies of law in our Anglo-American tradition. The
beneficiary of a trust or the remainderman can go into chancery at
any time and say "I don't think I am getting a fair deal" and it is
ust unimaginable to me for a charity to allow its gift to be dissipated

by a trustee; but if that is a problem, we can write a, tax law that says
to the Secretary of the Treasury, in a case where he is convinced that
this is true, he can do two things: He can recapture from the donor or
his estate the charitable deduction received for his gift, and we can
penalize the charity for not protecting its gift in the courts. It doesn't
seem to me that we need to indulge in what Mr. Justice White called
in another case the "overkill," because of an isolated case, if there is
such an isolated case.

I call your attention to the fact that the Treasury study on page 185
concludes this discussion with this sentence:

The changes recommended Involve generally available abuse situations.

I think that is calling it a dirty name. I think that is saying that
abuse seems to us to be possible here, but note the next sentence:

And it is impossible accurately to calculate the extent of their use. It Is
unlikely that the correction of these abuses will have a significant revenue effect.

So, gentlemen, as I have summarized in the statement to you, our
people understand the life inee'me-remainder arrangement. I think it
will be good to tighten it up, to eliminate the situations, if there are
any, for contingent gifts to charity, and I think that invasion of cor-
pus provisions should be disallowed to correlate the income and the
gift tax with the estate tax. I do not see any need to eliminate this tra-
ditional concept, and I must say to you that each, the dollar annuity
and the unitrust has its own "can of worms." The unitrust requires an
annual appraisal of the trust property, and it also postulates an inde-
pendent trustee. Think about that a minute, an annual'appraisal of a
farm is expensive and this independent trustee, who is this fellow!
Can he be a friend of the donor and can his appraisals be unreal. And
then the dollar annuity. Why pin a beneficiary to the dollar with all of
the pressures on the dollar as a sourLe of international'balance of trade
at the present time. I really think that the proposals will offer more
gimmickry and greater administrative problems than the traditional
life income-remainder trust which is well understood, and has the
background of the State law of trusts behind it, and I think that if
any charity is conniving with someone who is dealing fraudulently,
that it oughttobe penalized. I

Now, I would ike tomake my third point quickly on the gift of ap-
preciated property.
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Senator Gos. Excuse me, you included depreciated as well as ap-
preciated property I

Mr. TRAUTmA . )Yes, I will do this, and am happy to.
Senator GoR'. It is the same principle.
Mr. TrumrLN. Right.
Let me say first that this is not the first time in our tax history that

the problem of the so-called double blessing rule of gifts of appreciated
property -.as come before this Senate. In 1938, the House of Rel e-
sentatives passed a bill-

Senator Gone. May I interrupt?
The CnAnmnx. Yes.
Senator GonP. There is still the other matter of gifts of articles

which are neither appreciated nor depreciated. Let me give you a hy-
pothetical example. Suppose that I were in the 70-percent bracket,
which I regretfully say am not, but suppose that I am well into the
70-percent bracket. I have on my farm a tobacco crop that has been
harvested, it Is in the barn. When I put it in the warehouse ready to
sell I give the receipts to Vanderbilt University. I have the choice on
this tobacco crop of sellitig it or giving it away, I neither smoke nor
chew so I can't use it that way, and I can't eat it very well, so really,
I have a one hundred percent normal income crop.

Now, i' I give it to Vanderbilt, and it is worth $10,000, the Nash-
ville Tennessean might put my picture on page 1. If they would guar-
antee that, I would consider doing it. But instead of this having the
nobility of charity under the present law, assuming I am in this for-
tunate financial bracket, I would receive a tax benefit of $15,400 from
giving my tobacco crop to Vanderbilt. Now, would you include that
also?

Mr. TRAUTA AN. Senator, perhaps I should say I am glad you asked
that because I was distressed that my predecessors did not field that
curve ball as well as I thought they-

Senator GoRF. That is not a curve ball.
Mr. TPAuTrAw. I don't mean to say that it is. It is a question.
Senator Goi. I object to the curve ball.
Mr. TRAUTmAN. I withdraw it.
Senator GoR The U.S. Treasury has taken such cases to court and

has lost them.
The CHA~MMAN. May I just say your illustration is bad. You don't

field a curve ball, you hit a grounder or topped ball or a fly, you hit a
curve ball or you miss it but-

Mr. TRAurmAw. I think it has got some-I think it has got some
twists.

V 1ughter.]
enator GoRL. There is also a fast hard one.

Mr. TRAYrMAW. Senator, no offense intended, but I think that ball
has got some curves on it for the reason I am about to say.

Senator GORE. I use to be a curve ball pitcher, and I got $5 a game.
Mr. TRAUTMAN. Because this i3 crucial and you have asked the ques-

tion I would like to respond to it. First let me define the nature of a
charity. The very definition of a charity is an institution that serves
a public purpose. Now, unless you start there you are going to get in
trouble. The very nature of a charitable trust, by the definition of the
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law of trusts in our Anglo-American society is an institution that
serves a purpose that the public would otherwise perform.

Senator GoRE. I don't argue that.
Mr. TRAUTMAN. NO.
Senator GoRg. I not only consider Vanderbilt a great institution,,

my wife and daughter are both graduates, I consider it the best.
Mr. TRAUTAN. Yes, sir; and understand that and 1 agree with

them, and I appreciate it.
Senator GoR. And I may give you my tobacco crop.
Mr. TRAUTMAN. But now, if I might, if I may lay that basis for

what I am about to say, I would take a balance sheet approach to your
hypothetical: This is assuming that you have got an iteni 'that is worth
$10,000.

Senator GORE. Well, that is approximately what it is worth,
Ulr. TRAUTMAN. Now a gift to charity has been made analogous to.

the payment of taxes. n other words, a gift to charity is an alterna-
tive in our Anglo-American values to payig taxes, because the charity
performs a purpose that the Government Would otherwise perform, a
gift to charity is in a sense a payment of taxes to an organization
which performs a service that the Government performs and; there-
fore, the Government doesn't have to do that. t I

Now, then, using a balance sheet approach, what is wrong with that
hynthaiical iz that the man has made a gift now of $10,000; debit
hhn and dricrease his net worth by $10,000. So his net worth is now
X minus 9420,000. But because he made that gift of $10,000, he gets
to set it of against $10,000 of other ordinary income, and to postullate
your very nigh tax bracket of 77 percent, it saves him $7,700' fi taxes
he would otherwise have to pay. Therefore, instead of getting $15,400,
the answer is that his gift of $10,000 has cost him out of pocket only
$2 300.

ow, that hypothetical, which the Treasury Studies'and'th ew House
Report all set up, begs the question in my opinion, Senator,because
it assumes the very thing we are talking about; the question is whether
the guy who paid his gift to the charity ought also to pity the'Gbvern-
ment, and thus pay twice. Instead of a double tax benefit, hg you sug-
gested, the Tax eform Act of 1969 proposes a double tax' burden on
the donor. It misses the whole background of the law of trusts and
charitable trusts that a gift to charity is an alternative to the pay-
ment of taxes, and that is the root of all these problems.

Senator GoRE. Well, Doctor, there is no question of a trust involved
here. I am neither trustor or trustee, I am a farmer, and I haVe been
very fortunate, that is according to this assumption, and I am in the
77 percent bracket, and I have a product which is harvested 'on my
farm, which rapidly deteriorates. have the choice of sellffik it, of
giving it to charity or of letting it rot.

r. TRAUTMAN. Yes, sir. But a gift to charity is a payment for a
public purpose.
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Senator GoR. So under the present tax law I can give it to a charity
and be acclaimed as a great philanthropist, but receive $5,400 more
benefit than if I sold it or ate it.

Mr. TRAUTMAN. I believe--I hope that my explanation has shown
that that is not true.

Senator GonE. It is true. The two cases in court have been lost by the
Government.

Mr. TiAuTMAN. Well, I have to say that from a balance sheet ap-
proach I cannot understand it that way because it assumes that a tax
should have been paid; the only reason, the only way you can get $5,400
more out of that is to assume, the very thing that you are talkmg about,
that lie ought to have paid tax on it and then given it to charity, too. It
misse the point that paying to charity is an alternative to paying
taxes, and that he really is $2,300 out of pocket.

Senator CURTIS. May I ask a question
Mr. TRAUTMAN. Yes, sir.
Senator CuRTis. In this giving agricultural products already har-

vested, and taking a deduction for their fair value for charitable de-
duction but not included in income as Senator Gore contends, my con-
tention is that that is not the law that is being carried on in most of
the jurisdictions. The Supreme Court has never ruled on it, they will
deny this, but the general rule of the Treasury and Internal Revenue
is thati they, if a circuit court rules a certain thing they will follow
that in that circuit but not elsewhere in the countrylut assuming that
Mr. Gore is right, when did that start ?

Mr. TRAUTMAN. Well, Senator, I believe Mr. Gore is right; that isthe present law, whether it is ordinary income property or capital
gain property, simply deals upon the principle of tax law that a gift is
not a realization of inoome and we have never drawn--

Senator CtRTis. I understand that.
r,. T 4&UTXAN. We have never drawn the distinction beteei ordi-

nary income and capital gain and I would like to say that-as' far as
the charitable institutions that I am interested in, it would be possible
to draw a distinction between ordinary income assets and capital gain
assets because the great 'majority of our donations are capital gain
concepts.

But tho answer, in response to your question, is that 'whether it is
a gift of ordinary income or capital'gain, the deduction is allowed for
the fair i rket value of it.

Senator CURTIS. I understand that.
Mr. TRAUTMAN. And there is no--there has been no inclusion irt

gross income of the difference between its cost and its fair market
value. And that-has been just as true with respect to ordinary income
assets as capital gains assets, but the important thing is that in the
great majority of instances of human experience here it is capital as-
sets that, are given.
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Senator Cun . Well, I understand that, and there is a vastly differ.
ent reason for the capital assets situation, because there is no gain
until it is sold.

Mr. TRAUTMAN. Yes, sir.
Senator Cuurmi. And it might be sold at a loss. But if this is what

they say the law is, I still question whether it is in all jurisdictions,
and I also question it whether or not it is within the intent of Con-
gress, because Mr. Gore can give his harvested tobacco away and take
a charitable deduction and not include it in gross income. A lawyer

'an divest himself of a fee earned and have it passed directly to the
charity and do the same thing, and that can't be done. It is an elemental
principle of tax law that you can't transfer income.

Mr.,TItRAuTmA. The Wilkinson case agrees with you with respect to
a lawyer. There is an actual case on that by Mr. Wilkinson who han-
died an Indian reservation case in about 1 62 or 1963.

Senator B.NsKrr. Who was a witness here yesterday.
Mr. TRtATNA. No I was not.
Senator BzNwI'r, Yes, sir, he was.
Mr. TRAuTmAN. Are you talking to me I did not know that Mr.

Wilkinson was a witness here yesterday.
Senator Cuins. But you don't know how long this thing existed

wIth reference to the illustration in regard to tobacco, howlong has
that been the rule?

Mr. TRAUTMAN.I am not in a position to answer that.
Senator-Curms. It arose in the last few years, didn't'it?
Senator Goan. Mr. Chairman, I ask unanimous consent to have the

citation of the cases inserted in the record at this point.
Senator WilljA s. I would ask that the staff put a memo in at the

same time because some of the staff members in the colloquy here in-
dicated that they think this example may not be exactly correct as
related to existing_ law. As I understand the problem in this assump-
tion of giving this $10,000 tobacco would be that it cost $10,000 to
produce1t, and, therefore, the cost of production would be written off
as a deductible item. If you give it away at the $10,000 and you get
the $10,000 deduction and that would give you, if you are in the 77
percent bracket a total of 7,700 each way or the $15,400. But the staff
seems to feel that in the cases like that you would have to reduce
your deductions accordingly which would mean your production costs
would have to be eliminated. I am not well versed in this in the court
cases, and I would merely state that we ask the staff put this memo
in the record.

Mr. Traiuumi. I believe that is accurate.
Senator Wn.uMs. And whichever way it may be and we could

proceed to discuss it further.
Senator A!wEROn. Without objection that will be done.
SThe information follows:)
The following was later supplied for the record by the staff:)

Authority for dissallowance of a deduction for costs and expenses incurred
by a farmer In producing or acquiring a crop that is contributed to charity and
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claimed as a charitable contribution deduction is found in Treasury Regula-
tion § 1.170-1 (c), which reads In pertinent part as follows:

"C(osts and expenses incurred in the year of contribution in producing or
acquiring the contributed property are not deductible and are not a part
of the cost of goods sold. Similarly, to the extent that costs and expenses
incurred in a prior taxable year in producing or acquiring the contributed
property are reflected In the cost of goods sold in the year of contribution,
costs of goods sold must be reduced by such costs and expenses."

The substance of this rule formerly appeared in Rev. Rul. 55-138, 1955-1 C. B.
223.

The rule in the quoted Regulation applies to a farmer regardless of whether
he uses the cash or the accrual method of accounting. However, If a farmer is
on the cash basis and does not use an inventory nmthod of accounting, the pro-
visions of the quoted Regulation do not require the disallowance of any de-
duction he may have claimed for costs and expenses that were incurred by
him in producing or raising the crop prior to the year in which he contributes
it to charity. (Such expenses in prior years were disallowed as a deduction by
Revenue Ruling 55-13S cited above (see p. 226 of 1955-1 C. B.)). The present
position of the Internal Revenue Service regarding deductibility of such prior
years' expenses Is expressed in the Farnicr'8 Tax Guide (1909 edition, IRS publi-
cation 225), where it Is stated (at p. 44) as follows:

"Expenses applicable to donated property which were properly deducted
in prior years do not have to be subtracted from your contribution de-
duction. If you use an inventory method of accounting, however, and the
cost of the donated property was in your beginning inventory, such costs
must be removed from beginning inventory."

MEMORANDUM

OCTOBER 14, 190.
To: The Senate Finance Committee.
From : Professor Herman L. Trautman, Vanderbilt University.
Subject : Gifts of agricultural and manufactured products to charity-present

income tax law.
During the course of my testimony before the Senate Finance Committee on

September 18, 1969, both Senator Gore and Senator Williams asked the Chairman
for unanimous consent to have the citations of cases put into the record of my
testimony concerning the above subject, which was implicit in the hypothetical
case put to me by Senator Gore. While it is probable that the Committee Staff has
prepared such a memorandum, the following are the relevant authorities on the
subject.

A charitable contribution of agricultural, manufactured, or other products held
for sale presents a special problem : in addition to claiming a charitable deduc-
tion for the fair market value of the property, it was fea,'ed that the taxpayer
may seek either to deduct the cost of raising or manufacturing the property as a
business expense, or to treat the inventory value thereof as part of the cost of
goods sold. In I.T. 3910, 1948-1 C.B. 15 the Internal Revenue Service sought to
meet this problem by ruling that the fair market value of such property at the
time of the contributions was taxable as Income, and that it was deductible as a
charitable contribution only to the extent of the percentage limitations of § 170
(b). (See Bittker, Federal Income, Estate and Gift Taxation 177 (3rd ed. 1964) ).
Under this ruling a contribution would have produced the same tax result as a
ale of the property followed by a donation of the sale proceeds to charity. (See

Griswold, Charitable Gifts of Income and the Internal Revenue Code, 65 Harv. L.
Rev. 84 (1951) ; Bittker, Charitable Gifts of Income and the Internal Revenue
Code: Another View, Id. 1375 (1952) ; Griswold, In Brief Reply, Id. 1389; Roehner
and Roehner, Realization: Administrative Convenience or Constitutional Re-
quirement?, 8 Tax L. Rev. 173 (1953)). I.T. 3932, 1948-2 Curi. Bull. 7 also adopted
this technique of dealing with what was thought to be a possibility of both a
charitable deduction and a business deduction.

33-865-69-14. 3-31
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The courts iu several cases simply rejected the proposal in these two revenue
rulings that a gift of property is a "rcalizatiol" of gain or loss. (See Campbell
v. Prothro, 209 F"2( 331 (5th Cir. 1954) ; White v. Broderick, 14 F. Supp. 213
(W. Kan. 1952) ; Estate of Farrier v. Comr., 15 T.C. 277 (1950) ; So Relle v.
Conir., 22 T.C. 459 (1954).)

After losing these cases the Treasury revoked I.T. 3910 and ruled that the
taxpayer must.make appropriate adjustments, either to inventory or to busiie.ss
expense to prevent the feared double deduction. (See Rev. Rul. 55-138, 191.7-1
C.B. 223). I.T. 3962 was later revoked in Rev. Riil 55-531, 1155-.2 (,.B. 520. The
substance of these ruilinfs is now embodied in Treasury Regulations § 1.170-1
(c) (1) which provides that costs and exlvnses incurred. In- the year of the
charitable contributions in producing or manufacturing the product are not
deductible and are not a part of the cost of goods sold.

This is the status of the law at the present concerning gifts to charity of
agricultural or manufactured products. The fair market value of the gift prop-
erty is a deductible charitable contribution, but the expense of producing the
gift property is not deductible. The gift is not considered to be a realization of
gkoss Income. A distinction is made between a gift of property, including ordinary
income property, on the one hand, and the assignment of earned income such
as a lav~yer's fees. See Wilkinson v. United States, 304 F'2d 469 (Ct. Ci. 1962).

Respectfully submitted,
HERMAN L. TRAUTMAN.

Profes8or of Law.

Senator GoRE. I think the cost of production is an item but if you
increase the amount until you arrive at the same net above cost you
still arrive at the same sums in the case of tobacco, the instance I was
giving, the prevailing practice in this particular agriculture is a
farmer-tenant'divisionship where the cost of production is borne by
the tenant, and so if you increase the amount of the sale you arrive at
the same amount.

What I am trying to do, Doctor with this exchange with you is to
illustrate that the Government anA the Congress must recognize that
some provisions of law have been interpreted and been stretched into
meanings which, according to Senator Curtis, would be contrary to
the intent of Congress, but which have resulted in a rather Widespread
practice of profiteering under the banner of charity, and I think all
witnesses thus far have indicated that at least the profit should be
removed, but I haven't been able to get anyone yet to indicate to what
extent the donor should benefit, whether he, as you say, has a clear
choice between giving to charity or paying taxes and, whether this
should be up to 100 percent of his tax liability or just where do we
stop this free choice I

Mr. TRAtUrMAN. The limit is 30 percent of his adjusted gross income.
I would like to suggest a philosophy or a policy value that might be
helpful. One, I think we can have io difficulty in correcting the areas
of-to whatever extent there are evidences of abuse. I think we caii
correct this. I think the staff is correct that production costs in that
hypothetical are disallowed.
I think the basic question that we have talked about is the thing that

I have tried to present here, that a gift to charity is a form of paying
tax as an alternative to that.
The CHArRMAN. If I may just suggest this, the debate going on here

is one with which I am not competent to contend. The two gentlemen
from Tennessee have so much more competence in this field than does
the Senator from Louisiana that they are absolutely beyond my ability
to keep up with them, or even engage in them.

Senator GoRe. Are you suggesting we retire to the hall ? [Laughter.]
The CHAIRMAN. I have arranged to get, for one of onr secretaries to



2243

continue this debate between the able Senator from Tennessee and the
able representative of the University of Vanderbilt in our conference
room here. I would like to get down to that debate, but I also want
Clarence Schaps to testify after a while because he comes from Louisi-
aia, so what 1 am going to ask is that. the Senator from Tennessee
and the witness from the University of Vanderbilt permit one of our
secretaries to take down the questions and answers and we will put all
of this in the record. I will come back and ask a few questions myself.
But meanwhile I want to get Tulane University here. Is that all right
with the Senator?

Senator GoRE. I will ciAItl'a draw.
The CHAIRMAN. I wPold like very much for it to-be continued be-

cause I think the wjtiess is extremely.articulate and well informed
and so is the Senato from Tennessee.

Mr. TRAUTMAZ. 'As I leave A6, confer further within my eiieemed
friend, the SenA'tor from Tehinesspe, I 'Would like the Senatorg\from
Louisiana and /Delaware -oiid other SthteA to understand that a gift in
our law has nie r been a'realizatioji ofifftile, and if we make it a giftto charity asa realization ofi ,-:iook ot. The next step Wili, be
agift to yourdaughter is.- /

The CHA IMAN. I WNit to as b witpess soji\aquestiovis but mean-
while I WanVtto move i itht li st..n ss" -"

Senator GRE,. Let me say'fp6 thi e ,kdtb t this is precisely one
of the thins we want'to core Now this do prevail, so that wliat
you said shou d never be permitted is not possibe -. /

Senator BEkNE-Pr. Let's not start alloier a, i here./
(Mr. Herm4 L. Tratitfian's prepare4 statement fop6ws:) ;

I. Introductory ... .
Section 201(e) of I., 13270--The Tax Reform Act of 1909, qpends section

170 of the Internal Reven'* Code of 1954 by providing a newysubsectlon (h)
which provides that no income tax deduction Is to be allowed'under section 170
for charitable contributions of a Ixainder Interest I .traft, unless the trust Is
cast In the form of either (1) a specifid-dolar-omWty tru st, or (2) a unitruat.
These concepts are defined in a new code section 664(d) proposed in 201 (i) of
H.R. 13270.

Subsection (h) of section 201 of the Tax Reform Act of 1969 would amend
code section 2055 to deny the estate tax charitable deduction for gifts of re-
mainder interests to educational and other qualified charitable institutions unless
the gift was cast in the form of either (1) a dollar annuity trust, or (2) a uni-
trust. It also would amend code section 2522 to deny the gift tax charitable de-
duction for any gift which did not qualify as an income tax deduction under
code section 170 as amended.

Thus subsections (e), (h) and (1) of Section 201 of H.R. 13270 amend all
three types of Federal taxes--the income tax, the estate tax, and the gift tax-
so as to deny a charitable deduction under each tax for contributions of vested
remainder interests in all types of property, including farms, business build-
ings, stocks and bonds, unless cast in the limited forms of either a dollar
annuity or a unitrust. Importantly, the typical gift of a farm, a business build-
Ing, stocks or bonds to a University in trust to pay the income to the donor and
his wife for life, remainder to the University in fee simple would not qualify
as a charitable contribution under either of the three Federal taxes if sub-
sections (e); (h) and (I) of Section 201 of the proposed bill are enacted into
law.

Section 201(J) provides that the above proposed amendinentR shall be retro-
active to transfers in trust made after April 22, 1969 with respect to the Income
tax and the gift tax, and that the estate tax amendment shall be applied In the
case of decedents who" die after the date of enactment of the bill.
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II. The cfJf'ctire d1', ,tat('d for subsections 201 (c), (hI mid (i) shouldd not
be approrCd

In early July, 199 a retired couple in Mliddle Tennessee made a gift of their
fari to Vanderbilt U'niversity in trust to pay the inconie to thein for their lives,
and the life of the survivor of them, the trust to terminate at the deathh of ithe
survivor, with a gift of the legal remainder to Vanderbilt University in fee
simple absolute. This gift was closed only after tie most careful research in tile
current law concerning charitable remainder trusts, and special provisions were
included to assure that the complete corpus of this trust principal would become
available for the educational benefits of Vanderbilt University at the death of
the survivor. Under no circumstances can there be any invasion of corpus for
the benefit of the income beneficiaries, and there are no contingencies; which
might possibly cause this trust estate to pass to anyone other than Vanderbilt
University. This was an irrevocable trust, so that It cannot be changed to adalit
to the forms provided in II.R. 13170. It is the typical charitable remainder
trust, reserving a life income Interest to the donors, which is used so frequently
by colleges, universities, hospitals and other charities across the United States
for their development programs. Because It is neither a specific dollar annuity
trust nor a unitrust it will not qualify for either an Income tax deduction or a
gift tax deduction if the retroactive date of April 22, 1969 is approved; nor will
it qualify as an estate tax deduction upon the deaths of the donors In the years
ahead, because it is an irrevocable trust, and as such, the terms of the gift can-
not be changed.

In my weekly reading of tax loose-leaf reports and current tax literiire
there was no mention made to iny knowledge prior to the introduction of 11.11.
13270 that charitable remainder trusts would be a subject of proposed tax
reform.

Since the introduction H.R. 13270 we have examined the announcements and
proposals of the President and those o! the Ways and Means Committee with
respect to public notice concerning charitable remainder trusts. On April 22,
1909 the Treasury published a pamphlet entitled "Tax Rcform Proposals Con.
tained in The Message from The President of April 21, 19691. We are unable
to find any reference in the Treasury's tax reform proposals of April 22, 1969
which would put one on notice as to charitable remainder trusts.
On May 27, July 11, and July 25, 1969 we now find that the Ways and Means

Committee announced tentative decisions on tax reform subjects. The release of
May 27 makes the following statement, which is certainly not a suggestion illt
charitable remainder trusts would be allowed only if cast in tme form of a
dollar annuity trust or a unitrust :

"(7) Split-Interests Trusts.-The Committee tentatively decided in the case of
split-Interest trusts (a trust under which the income Is paid to provide persons
and the remainder to charity, or vice versa) to adopt a provision tinder which
the charitable contribution deduction would be recaptured In whole or in part
where the investment policies of the trust-as between the income and the re-
mainder beneficiaries-are not consistent with the assumptions on which the
deduction was originally computed, and also to adopt a provision disallowing a
charitable contribution deduction for a gift to charity In the form of an income
interest in trust where the remainder is to go to a non-charitable beneficiary."

There was apparently no reference to the subject In either the July 11 or July
25 releases.

IIl. The deduction for charitable remainder trusts should not be restricted to
only two forms of the gift-the dollar annuity or the unitrust

Financing the private university Is increasingly difficult in these lays of in-
flation, world involvement, and social and scientific developments. The work of
the great private universities and colleges of America cannot be financed by
the tuition paid by their students; such schools must rely upon the gifts of
donors. A popular form for such gifts is the charitable remainder trust made
during the lifetime of donors, reserving to then a life income interest.

Under present tax law a charitable contribution deduction is generally avail-
able for the remainder interest given to charity. This is true with respect to
the income tax and the gift tax for values determined at the (late of the gift.
Because of the retained life estates, such gifts are also included in the gross
estates of the donors upon their deaths, but the values included are not those
at the date of the inter vivos gift, but rather those at the deaths of the donor. A
charitable deduction is also allowable under the estate tax, however, for the
(date of death value at which the trust property was included in the gross estates
of the donors. The amount of the charitable deduction for income id gift tax
purposes is based upon the application of actuarial tales published in the
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Treasury Regulations to market or appraised value of tile property at the date of
the gift. For estate tax purposes the full value of the property at date of death
is Included in the gross estate and deducted as a charitable death gift.

The policy statement concerning the limitations lrolsed inl 11.11. 13270 f,,r
charitable remainder trusts appears on pages 58 and 59 of House Report No.
I1-413 (Part I) as follows:

"General reasons for ehange.-The rules of present law for determining the
amount of a charitable contribution deduction in the case of gifts of reminder
interests in trust do not necessarily have any relation to the value of the benefit
which the charity receives. This is because the trust assets may be invested in a
manner so as to maximize the income interest with the result that there is little
relation between the interest assumptions used in calculating present values
and the amount received by the charity. For example, the trust corpus can be in-
vested in high-income, high-risk assets. This enhances the value of the income
interest but dereases the value of the charity's remainder interest.

Your Committee does not believe that a taxpayer should be allowed to obtain
a charitable contribution deduction for a gift of a remainder interest in trust to
a elhrity whieh is substantially in excess of the amount the charity wiay ulti-
mately receive."

One may agree wholly that a charitable deduction should not be allowed
"which is substantially in excess of the amount the charity may ultimately re-
(elve" and yet be shocked at the proposal to limit the charitable reiaiider gift
t,) those which are east in the form of a dollar annuity or a unitrust. I submit
the following comments and suggestions for Improving the present law and re-
Jecting the proposals of 1I.R. 13270 with respect to the charitable remainder
trust:

(a). There seems to be scant evidence of abuse in this area of tax law. The
typical arrangement is a gift to the university as trustee to pay the income to
the donors for lift, with a legal remainder to the university. Thus the university
is both tMe trustee of the trust for the lives of the donor and the owner of the
legal remainder interest. Typically there are no contingent gifts to charity.
0ccasloiwlIy there are Invasions of corpus provisions for the support of tile
donors. The present tax law can be adequately improved by expressly disallowing

I deduction for contingent remainder gifts to charity, and also distllowing a
charitable remainder trust which Is subject to any power to Invade the (corpus

f the trust for any purpose.
(b). The "general reasons for change" stated in House Report No. 191-413

['art 1) at page 58 postulate a breach of trust by the trustee of a claritale
renmainder trust in the management of the funds, for which there is an adequate
Simiedy in thi, state chancery courts.

1. It Is basic trust law that a trustee must make only those investments which
a pwudent man would make consistent with both the production of incoe and
thc p)rcseration of capital.

2. The Ilouse Report states that the present law for determining the amount
(of the (charitable deduction in the case of gifts of remainder interests "do not
necessarily have any relation to the value of the beneltit which charity receives"
I-ecause "the trust assets iiiay be invested in a manner so as to maximize the it-
v'imm interest with tie result that there is little relation between the interest
assumptions used ill calculating present values and the amount received by
charity " See pg. .58. This is contrary to the prudent nmn rule, stated abwve, which
Is basi. to tile law of truts. It is also highly unlikely in tile typical case wvhiere
tit, university serves as trustee and is also the owner of the remainder interest.
Tliere is little vvidveiic, if any, that universities and other charities are ali
their reniinder gifts to lie squandered by imvestnlemits ill high income. hkigl risk
assets to the detriment of the interest which finally passes to charity. If the
(n1r serves as trustee, or, if there is an itlepelident trustee, the clarity as

,'1'n0r of the reiiailndei bas a reniedy In tle chancery courts which it can be
.Xl)P'to'd t manage responsibly.

3. The Treasury apartmentt, T1, Wl'form Studics .lad Proposals. issued
February 5, 16119. lpremred by ile Johnsoii Adinlnistration without rccomiiei-
ilathiil 11fore it left Otlice, in effect admits that the postulate upon which 8ev-
lion 201 (e) (i) and (I) ,of 11.1. 13270 and hlousle Report 1-A43 ( Part 1) at
5 s is based is not supported by actual evidence; that instead it represents wNlhat
is iznagiiied to be a generallyly available abust, situationn. i.e., tliat "tlie tru,.t
corpus can be invested ill high-Income, high-risk assets" which "'ilhmebamces the
value of the invone interest but decrea.,es tie value of the charity's remainietr
lIterest" See lhmuse Report, 1). 158. Tie Triesury 1)Cprtmient, nix r 'orm

1tu1li.. as11 i'ropmosulI it p. 185 state the following:
"'lie changes reconimetnded Involve generally availale abluse sittlatio t s alid
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It is impossible accurately to calculate the extent of their use. It is unlikely
that the correction of these abuses will have a significant revenue effect."

4. To the extent that there Is any basis in fact for the indulgencv of a breach
of trust law as postulated by the House Report, the present tax law can be ade-
quately amended to provide for the recapture of the Charitable deduction fromi
the donor and for a penalty to the charity which condones a breach of trust toy
allowing the dissipation of its remainder gift.

(c). Neither the fixed dollar annuity trust nor the unitrust proposed Il I.R.
13270 "necessarily have any relation to the value of the benefit which the charity
receives".' Both schemes assume a rate of discount for determining the value of
the charitable remainder gift which is arbitrarily selected, and not likely to be
consistent with economic reality. Indeed, the rate assumption made may be more
than the income actually received, so that the charity would receive less than
the deduction allowed.

(d). The American people understand the life inconie-reniainder concept nuch
better than they do the unitrust and the dollar annuity. Our courts understand
the life Income-remainder concept, too, and they have done a good job in pro.
testing the respective interests.

(1) The proposals in I1.R. 13270 discriminate against the gift of a farm, busi-
ness building, or other non-liquid asset where the distinction between the income-
interest and remainder interest Is simple and will be understood.

(e). The unitrust has its own complexities which far out-weigh anything in the
traditional life income-remainder trusts. Among these are the following:

1. Annual appraisals must necessarily be made to determine the distributions
for the next year to the beneficiary. These are expensive.

2. How could you distribute 6% of a farm each year? The unitrust requires
liquid assets such as stocks and bonds. In effect the H.R. 13270 would forbid
charitable remainder gifts In anything other than liquid assets.

3. An independent trustee must be the sole party responsible for making the
annual determination of value In the case of trusts having real estate or closely
held stock. This is very expensive. How is this a help to our people?

(f). It nmy well be desirable to tighten up the present rules to deny a chari-
table deduction for continguent Interests, and trusts subject to invasion of any
kind. There could also be penalties against both the donor and the charity for
condoning a breach of trust. It does not follow that the deduction for all chari-
table remainder trusts should be denied except those cast In the form of a fixed
dollar annuity or the unitrust.

(g). The prol)osals in H.R. 13270, Section 201 (e), (h) and (1) represent a
clear case of "overkill". The economic Interest which the charity will receive
front a gift of a vested remainder interest which is prudently managed under
the law of trusts, when there Is no possibility of invading corpus, is much more
readily ascertainable than can possibly be true under either the fixed dollar an-
nuity or the unitru.t. This is trtie because of the international pressure on the
dollar as a currency and our world involvements.

IV. The tax policy of the United State8 should contintic to reject the idea theit
a gift to charity 18 a realization of gain

A gift of a charitable remainder interest is a present gift of a future Interest to
charity. Such gifts usually consist of property which has appreciated in value in
the hands of the donor. Section 201 (c) of H.R. 13270 proposes to amend Code sec-
tion 170 (e) to provide that in the case of gifts of a future interest in appreciatedl
property the donor must elect to treat either his adjusted basis in the property or
the fair market value of the property as the amount of his contribution. In the
latter event he must treat the contribution as if it has been a sale, and recognize
any gain which he would have realized if he had sold the property at the time of
tho contribution for Its fair market value. This will drastically curtail the chari-
table renwinder trust as a form of life-time giving, much to the financial detri-
ment of the colleges and universities of America.

A taxpayer who contributes property which has appreciated in value to charity
generally Is allowed a charitable contribution deduction for the fair market
value at the time of contributing and because a gift has traditionally not been
regarded as a realization of income, the appreciation in value has not been in-
eluded in the gross income of the donor. The combined effect of not taxing the
appreciation in value and at the same time allowing a charitable contribution
deduction for the fair market value of the property produces a tax benefit which
Is greater than that in the case of contributions of cash gifts. This Is true be-
cause of our traditional principle that a gift is not a realization of income, a
principle which Is much broader In its significance than gifts to charity. If the
Senate approves the House proposal in Section 201(e) that a gift of appreciated
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property is a realization of income, the next tax bill to come before you will
rely propose that a gift of appreciated property to your wife and your children

will be both a taxable gift subject to the gift tax and a realization of Income sub-
ject to the income tax. Likewise, upon this hypothesis, the death of an owner of
appreciated property will result in both a death tax and an income tax. The
American people will have the good sense to reject this Idea emphatically, when
they understand it, and it is unnecessary to correct the problem of the stepped-
up basis provision of Code section 1014.

The tax benefit involved in the gift of appreciated property to charity Is ordi-
narily the capital gains tax that would result if the property had been first sold
for cash and the proceeds given to charity. The great majority of gifts to colleges
and universities consist of property which would have resulted in a capital gains
tax if it had been sold prior to the gift. It would be possible to make a distinc-
tion between gifts of capital gain property and gifts of ordinary income property
if that is considered necessary.

While the gift of appreciated property is often referred to as a double-blessing
rale. this is not a "tax loop-hole" that should be corrected by the 91st Congress.
Instead, it represents a conscious tax policy decision of the Congress of the
United States in 1938. In that year a subcommittee recommended a change to
limit the charitable deduction to the cost of the donated property, and this was
adopted by the House. (See H.R. Rep. No. 1860, 75th Cong., 3d Sess. 20 (1938).
But the change was rejected by the Senate Finance Committee, and it was not en-
acted. (See S. Rep. No. 1567, 75th Cong., 3d Sess. 14 (1938); H.R. Rep. No.
2330 (Conference), 75th Cong., 3d Sess. 35 (1938). Trautman, Taxration Of Gif to
In Trust To Charitie8 Reserving A Life Invome Interest, 14 VanerwbUt Law Re-
view 597, 598-99, footnotes 11-13 (1961). Thus, the decision that a gift shall
not be considered to be realization of Income, and that a gift to charity shall not
be considered to be a realization of income even though the donor receives the
tax benefit of a deduction for the full market value represents a conscious tax
policy decision by the Congress of the United States which defines the scope of
the policy to encourage gifts to established colleges, universities, and other re-
cognized charities. It is not an unintended or inadvertent tax loop-hole.

The Congress having consciously established the existing tax policy in 1938.
it Is understandable that gifts of appreciated property have become a major
source of development funds to private educational institutions since that date.
If it were completely eliminated, Federal funds would be needed to support these
colleges, raising constitutional questions regarding the use of Federal funds be-
cause of the traditional separation of Church and State.

To distinguish between gifts of present interests in property and gifts of
vested future interests is purely arbitrary and unreal, and it will severely re-
strict the development efforts of colleges and universities will respect to the
solicitation of any gifts from donors. The gift of a charitable remainder trust
Is an attractive leader for the college development office because it assures the
donor of his life-income interest.

The Congress ought not at this time attempt to deal with the delicate and
far-reaching implications of changing a tax policy decision which it made con-
sciously in 1(38 concerning gifts of appreciated property to operating charitable
institutions. The impact of a hurried and unwise decision upon some of the
greatest charitable institutions in America is much too important to act upon
in an effort to correct tax loop-holes and untimely tax benefits such as the Invest-
ment credit, excessive depreciation allowances, rules concerning the unrelated
business income another activities of private foundation, etc. If there is a
desire to change the tax policy decision of the Congress in 1938 concerning gifts
of appreciated property, it ought to be considered and debated thoroughly, and
the public should be given an adequate opportunity to consider it and participate
In the tax policy decision.

The CHAIRIIAN. The next witness is Mr. T. W. Van Arsdale, )resi-
dent of the Federation of Independent Illinois Colleges and Uni-
versities. Mr. Van Arsdale. We are pleased to have you, si.

STATEMENT OF T. W. VAN ARSDALE, PRESIDENT, FEDERATION
OF INDEPENDENT ILLINOIS COLLEGES AND UNIVERSITIES

Mr. VAN ARSDALE. Mr. Chairman, my statement will be very brief.
I represent a federation of 70 independent colleges and universities.
The federation endorses in every respect the American Council on
Education position paper as my ovn will indicate.
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Second, I would like to say, comment on Senator Ribicoff's state.
ment to the effect that, or his question, are gifts dropping off denloln-
stratably. Yes, indeed they are. We have sensed it in at least five
institutions which are presently conducting fund drives.

Anything else I would say would rnerelybe repetitious, and unless
you have questions I will ask to be excused.

The CHAIRMAN. Thank you very much, sir.
Any questions.
Thank you very much, sir.
(A statement of Mr. T. W. Van Arsdale follows:)

STATEMENT OF DR. T. W. VAN ARSDALE, JR., PRESIDENT, FEDERATION OF
INDEPENDENT COLLEGES AND UNIVERSITIES OF ILLINOIS

1. It is our contention that gifts to colleges and universities should be ex-
cluded from "tax preference income" and "allocations for deducations." In this
Nation, about thirteen billion dollars are given annually to colleges and univer-
sites, churches and charities. Analysis of gifts to colleges and universities.
whether independent or tax-supported, in our State, indicate that annual support
from gifts of such nature range from 5 percent to 20 percent of the annual operat-
ing budgets of those institutions. Apprehension of passage of the Senate of 11.11.
13270 has already reduced demonstrably such annual support. Without which,
such institutions, already hard-pressed for funds, conceivably could face extinc-
tion or, perhaps even worse, diminishing quality of education. Candidly, if this
bill is enacted, private giving would Indeed be drastically curtailed, with the
inevitable result of the Federal Government's necessary replacement of honest
philanthropy with additional tax dollars. How else can the public-private di-
versity in higher education, which I truly believe all of us endorse, prevail?

2. We applaud and endorse the objective of H.R. 13270 to eliminate "tax lrap-
holes" of certain foundations. Clearly, there are abuses exercised but certain
foundations,-but these are few in number-both financially and philosophically.
which should be eliminated because they are inherently conceived as "tax
dodges," nonetheless, as H.R. 13270 is presently written, correction of or elimi-
nation of such "loopholes" are realistically unenforceable, will involve remark-
ably increased bureautic investigate expenditures. Further, the restrictions which
the bill proposes to impose upon foundations will inevtiably result in curtailment
of research, innovative programs and major capital gifts for facilities which are
desperately needed by colleges and universities.

3. The implications for the future which result from passage of the bill are
indeed frightening and inimical to contemplate. While the alms of H.R. 13270 are
stated as "tax-reform", the implementation of them could well mean burenueritie
manipulation of the educational direction and destinies of our youth through
denial of adequtae voluntary financial support to our institutions of higher edu-
cation, whether public or Independent. Put in another milieu, passage of this
legislation could well mean that we have "big brother"; or, if the bill is thought-
fully and realistically rewritten, we can retain and sustain the freedom indi-
genous to higher education which have, historically, given these institutions the
opportunities to seek and receive funds which provide for innovation, relevant
social responsibilities and increasing quality in their educational programs.

The CHAMIrAN. Now we will call Mr. Clarence Scheps, executive
vice president of Tulane University.

Mr. ScimiEs. Tiank you, Senator Long.

STATEMENT OF CLARENCE SCHEPS, EXECUTIVE VICE PRESIDENT,
TULANE UNIVERSITY

Mr. SCHEPS. Thank you, Senator Long.
The CITmr,. We far pleased to have you testify.
Mr. Scllmrs. Gentlemen, I am the executive vice resident of Tulaiie

University, and am testifying on behalf of Tulane University.
I think it would be )resumptuous, for a single institution to testify

on its own behalf were it not for the undisputed fact that what we
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have to say, what our story is with respect to the fears anid concerns
that we have over this legislation would apply with equal weight to
hundreds of private institutions throughout the United States, virt i-
ally all the private institutions of the United States, and I think also
to an increasing nmber of State institutions.

I think that probably no time in history could there have been a more
critical time for legislation to come up involving what is really the life-
blood of the private institutions, and that is the encouragement of pri-
vate philantrophy to give to higher education.

As I am sure you are aware, many of the private institutions of
the Nation, as well as a growing number of State institutions are find-
in it difficult to maintain their quality in the face of these mounting
dificulties.

Tulane's case is particularly critical. For the past i5 years this insti-
tution has been forced to operate on a deficit basis, using up its un-
restricted endowment funds to balance its operat ing budget each year.

Tulane has no parent body to turn to to help. It receives no State
appropriations at all. Tuition to the individual student has already
been increased almost to the point of diminishing returns, and we have
only one real choice and that is to turn increasingly to out" alumni,
ratee individuals, and foundations for sul)port.

In the last 5 years Tulane has received some $16 million of founda-
tion support for its operations. If the House bill l)revails and a tax of
71/2 l)ercent were applied to each one of those grants you can readily
see what it would have meant to Tulane during this period of time.
We would have suffered a loss of well over a million dollars.
If Tulane is to survive, and it, is a real question, gentlemen, of

survival, and is to contribute, continue to contribute to the State of
Louisiana, to its region and to the Nation, not only must it maintain
its present level of giving from private sources, bt it must increase
this level by at least the factor of two or probably three.

The CHAIRMAN. You mean a. factor of two--would you explain
what you mean by that?

Mr. SCIEPS. Double. In other words, we think our level of annual
giving which is now about 10 percent of our operating budget. is go-
ing to have to be doubled and probably tripled in the years jimnedi-
ately ahead if we are to continue to make progress or even to hold our
own. And based on years and years and years of experience in actually
contacting generous donors "who might be interested in giving to
higher education, we are absolutely convinced that without the full
incentives, and without the encouragements of )hilantrophy that
have been in the tax laws ever since Congress first enacted the income
tax statutes, the level to private giving to Tulane could be reduced
from its present levels, and this could be a threat to the very con-
tinued existence of the institution.

The CHAIRMAN. Let me just ask you one question. Tulane almost
has a common boundary with Loyqla University, doesn't, it?

Mr. SciErs. Yes, sir.
The CTAIRMAN-r. As a practical matter is it not true the. Stern fam-

ily is one of the best donors to Tulane University?
Mr. Scimps. The Stearn family has been very generous to Tulane.
The CHAIRMAN. Well, the Stearn family owns WDSU-TV down in

New Orleans which is the biggest TV station there and right next
door to you is Loyola Iniversity, and they own, that is, the religious
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order that runs Loyola University owns WWL right next door and
those are the two principal television stations there. Now, what they
are making on their television stations is one of their principal means
of support. So when you really get down to it here are two private
institutions where if we up the taxes on private donations on the one
end or we deny this religious order exemption on what they are mak-
ing in income on the other, in both instances a heavy obligation is
then imposed on the State to pick up the job that those two miversi-
ties would then be unable to achieve.

Is that not correct?
Mr. ScuErs. I think there is no question about it, Senator. Bet ween

these two institutions we are educating some 15,000 youngsters a year
and somebody will have to pick up that burden if we are not able to
carry it on.

The CHAIRMAN. So it will have to be either the Federal Govern-
ment, the State government, the city government-the city has no
money to do this either; does it?

Mr. SCTFPS. Not at all.
The CIATIN[AN. And the State is hard up for money?
Mr. SCHEPS. Correct.
The CIHAIRMAN. So as a practical matter if you are to be denied what

income you -have you will e in bad shape and so will the fellow next
door.

Mr. SCHEps. Correct.
The ChAIM1AN. Thank you. Any further questions?
Well, thank you very much, Mr. Scheps.
Mr. SCHEPS. Thank you, very much.
(Dr. Clarence Scheps' prepared statement follows:)

STATEMENT BY DR. CLARENCE SCHEPs, EXECUTIVE VICE PRESIDENT, TUT.ANE
UNIvFSITY, SUBMITTED ON BEHALF OF TULANE UNIVERSITY BY Da. CLARENCE
SCHEPS, EXECUTIVE VICE PRESIDENT

Our testimony is limited to those provisions of the House Bill which we believe
will be directly and seriously harmful to the welfare of Tulane University.

The provisions which concern us are as follows:

I
(a) The inclusion of the appreciated value of real property and securities copl-

tributed to charity itithin the definition of taw preferences. (.Sec. 301 (a), p. 165)
(b) The inclusion of the appreciated value of property contributed to charity

in the itemized deductions to be allocated between taxable and non taxable ineomc.
(Section 302, p. 173)

The foregoing provisions would result in serious detriment to the giving pro-
gram of Tulane University because:

(a) The donor would lose a large part of his incentive for making a gift.
(b) The larger the gift, the less in percentage terms can be taken as a

deduction.
(c) The more tax preferences a donor has, the more costly his gift would be.
(d) The complicated provisions in the House Bill would lead to an uncertainty

on the part of the donor as to what effect the gift would have on the donor'., tax
picture. Such complicated provisions rut completely contrary to two avowed prin-
ciples of tax reform-that is, simplification and clarification.

A substantial percentage of the donations made to Tulane University by indi-
viduals consists of property and securities which have substantially appreciated
in value in the hands of the donors. Of the total of approximately $5,0000 in
gifts that individuals made to Tulane between 1906 and 1969, more than $1.000.0Q)
was in tho form of securities, the vast majority of which were given on the basis-
of appreciated value.
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II

The elimination of a charitable deduction for the type of charitable remainder
tru8t currently in u8e, and the deduction for the gift of an income interest

In the past two years, Tulane like many other institutions of higher learning
has worked out several plans for this kind of giving, which plans have been care-
fully tailored to take advantage of present tax Incentives. Such gifts are Just be-
ginning to result In significant Increases in the endowment funds of the
University. Without the tax benefits now being permitted, together with the doubts
which the provisions of the House Bill cast upon the ultimate tax treatment of
such plans, this phase of our program would be destroyed.

III

The 71/2% on foundation investment income
Foundation support has played a vital and definite role In the development of

Tulane University since pre World War I days and has been a significant factor
In raising the character of the Institution from a small, primarily local institution
to one of some importance to the region, to the Nation, and In international
affairs-particularly Latin America. In the past five years foundation gifts and
grants have amounted to approximately $16,000,000. If all of these grants had
been reduced by the amount of the proposed 71/2% tax, the loss to Tulane would
have been considerable.

The so-called tax reforms applicable to higher education could not have come
at a more critical time in the life of American colleges and universities. Many
of the private Institutions of the Nation as well as a growing number of state
universities are finding It difficult to maintain their quality in the face of mount-
ing financial difficulties. In Tulane's case the problem Is particularly critical, for
In the past 15 years this Institution has operated on a deficit basis using up its
unrestricted endowment funds as we went along. Tulane has no parent body to
turn to for help, nor does It have recourse to state appropriations for support.
Tuition has already been increased to a point of diminishing returns. It has been
increasingly necessary for Tulane to turn to its alumni, private Individuals, cor-
porations, and foundations for support. If Tulane is to survive, it must not only
maintain Its present level of giving but It must Increase this level by at least
the factor of two.

Without the full incentives which have been In the tax laws ever since Con-
gress first enacted an Income tax statute, the level of private giving to Tulane
could be reduced and this could be a threat to the continued existence of the
Institution.

The CIJA1,iNAN. Now, the next witness will be Dr. C. Thomas Spitz,
Jr., who is general secretary of the Office of Public Affair of the
Lutheran Council in the United States of America.

Please have a seat, sir.

STATEMENT OF HOWARD HOLCOMB, ASSISTANT EXECUTIVE SEC-
RETARY, DIVISION OF EDUCATIONAL SERVICES, LUTHERAN
COUNCIL IN THE UNITED STATES OF AMERICA; ACCOMPANIED
BY SIDNEY RAND, PRESIDENT, ST. OLAF; AND DAVID JOHNSON,
VICE PRESIDENT, ST. OLAF, NORTHFIELD, MINN.

M[r. IHOLCOMB. I an Howard Iolcomb, assistant executive secretary,
Division of Educational Services, Lutheran Council in the United
States of America.

Dr. C. Thomas Spitz, general secretary, was in this room until a
few minutes ago. I can sum up inside of 2 minutes and beat your egg-
timer, I think---

The CHAIRMAN. Go right ahead.
Mr. HOLCOXIB. With the statement the council would like, Dr. Spitz

said before lie left, to stress two points to the committee.
I think I can do each in one sentence.



2252

No,. 1, that the committee be encouraged to consider the whole area
of voluntarism, and secondly, that the committee give favorable treat-
ment toward charitable giving when considering deductions against
taxable income.

I)r. Spitz indicated when he left that he would be willing to return
to the committee to discuss at length the concept of voluntarism with
you.
I have with me on my right-
Senator BE-.:NETT. Pardon me, when you say later, do you mean

today or some other day?
Mr. Hcr.corn. Some other day. He will be in the city next week and

available at your mutual convenience.
I have at" my right President Sidney Rand of St. Olaf College,

Northfield, Minn., who is also chairman of the Associated Colleges of
Midwest and chairman-elect of the Council of Protestant Colleges and
Universities and on my left, Dave Johnson, vice president cf St. Olaf
College.

In the few years I have been in the city representing the Lutheran
colleges, I have not been asked by the member instittitions to try to
arrange for testimony for them on'the various matters affecting higher
education, and it has'been only upon the introduction of the tax reform
bill that the colleges have wanted to make a statement, concerning the
implications of the tax bill. So I would like at this time for just a
minute or two to defer to Dr. Rand for any observations he may wish
to make.

Before I do I would like to say that our testimony refers to an oral
statement made yesterday by the Committee of Gift Annuities, and
also to a written statement'which is in yesterday's committee print
from the Lutheran Educational Conference of 'orth America. I)r.
Rand is also President of that latter organization. So the Council had
intended to speak mainly on the philosophical issues, that of volun-
tarism and careful consideration of charitable giving and I think
the technical aspects will be covered in these other two reports, and if
I could just defer a minute to Dr. Rand.

Senator WILLIAmS. The statement will be printed in the record in
its entirety.

)r. RAsN. Gentlemen, the Lutheran Educational Conference of
North America is a group of educational institutions having affiliation
with Lutheran churches, and in its organization it is affiliated with
the Lutheran Council, and that is why we are he'e today, identifying
our testimony with that group.

We would like to underline the principle of voluntarism which is
stressed in the Lutheran Council's statement. We believe beyond any
financial problem or any financial matter that is involved in the testi-
mony being received by this committee, or in the implications in the
tax bill that are financial in nature and whicl are surely essential
ones, there is this basic American principles of the involvement of
people voluntarily in the support of institutions which are a part of
the structure of our society, and whether these be colleges and schools,
hospitals, or any other kind of institution we believe the principle is
the same, and we would like to underline, therefore, that this prin-
ciple is a vital matter to be considered when discussing tax reform,
so that we don't only look at the financial side of what is accom-
plished by this kind of reform, and this is rather carefully spelled out
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in the council's statement which we, as a Luitheran Educational Con-
ference would like to endorse.

Thank you.
Senator WILLIAM. Thank you.
Any questions?
Thank you very much.
(The statement of the Lutheran Council in the United States of

America, follows:)

STATEMENT OF THE IUTIIFRAN COUNCIL IN THE UNITED STATE ES OF AMERICA

SUMMARY OF PRINCIPAL POINTS

The church bodies participating in the Lutheran Council in the U.S.A. are
concerned about both the philosophical and practical aspects of the Tax Re-
form Act of 1969. Since other witnesses will be testifying extensively on the
practical dimensions of the proposed legislation, our testimony will focus largely
on the philosophical Issues.

I. Voluntary association arc b.ic to democracy
Democracy depends upon the presence, the activity and the reality of free

associations within society. There can be no democracy without a genuine and
lively pluralism. It was not by chance that your legislative predecessors estab-
lished the concept of tax exemption for contributions to charitable, educational
and religious organizations. This concept grew out of the basic principals which
underlie our entire government and the whole of our society.
2. A healthy democracy depends upon rich pluralism

A healthy democracy requires a wide variety of free associations that are not
creations of the state nor completely dependent upon it. Such free associations,
supported by the private donations and commitments of individual citizens, are
a power within democratic society. Their presence is a principal safeguard
against totalitarianism. In a society where such organizations are paid for by
the state and come under its control, it is too easy for the state to control every
aspect of life.

3. Private initiative should be encouraged by tax policy
The nature of man is such that he must always have a relationship to associ-

ations which center on his concerns and interests. The United States Govern-
nient is confronted with the alternative of encouraging the private support of
free aqqoelatIons or of itself supporting these associations directly, in which
case they would not long remain free.

If we want a democratic society and a democratic state, every effort must be
made to encourage the private initiative of citizens to maintain and strengthen
the rich diversity antl pluralism of free associations and organizations. This
has been done and can in the future be done by giving citizens to'r relief to support
such organizations.

4. Frce associatio.m are neecsisary to a rital .enocracy
Unless free associations remain vitally alive and active within American so-

ciety, it will lose the basis for its pluralism and, hence, 1he bedrock for its own
democracy. These associations remain the training ground for the democratic
process in our society. Within then peophI are trained in the election of repre-
sentative goverallent, iII debate over issues, in the toleration of the minority by
the majority, 1111d iii the acceptance of democratic process for deelsion making.
We should not take ainy action to undercut or weaken u(ch associations lit tile
very tine In which our society seeks desperately for invans to ehlianice pluralism
and to develop private centers of initiative.
5. Religious institUtions J)roride a moral basis for society

The Founding Fathers of our nation valued tile role of religious Inst itll ions.
They wanted to make certain that citizens would have the freedom and the en-
couragement to support such institutions to their fullest vallability.

It is still the prerogative and the responsibility of religious institutions to pro-
vide a moral base for decency and honesty within our society and the govern-
ment must continue to encourage the support which interested citizens provide
for such religious Institutions.
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6. Tax relief is not sub8idy
It is in the best self interest of the democratic society to encourage private sup.

port of free associations. If It represents any kind of subsidy, it is a subsidy to
help guarantee the demucrat~ie state and a democratic society. It is a safeguard
against totalitarianism.

7. The nature and. structure of our society M8 at stake
The philosophical question which we raise is not primarily one of dollars and

cents but a question of basic principal involving the nature and structure of our
society and of our government.
8. Practical considerations

We concur with the expressions on technical aspects of the proposed legislation
made to your committee by the COMMITTEE ON GWIT ANNUITIES and in the
written testimony submitted by tie LUTHER.,N EDUCATIONAL CONFERENCE OF
NORTH AMERICA.

Specifically, we affirm that gift annuities and life income agreements are in the
pattern and spirit of the American way of life. These voluntary giving plans have
for niany years provided important support for a great number of distinguished
institutions and organizations. In the past fifty years they have come into new
and broader acceptance among the constituencies of our church bodies and of
their institutions.

In general, giving should be pleasurable and it will not be if legislation makes
It either difficult or unduly complicated to give.

Finally, persons who give to churches, colleges, hospitals, and institutions
which serve human need are not motivated by profit but chiefly by generosity.
Therefore charitable gifts should not be treated and lumped together with other
types of tax deductions.

In summation, the Lutheran Council in the U.S.A. on behalf of its participating
church bodies and their supporting relationship to more than 550 colleges, semi-
naries, hospitals, welfare agencies and institutions, respectifully urges that the
new tax law continue the long established and essential tax incentive to charit-
able giving.

STATEMENT

I. ABOUT THE LUTHERAN COUNCIL IN TIlE U.S.A.

1. Introduction
I am C. Thomas Spitz, Jr., general secretary of the Lutheran Council in the

United States of America. I appear before you at the request of the Lutheran
-church bodies participating in the council. Those church bodies are identified in
a subsequent paragraph of this testimony.
2. Appreciation

The Lutheran Council in the U.S.A. expresses appreciation on behalf of its
related church bodies for the privilege and opportunity of making this presenta-
tion to the Senate Finance Committee.

The council is mindful of the problems and perplexities that must surely con-
front members of the Senate Finance Committee, both individually and collec-
tively, as you seek to come to a wise decision on a difficult and complex matter.
We thank and commend you for the deliberate consideration being given to all
aspects of the problem with which you must deal, and for your willingness to
hear the points of view of all interested parties. We trust and hope that the
presentation which follows may be helpful to you in finally making right Judg-
ments about It.
3. Constituency of LOUSA

This testimony is submitted by the Lutheran Council In the U.S.A. on behalf
of its participating bodies which Include:

Membership
The American Lutheran Church ----------------------------- 2, 576, 027
Lutheran Church in America -------------------------------- 3, 288, 037
The Lutheran Church-Missouri Synod ------------------------- 2,847, 425
Synod of Evangelical Lutheran Churches ------------------------- 21,453

This council was organized in 1966 and has among its functions, as stated in
Its constitution:

To represent the interest of the council, and the interests of a participating
body so requesting, in matters that require common action before
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(2) the national government ...
The church bodies listed above desire to register their conviction that certain

aspects of proposed legislation concerning tax reforms would have a serious
negative effect upon giving to and through the churches.

We have sought opportunity to testify not out of concern for the support ofreligion in a narrow sense, but because substantial support for welfare agencies
and institutions, hospitals, colleges and universities Is provided through church
channels. Church bodies related to the Lutheran Council in the U.S.A. have a
supporting relationship to:

47 colleges and universities
14 theological seminaries
96 hospitals
514 welfare agencies and institutions

Our participating church bodies have two aspects of concern which might be
described as philosophical and practical. Knowing that others presenting testi-
niony will focus on the practical and technical aspects of the legislation, we hope
you will find it helpful if we concentrate on the philosophical consideration.

II. PHILOSOPHICAL CONSIDERATIONS

1. Voluntary associations are basic to democracy
It was not by chance that your legislative predecessors established the con-

cept of tax exemption for contributions to charitable, educational, and religious
organizations. No political pressure forced this decision. It grew out of the
basic principles which underlie our entire government and the whole of our
society.

Democracy depends upon the presence, the activity, and the reality of count-
less free associations within society. There can be no democracy without a
genuine and lively pluralism. A society which exists for the sake of the state
has no such pluralism. In a non-democratic state and society the state organizes,
pays for, and controls all forms of association. Everything exists for the sake
of the state, Including the Individual human being. Social organizations for
children, young people, and adults, all schools and education, all health pro-
grains and activity, all churches and religious organizations are paid by the
state and are dimensions of the state.

2. A healthy democracy depends upon a rich plurali8m
A healthy democracy depends upon the rich pluralism of a wide variety of

free associations that are not creations of the state nor completely dependent
upon it. Organizations such as Boy Scouts, Y.M.C.A., C.Y.O., garden clubs,
camera clubs, private elementary and secondary schools, colleges and universi-
ties, churches and religious organizations, fraternal organizations-all of these
are free associations supported by the private donations and commitments of
individual citizens. Each of them represents a quite different free center of
association and power within a democratic society. It is the presence of a wide
diversity of such organizations which is one of our chief safeguards against
totalitarianism and the destruction of democracy. In a society where all such
organizations are paid for by the state and are under control of the state, it is
very easy for the state to control every aspect of life.

Without the rich diversity and pluralism of free associations, it is dubious
that democracy could long exist. The question Is what kind of society and
government a particular state wants at a given moment in history.
3. Private initiative should be encouraged by tax policy

The nature of man Is such that he must always have a relationship to asso-
ciations which center on his concerns and interests. Human beings are always
organizing into interest groups. This is true in a totalitarian 'society as welt as
In a democratic society.

The United States Government Is confronted with the alternative of encourag-
Ing the private support of free associations or of itself supporting these associa-
tions directly, In which case they would not long remain free. This is not simply
a question of tax dollars; It Is l)rimarily a question of the nature and dynamics,
of American society and of American democracy itself.

If we wa 'nt a democratic society and a democratic state, every effort must
be made to encourage the private initiative of citizens to maintain and strengthen
the rich diversity and pluralism of free associations and organizations. This
lias been done and can In the future be done by giving citizens tax relief to sup-
port such organizations.
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. Free at'sociations are necessary to vital democracy
Unless free associations remain vitally alive and active within Amerlcmn

society, it will lose the basis for its pluralism and, hence, the bedrock of its
own democracy. It is within these free associations that 4hii(lren ond young
people are trained In thd democratic process in the election of officials, deb:te
over differing Issues, the toleration of the minority by the majority, and tMe
view that the democratic process is itself the basis of all decision-making. Free
associations remain the training ground for a democratic society. Their im-
portance lies both in the fact that they embody pluralism and in the filet that
they remain the daily training ground for the democratic process it American
society. The United States government should not take any action that woulld
undercut or weaken these associations at that very moment in history when our
society is searching desperately for ieans to enhance pluralism and private cell-
ters of initiative in our society.
5. Religious institutions provide a moral basis for society
'The organizations contribute much to American society currently and his-

torically. The founding fathers of our nation valued the role ,of religious insti-
tutions very highly. Whilethey opposed state support for - ',lous organiza-
tions, they wanted at the same time to make certain that chl is would have
the freedom and the encouragement to support such intitutionis to their fullest
capability.

Religious institutions have traditionally provided a moral basis for decency
and honesty within a soc.ety. This still remains the case. The state must not
take on the primary responsibility of inculcating these virtues. It could not do
so without introducing a different set of mores or conceptions of honesty and
decency in order to serve the self-interest of the state alone.
6. Tax relief is not subsidy

Tax relief for private donations to private associations is not subsidy of those
organizations. It is a practical and effective wpy of encouraging and sustaining
the pluralism that is brought to society by free, strong private associations. It
I j in the best self-interest of a democratic state to encourage private support
-of free associations. If it represents any kind of subsidy, it is a subsidy to help
guarantee the democratic state and a democratic society. It is a safeguard
against totalitarianism.
7. Tho nature and structure of our sooicty is at stako

We are fully in favor of constructive tax reform by the United States govern-
ment. It in long overdue. However, we think this ought to be done only after a
thorough study and analysis of the implications which a reduction of charitable
contributions would mean to American Society today.

Above all, we respectfully suggest that you include in your consideration of
tax reform legislation the implications of the destruction or tho. control of our
free associations by the government. This question is not primarily one bif dollars
And cents, but a question of basic principle involving the nature and structure
of our society and our government.

111. PRACTICAL CONSIDERATIONS

1. Conemrreneo w th others on teohn oai cormiderations
Regarding specific proposals of the House-passed bill, the Lutheran Council

in the U.S.A. would have your committee note that it concurs with the expres-
sions on legislative matters made to the Committee yesterday by the Committee
on 0ift Annuities in which several institutions and agencies of our church bodies
participate.

It condtrs also In the Nitten testimony submitted by the Lutheran Education-
a Contrence of North America.
0. Bow- obseri-tgtiome about life income Qttvlng,As it coi~ers revieions of pceaent! existing tax.reducWng incentives for

,eb.titabWe' *tphilat1 rPi v1i1t the 8ena teFinance 1(0iimIttee will want to
e mindful% o it aett abbt thq per ona-whoimake doerol4or life income

: "5 ,()' A~uity andliie ic eotracts hay. been written forn klteentury or

X note bi s0* Mof tbhu:1h bOe amintttoAt 1 which We 0rqp 0et. They

'4 -rQie 4''Iw Yt -1crted #
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(b) When a person enters Into a life Income agreement with a religious, chari-
table, or educational institution, he is actually doing two things: namely, he is
making a gift to the institution and is also providing income for life. If he could
afford to do so, he would probably turn over the entire amount of principal to
the organization as an outright gift; in many cases, however, he needs to make
some provision for income during his lifetime.

(o) Studies over the years have substantiated that the typical first-time
contributor under one of these plans is a person in the late 60's or early 70's,
more likely a woman than a man, comfortably circumstanced but by no means
wealthy, quietly dedicated and committed to the cause or purpose being supported.

(d) Instances of multiple gifts over a span of years from the same donor are
numerous. They give persuasive evidence that life income giving arrangements
do two important things for the parties involved: (a) they meet a practical
need for persons in their retirement years, through the prospect of assured in-
come for life; and (b) they afford g eeroflsy inclinediindivIduals tie satisfac-
tion of relating themselves througfrtheir gifts to a high purpose-ip life.

(c) Some organizations accept income gifts in the minimum amoput of $100,
Others have $500 as their mwrhimum amount. Gifts of this character t religious
organizations typically rape in amounts of from 1 _0Q to $1000). " .

(f ) The cumulative sqopbrt derived over -% perid of- Ywrs for a great ikqmber
of noteworthy rellgiou and charltabl lute eats ii our coum~ry through lt in-
come gifts has been iI9lressive. It "if seeme to a increase* number of cixich
organizations that 'ferred gtvJ fg" may be theme ns ofovercoming the Inae-
quacies of current g Ing toward the ever mnunting.ins- n needs these organize -
tions are seeking to eet. .

(g) Mindful th the typical life inco il, esIally inder\life gift, is.
apt to be advance in years, and more oft 'an ot unsbhilicated\ln financial'matters, it is des able that .mplic bs of these ar a gementsbe easy toexplain and simpl to understand . ! ? , .

L IV. , ,UI0 / m)) 81 /

In. summary, th. Lutheran Iouncll Ji tie U.9.A.( on'b# f of its participating/
church bodies and' he more tl~an 550 coll6ges, spnmlari hositAls and welfar tinstitutions which hey suppott.respectfully.. urgepbath the newt~ x law co
tinue the long estab shed and essential tax incentves to charitable ving whigh
undergird our natlo 's educational, religious, h spital, health, clal welfare
and other charitable o anizations. .- 'T0 IAR N rnx i w be M r J. Fox, rsi-
dent of the Council o ewish Federatl6iil nd Welfare Fun

STATEMENT OF LOUIS 3.(X, PRESIDENT, COUNCIl. 0 JEWISH
FEDERATIONS AND WEI" .A , FUNDS; .ACCO XPANIED BY
PHILIP BERNSTEIN, EXECUTIVE VICE PRESIDENT; AND MR.
GOLDBERG, HEAD OF RESEARCH AND BUDGET DEPARTMENT

Mr. Fox. As the Chairman has said, I am Louis J. Fox.
This is my executive vice president, Philip Bernstein, and the head

of our research and budget department, Mr. Goldberg, on my right.
The council is a national association of Jewish united fund raising

organizations in over 200 major cities of the United States and we are
responsible for the financing of the health and welfare and educational
needs of hundreds of thousands of people.

I am testifying also for a number of our major beneficiary national
organizations such as the American Jewish Committee, the American
-Jewish Congress, the Antidefalnation Lague of the B'nai B'rith,

_Hatdassah, National Council of Jewish Women, United Israel Appeal,
Joint Distribution Committee, and the Natonal Jewish Welfare
-Board.

83-865-6--pt. 3-32
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rL'he CiRirMAN. Trlat is all slowin ill the record, the record shows
that.

Mr. Fox. Yes.
My role here today is as a volunteer. In my business life I ann

)Iesi(ellt of Fox Chevrolet Sales in Ba1ltimore, but I am testifying
here today and speaking from 37 years of experience as a volunteer
solicitor of many thousands of contributors in Baltimore and across
tie entire ITnited States.

I know the motivations which encourage people to give of their
substance, to help those people who are less forit lute, and conversely,
and possiLly more important, are those roadblocks anld excuses wlii ch
discourage these givings.

In Ile paSt 0111 Congress 1'has set I) woiderful in('entiv'es to entoll. -
age j eoplo to give. Tiey have developed the finest instincts of our
T.S.('eitiens, to where e w have in tie united States the most generous
voluntary giving to private hilaautroplhy of any country in tle world's
history. but, the proposed outse bill which wt~ are a disussing today,
wvotild set back these programs immeasurably.

Now? one of our main concerns is the proposed taxing of gifts of
apl)p!eciated property. Here we had as much as hO percent of our total
receipts in the form'of appreciated property, and the theory that has
been advanced in tile support of tile Iouse 'bill is that the 1U.S. Gov-
ernlment would get substantial amounts of tax reeeil)tS from taxing
the capital gains on these al)preciated gifts and, gentlemen, this is
just not so. It will not happen. It sounds good on paper, but in effect,
out ill the field when we solicit, the people- will jtist keel) these certifi-
cates in their safe deposit, box, they will keep the ownership of the
stocks, they will give little or substantially less to charities, and the
effe t on our totifund raising will be devastating.

What will actually happen is that we will have to curtail a number
of our essential programs or look to the government for hlp. So what
then would actually happen would be that the Government rather
than have income from taxes would )e, I think, ill a position of proh-
ably paying out to support these additional programs.

Now, in this connection, we have til bargain sales of securities, and
other properties, which we say should be continued practically in its
)resent form.

A man who can only afford to give part of this property and is not
in a position to give his entire property, should he allowed to llako
this gift without being )enalized by eliminating this technique.

Now, the )art that we do think is wrong, amil it has been referred
to in a number of cases today', is where tlhe wealthy few can make a
profit out of a gift to charity. Tie law was not made, an(l the gifts
were not solicited to provide 4 profit to anyl)dy. especially those peo.
ple who ore tremendously wealth' to sta-rt w~th, 1111t this is such a
simple thing, it is such lan easy thing to cure, that it is a wonder
to me that it hasn't been done a lo'ng time ago.

The simple enacting of a statute which would provide for a mini.
mum coat out of pocket to a contributor to charityy so that. lie would
have less thau he started with. In the 6anes that we have talked about,
if a man gives $10,000 to charity, and he saves 77 percent, be is still
out of pocket $2,800, I mean no matter how you look at it lie inus got
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$2,100 less than he started witil, unless lie had the intention to sell
fItt l)rOlroe't.y anyhow which Iost peol)le (1 not.

i nmst admit I eaie here very dist urhed by the laws that. have
1bten proposed, i was very impressed its I sat hlere andu listened to the
leSt tons, of the now dintiiiShing group of the witnesses who preeeded

me, I was utmpressed with the ol viots silncerity of tile Senators who
tie going the interrogation to find out what ;IIi lbe Ioe to be Iue-

ficial to t (il ch rity organizations or l universities or. whNt not and,
at. i1w same time, st'e to it titat the governmentt got i fair slke.

I 1t111 diU'l'bed, t litgli, having sat. through So muith of this, thalt
there 'mus bncon so muh attention on these few people who have in the
plst, tiiiido a profit and who should not. in the future and I say ean be
80 easily ehill ged, findi I til hopeful that with the balance of the time
that. is devoted to this there will he remil attlent ion given to what, will
ilhe etleet. he on ihe (levelopnilent of the ihm1titrol )liv spirit. ill the
lrnited ,'-;tates to provide the mony for the work latt is being done
which does so much good in all phases, for example, il t lie aplreillted
setcirities. The second miijor conei1 which I would like to spend
just, it liiiuto oil, ald talit is the inelusiomi of charity in tile alloations
of deductions category which was mentioned earlier inl tile morning.
Now, W itlflli the prIincIPle that 11o it)

should 'e'ade mying his prope0r s Iare of taxes, and this handling of
these, X t pre I0ereiend 11 the way it has been rOposlsed great. l

think where a nmn is making ilnvestlments, whert'e Is going to make
11 profit on them, he should not. get. out, of paying his income taxes
by rieasoii of all theso deductions" he Itciuitiltites. |l11 tit, the smin,
tine, to l1mm11p charity in with these lisines.,R investlpleits means thil
tho.emn is going to kic k the charl ies out tie back door beemause his
business prefertenes will use up prombahly his full I50 percent inder
the proposed set-up and he will" get very little relief ont his charities.
Whmt. we are asking is that the eharitiels be taken omit of the list of
preferences, out of the allocation of deductions category, but, as with
the miurgit sale technique, that here too, when a man h1s all these
l'refi,ences, and he has this charity deduction he still must be out of

pocket something for giving to charity. We urge very strongly this
point.

Our third major colllrln is the impact of the poposod changes of
tlu standard deduction on the gift toc charity.

. iere, too, lumping charity with taxes and intm'st and everything
"ls( does not. encourage giving, mIiId it. will seriously danuige 0 clmi-
paigns and the campaigns or all philanthropic organizations in the
United Stoates.

For example Mr. A. who uses it standard deduction but doesn't giv-o
to charity, fr. 11 has the same standard deduction and the same fig.
tires bit he gives $200 to charity and tider the standard deductiol
procedure lie gets no relief.

Now, we aplitutd tie standat'd deduction because this Simplifies the
tax return for everybody, tiht Government and tho individual, but we
feal that, the charity should 1ot. be oOne of those items that is in the
standard dedietion.ltt. shlld be tatkei out, of this category and a man
who gives to charity should be encouraged to give, he 1 should get some
tax relief, just as the wealthy do, and-his charity deductions should
be over and above the standard deduction.
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Now, the last item that I have is, has been referred to, but not, Idon't, think its seriously as it should have been, and that is that anychanges, whatever changes are mvde in tie tax law, should be pros-
l)ective, and not retroactive.

We are already feeling the effect of this in our present situation.People who made gifts to us during the summer and are now beingtold that even though they made -it in good faith they are going tolose them as a deduction, feel that they are not being treated fairlyand we are already feeling this effect that they will not give us addi-tional pledges or additional payments until these things are clarifie(l.Now, all have been talking dollars, I have been mentioning dollars,and I heard mostly dollars today but underlying all of this is ourconcern for people, people who'depend on our voluntary agencies.We are talking about individuals, we are talking about tle aged, weare talking about the sick, and we are talking about the handicapped.Tre proposed House bill would be nothing short of disastrous forour ability to help these people, and I urge you to implement thechanges that I have proposed, to the end that private philanthropy
shall continue its never-ending efforts for a better life for all.

Thank you.
The CHAIRMAN. Mr. Fox, if you had been listening to the hearingsas they went along, and you say you have been listening to them heretoday, you are aware of the fact there are some people who have beenusing these foundations for their own selfish advantage and not for thebenefit of the people you are trying to help.
Mr. Fox. There is no question, sir. I would be glad to discuss foun-dations with you but I left that out.of the testimony because that had

been covered.
The CHAIMAN. They had been amply covered and there is no sense

in 'going into it again.
Mr. Fox. May I say to you, Senator, to interpolate to you, that inmy.opinion there are many cases where the advantages that you aresaying in foundations work to the detriment of the charities.
The CHAIRMAN. Yes.,
Mr. Fox. So we are in the same field now.
The CHAIRMAN. We now look ahead here. Senator Talmadgestarted out this morning by saying in light of the testimony that hasbeen received on this subject there is little change that new thoughtswill be developed today. We have your printed statement right here,and we have all your addendum to that and that will all appear in therecord in addition to your verbal statement so that those who supportyour position will agree, and I find much merit to what you have said

here.
Now,one point that hasn't been brought out today that I think isworthwhile, and that is that initially the church and the state wereall the same thing, and this old Biblical concept of the tithes weresupposed to be what the tax, in fact, that you were paying to supportboth the church and the state and it was supposed to be all the same.
Mr. Fox. That is right.The C lA rAN. The fellow who was the head of the church wasalso the head of the state. It is only when we got into disagreemento0n who the head of the church actually was that we decided we hadto separate church and state to stop all these religious wars, I sup-
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pose, and to give everybody a right to go his own way anid worship
in a different church and separate I hem.

Hut the witness who said this is quite correct in saying tlat this
contribution to the church initially was the contribution to the state.
It was all the samle tiling, and all the functions that the ('chrell and
the state saw fit to sponsor and to promote were one and the same,
and we ought to keel) that in min(l as we pro(-eed with this.

Now, whal the lIoise letafllo cco-IceCIW a)out we hlave been con-
ceried about many years, tile use of foundations to (10 things that
we iever intend((1 for tlhem to (o or else keep the money, keel) the
(le(lct io)s and tie savings and keep the omney.

Mr. Fox. That is right.
The ( 'II I I.f.\x. bou Ire not for that ?
MIr. Fox. That is right.
The CAit.%MAN. Insofar as we can correct tlat.
Mr. Fox. I am only sorry this was broken down so we could not get

ilto) thlat because I have very strong feelings.
The CIMAnr\AN. It is a vely interesting sublJect.
Mr. Fox. May I just say this because you brought 1l) this church-

state approach,'and I say that I am afraid that what this House bill
proposes gets us back toward that concept, and I have spent. most
of nv life in this. philanthropic atniosl)lere and seel) more and more
people develop this desire to help l)eol)le th rough volunta ry agencies
and 1 am hoping tiat this will be encouraged, this separation of volun-
tar" work for charities, rather than go iack to the Government for
Snu)port.

Tie (I,\;IuMA. If I might just say one thing, I al not sure I have
any influence around here but. if I (10, if we have the time it is m"
judgment we ought to sit. down and conllpletely rewrite this whole
bill. You are talking about the LTP, if I have any influence around
hero we will start all over again and write our own bill. My guess is
we would lbe better advised than tile house was because we lave had
opportlunities to hcar witnesses like you and many other fine organiza-
tions explain this and explain how it affects them, and that is some-
thing the Iouse didnt have the opportunity to do.

After they wrote that thing and brought it under a closed rule
people had to vote up or down. My guess is if they had a chance to
vote on an amendment tlat, affected all your problems, all tile fund-
raising organizations and the universities I think they would have
given you some relief. 'You will get your chance in the Senate.

Senator Williams.
Senator WILLIAM. No questions.
Senator MILLER. Yes, I particularly appreciated your comment

about making the charitable contributions deduction separate from the
general category of the standard deduction. As you know, now we have
a 10 percent up to $1,000 standard deduction. The House bill provides
for 15 percent up to $2,000 by stages. I take it that what you are sug-
gesting might be something like cutting the House bill back to, say,
12 percent.

Mr. Fox. That is right.
Senator MILL.R. Which may be a $1,400 maximum, plus the char-

itable contributions deductions.
Mr. Fox. That is right.
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Senator MILLER. Or suppose we just leave it as it is, 10 percent with
a thousand dollars maximum plus the charitable contributions.

Mr. Fox. Senator, I am not trying to make mys(1f a tax expect, I
have had a little experience, of course, as a businessman, but what you
are saying really is what I am saying, whether you make it 10 percent
or 12 percent or 15, that charities should be out of it because what is
being done when we raise the standard deduction it is adjusting the
income-tax base for those lower income people, and I think this is
good. I think it is giving them a break. But what I am really saying
is that whatever in Congress' wisdom it decides that standard deduc-
tion should be, whether it is 10 percent or 12 percent or 14 percent,
that the charities should not be one of those items. It should be a
separate deduction.

Senator MILIAR. You think that is a defect in the present law?
Mr. Fox. Yes, sir.
Senator MILLER. So that, on the one hand, two individuals-
Mr. Fox. I think it is compounding the difficulty.
Senator MiLLE. Two individuals using the sa'ne 10 percent up to a

thousand dollars standard deduction-
Mr. Fox. Yes.
Senator MILL.R. One makes no contributions at all, the other makes

some contributions. The one who makes some contributions should
have a little better tax benefit than the first one?

Mr. Fox. They should have it, No. 1, and No. 2, I am a salesman,
and I am going out selling a person on giving more to charity. Unless
1 can honestly look him straight in the eye and say, "Look, you gave
us $200 last year, we need more money this year; give us $250 and
you are also going to get a little tax relief," I have lost one of my best
arguments.

Senator MILLER. Yes, and your point, I supl)ose, is that charitable
giving should be encouraged according to means, in the case of the
lower-income groups just as in the case of the large-income people.

Mr. Fox. The small giver can be tomorrow's big giver; I can give
you many examples.

Senator MILLER. I suppose just like a person running for political
office would rather have a thousand $1 contributions rather than one
$1,000 contribution.

Thank you. I have enjoyed your testimony.
Mr. Fox. Thank you.
(Mr. Louis J. F ox's, prepared statement. follows:)

STATEMENT By Louis J. Fox, PRESIDENT, COUNCIL OF JEWISH FEERATZONS
AND WELFARE FUNDS

My name is Louis J. Fox of Baltimore. I am President of the Council of Jewish
Federations and Welfare Funds. The Council is the national association of Jew-
ish united community funds in over 200 cities in which 95 percent of the Jewish
population of this country resides. The Federation in each city conducts a com-
bined campaign for a network of welfare, health, and educational organizations
and services. They include hospitals; clinics; nursing institutions, homes for tihe
aged; family welfare agencies; treatment of emotionally disturbed children,
vocational training, guidance, and placement: community centers; summer
camps- and other services under Jewish auspices. The number of philanthropic
agencies that depend on each community federation for support range up to 130
or more, and are national as well as local services.

Altogether, our associated Federation and Welfare Funds and other major
Jewish agencies raise about $400 million annually from more than a million
contributors.

;:'i ,1
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Hundreds of thousands of persons depend upon these contributions to mneet
their vital needs--of sickness, old age, mental disturbance, dependency, and
others.

Our primary concern is the needs of these people. It is to help them that the
philanthropic gifts are obtained. If gifts are impaired it is these beneficiaries
who suffer-and they are the people who can least afford to suffer. The only
alternative Is a shift of financing from voluntary contributions to government
through tax support.

CHARITIIES FAVOR EQUITY

Charitable agencies are not opposed to minimum taxes. They are not lit favor
of any tax arrangement involving contributions which would result in total tax
avoidance. They are certainly in favor of tax equity. It should be clear that tax
reform does not hinge upon the retention of the proposals in the House bill (i1R
13270) which are harmful to charities.

The charities recognize the desired impact of some provisions of the bill, such
as those adjusting the taxes for persons in poverty. But other elements of the
bill could do great damage to these persons, in deterring voluntary contributions
upon which many sick, disabled, and others critically depend.

DON.'TIONS OF APPRECIATED PROPERTY

Our concern is with those provisions of the House bill which would reverse the
historic policy of our nation to encourage people to give their funds for welfare
needs through tax incentives, and instead would deter gifts by tax impositions.

The House bill would impose taxes on appreciation in securities and property
dona 11 to charities if the securities or property had been held by the donor less
than ie year; and on property and securities held a year or longer if the tax-
payer came within the "minimum tax" or "allocation of deductions" proposals.
These gains are not taxed now when given to charities. They should not be
taxed in the future.

The proposals to tax such gains in gifts can he eliminated from the lists of
tax preferences in the "minimum tax" and "allocation of deductions" proposals
without negating or weakening the desirable purposes of the two proposals.

Charities have nothing in common with the list of "tax preferences" with
which they have been lumped in the House Bill-such as excess depreciation.
hobby farm losses, tax free interest on municipal bonds, untaxed capital gains.
Charitable gifts should therefore be deleted from that list. The other items can
be dealt with on their own merits.

Gifts of appreciated securities and property are vital to charities. A major
portion of the income of a number of voluntary, charitable, educational and
similar organizations, is in the form of gifts of appreciated securities and prop-
erty. Any deterrent to such gifts would have most serious effects. h'le gifts in
volved are often the largest gifts.

Gifts to charity represent out of pocket decreases in the net worth of the con-
tributors-these gifts or donations are different from the other items called "tax
preferences" which actually benefit the taxpayers Involved and not charitable
beneficiaries.

The beneficiaries of the gains in securities anl property given as charitable
donations, rather than the taxpayers, are the people who depend on these gifts.
They are the aged and the sick, families in trouble or already broken,
emotionally disturbed and retarded children, and others.

The Senate Finance Committee in the past has recognized the harm In the
House proposals. In 1938 the Committee eliminated such tax proposals from a
House bill because "the Committee believes charitable gifts are to be en-
couraged." That position is equally valid now.

Analysis of the gifts to our associated community Federations and Welfare
Funds indicates that 3 per cent of our contributors provide 70 per cent of the
income and that as much as one-half of this income is in the form of appreciated
property.

The inclusion of charitable contributions, particularly ln the form of appreci-
ated property, in the proposals for minimum tax and for allocation of deductions
cannot be defended on the basis of logic or equity.

Any quirks in the tax laws which, under some unusual and Infrequent circum-
stances, can result in gain to the individual taxpayer, can be corrected by a
simple provision of a percentage or dollar tax floor for each individual above
an agreed level, All that is sought by way of minimum tax can be obtained with-
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out Including the donation of appreciated property with whatever list of "tax
preferences" (those proposed or others that might be considered) are selected.

The objective of the companion proposal for "allocation of deductions" can
be attained while eliminating appreciated securities from the list of "tax pref-
erence." The charitable deduction (in whatever form it is paid, cash or other-
wise) should not be reduced as a result of this proposal-such reduction would
sill result even if donated appreciated property were not in the tax list of "tax
preferences." The present proposal in effect constitutes double Jeopardy for
(haritable gifts where there should be no jeopardy at all.

We recognize that the proposals are designed to tax some forms of donated
property at full rates and to tax other forms at partial rates under the mini-
mum tax and allocation of deductions proposals. While the exceptions which
have been proposed for partial tax involve mainly appreciated securities and
realty given to publicly supported charities, this is still a major reversal of the
current policies which emphasize the incentives that have helped attract gen-
erous gifts in very substantial amounts.

It would be harmful to charities to virtually bar "bargain sales" of stocks to
charity; nor should there be a retroactive effective date. It would discourage the
gift where the donor wishes to contribute the gain and recover his investment
in his stock. If some form of minimum tax is enacted, there need be no concern
regarding abuse of such arrangements.

The owner of donated realty should not be required to give the entire prop-
erty, when he might be willing to give a partial interest in the property. He
might choose not to give at all if the conditions in the bill are made too onerous.

An underlying and critically important fact is that no man is forced to give-
that, whatever the tax incentive, the individual is still giving away something
he is not compelled to give. Regarding appreciated securities, the potential giver
can simply retain his security and pay no tax during the retention. Thus the
government would receive no revenue, and all that is accomplished is to deprive
charity of the potential gift.

Another injury to charity in the House bill Is that even where donated prop-
erty gifts are taxed at less than the full rate, the amount of such donations,
would be restricted. Thus, the ceiling on tax-deductible giving would be raised
to 50 per cent, but gifts of property would be restricted to 30 per cent. This will
hurt charities precisely with regard to their very largest gifts.

EFFECTIVE DATES

Charities are already beginning to feel the pinch of the Iouse proposal re-
garding effective dates of the proposed changes. The series of pa8t effective dates
proposed for most changes involving charitable contributions, particularly those
involving donation of appreciated property and "bargain sales", jeopardizes
many gifts because no contributor can know with assurance how the tax rules
will affect his giving. This is grossly unfair, whatever the final form of the bill.
It has a paralyzing effect on giving. Not only should the changes in the bill in
themselves not discourage charitable gifts, but the provisions of the bill as a
whole should be prospective, not retroactive.

STATUS OF LOWER INCOME TAXPAYERS

We are concerned with the fall income spectrum of giving and not with the
largest givers alone. The income from small contributors is crucially needed in
itself and today's small giver, given the motivation and the resources, can be
tomorrow's medium or large size giver.

Charities will be affected also by the proposed extension of the standard de-
duction. This proposal will apply mainly to people in the $10,000 to $15,000
income bracket who reported gifts of $2.1 billion of the total of $9.1 billion donated
by all itemizers in 1966. Instead of building greater tax inequity by permitting
the same deduction for people who do not have expenses as for those wbo do,
Congress can achieve the purpose of greater tax equity by changing the tax rates
that apply to the income levels involved. It can also phase in any change In the
standard deduction ovr. a longer period than three years, as in some other
proposed changes in the bill. And whatever else Congress may do about the
standard deduction, it should permit charitable deductions outside the standard
deduction to encourage charitable gifts. Other considerations in the standard
deduction, such as tax payments, mortgage interest charges. and the like, are
costs the taxpayer must pay. The charitable gifts are different. ,They are volun-
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tary acts. The gifts should be encouraged by permitting deductions for them
outside the standard deduction-and the standard deduction itself can be set at
ceilings to take that into account.

GIFTS FROM FOUNDATIONS

Most agencies depend on individual benefactions for their support. For many,
foundation gifts are an important source of Income. While we are not testifying
on the question of abuses affecting foundations, our agencies are concerned that
the proposed tax of 7.5 per cent of income of foundations will be passed on to
them In the form of reduced contributions.

Here again, the ultimate impact of the tax proposals would fall not on the
individual taxpayer but on the persons in need of health, education and welfare
services.

CHARITY IS NOT A "LOOP-HIOLE"

The tax incentives for philanthropy with which we are concerned are not
"loop-holes". They benefit people other than the taxpayers. They reflect the
American commitment to voluntary contribution-supported welfare, health, and
education programs--programs which the government otherwise would have to
support.

This vital difference needs to be recognized in considering possible changes
In the tax law. Charitable contributions are distinctive because they are dis-
cretionary expenditures. They are constructive acts of citizenship. They are
Un8elflsh and designed to help other human beings.

If a number of the provisions of the House bill were to be enacted by the Con-
gress, the inevitable result would be pressures for government to fill the gaps for
human needs which must be met. Government would have greater tax burdens,
with no real revenue gain, and with a consequent loss also in citizen participation
in welfare programs at a time when the Administration is advocating the in-
crease of voluntary citizen effort and support.

This need not happen. Tax equity can and should be achieved without harm to
charities.

In sum, we urge that the Senate should:
(1) Delete a l references in the bill to tax gain on donated property, whether

it he direct or indirect.
(2) In addition, charitable deductions in any form (cash or otherwise) should

not be subject to allocation or reduction under the Allocation of Deductions
proposal.

(3) Reconsider the standard deduction with a separate provision for the
charitable deduction outside the standard deduction, so that charitable incen-
tives are retained and simplification can also be attained.

(4) Delete the provision for a 7.5 per cent tax on foundations.
(5) Make effective dates of tax changes prospective, not retroactive, so that

current giving decisions are not delayed nor gifts thereby endangered.
(6) Allow sufficient time for a careful review of all provisions affecting

philanthropy to avoid irreparable harm to the persons dependent on charities.
This statement was also approved by:

American Committee for the Weixmann Institute of Science
American Friends of the Hebrew University
American Jewish Committee
American Jewish Congress
American ORT Federation
American Technion Society
Anti-Defamation League of B'nai B'rith
Hadassah
Hebrew Union College-Union of American Hebrew Congregation4
American Jewish Joint Distribution Committee
National Committee for Labor Israel
National Council of Jewish Women
National Jewish Community Relations Advisory Council.
National Jewish Welfare Board
United Hias Service
United Israel Appeal
Women's American ORT
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Yeshiva University including Albert Einstein College of Medicine and Hos-
pital

Other agency names to be added.

Senator WLtIAMS. The next witness will be Mr. George H.
Heyman, Jr.

STATEMENT OF GEORGE H. HEYMAN, JR., PRESIDENT, FEDERA-
TION OF JEWISH PHILANTHROPIES OF NEW YORK

Mr. HEYMAN. fr. Chairman, my name is George H. Heyman, Jr.,
and I in president of the Federation of Jewish Philhulthropies of New
York.

We are, we believe, the largest single voluntory philanthropic com-
plex in the United States We raise from public and private support
about $20 to $23 million a year, and we distribute it within New York
to 138 agencies consisting of hospitals, homes for the aged, child care
institutions, community centers, et cetera.

We believe we contribute 23 percent of the philanthropic quotients
which is contributed by private voluntary agencies in New York City,
and we serve about a million and a half people a year.

We are particularly troubled by those provisions of the House bill
13270 which affect charitable contributions, and we are convinced if
they are enacted into law our ability to serve these people will be seri-
ously curtailed, and that the public, that is municipal and State agen-
cies will be completely unable to fill that void.

Now, much of what I have to say has been submitted to you in a
summary of points and a statement, and I shall not indulge upon
the committee at this time to labor those points.

I should, however, like to make several observations which I don't
believe have been made or adequately stressed by previous witnesses.

The first of these is that it is our opinion that to the extent that the
House bill equates charitable contributions as well as taxpayer prefer-
ence treatment of appreciation of long-term capital-gain property
with other forms of tax preferences it develops a sense of moral values
in this country which would lead the country to believe that it is the
congressional intent to consider that charitable giving is no better than
any other form of tax savings. And we think that it is not the intent
of Congress. Congress did not propose to do such a disservice to the
spirit of vohimtarism by equating charitable giving on any other form
of tax saving.

In that respect, I would like to say that we wholeheartedly endorse
the provision to increase the standard deduction and give relief to the
lower- and middle-class taxpayer. But we would certainly like to make
it apparent that in our opinion, it is not likely that that group of tax-
payers will make up the void which would be created by the disappear-
ance of contributions from large-scale contributors. As a matter of
fact, I am constrained to observe to this committee that by increasing
the standard deduction we would in effect be rewarding the taxpayer
for giving when. in effect, he would not have to give.

I would also like to make the point to the committee that it appears
to us that the very strength which we receive from gifts of appreciated
securities ought not to be discriminated against in the sense that there
is a limitation of 30 percent on gifts of appreciated securities, with
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the incremental 20 percent up to the maximum of 50 percent only
being accorded to cash contributions.

I should also like the committee to consider the tremendous inequity
which would be wrought. by the enactment of this legislation retro-
actively. I think that point has been labored by other witnesses but I
assure this committee that it is a matter of real concern to us.

Of additional concern to us is the definition of a disqualified person
appearing on page 41 of the House report. This is not only trouble-
some but I am quite sure that it is probably an unintendedoarbiguity
on the part of tie draftsmen in the House.

Nevertheless, among our 138 agencies are agencies with relatively
small budgets. If they were the legatee of a particularly large gift for
capital purposes by one donor in one tax year under the definition on
page 41 that donor would become a disqualified person, and that public
charity would become a private foundation subject to all the infirmities
and liabilities which that connotation implies.

I (lon't think that the House intended it, and I would entreat the
Senate subcommittee to consider a correction so that that unintended
effect was rot to be accomplished.'

I should like for a moment also to advert to a point which Senator
Ribicoff raised in his questioning of a previous witness and that was
the qitestion of whether or not a one-shot. deal would be ofgreat value
to an organization such as ours. I think there is considerable merit in
that proposal and I would urge that the committee consider that in
any one tax year in ; ne lifetime of a taxpayer he be permitted to make
a gift in excess of the 50 percent maximum without regard to the 50
percent maximum fop capitr.1 purposes only. I think if such a gift is
hedged with the requiremnent that it be upon application to the Secre-
tary of the T,'easury, that Congress will have built into the law suffi-
cient safeguards to insure that there is no abuse.

I should lastly like to wake the point that the proposed seven and a
half percent tax on investment income of private foundations would
yield $65 million to the Treasury, and cost the public-supported chari-
ties the same amount of money. I am sure that the Senate will feel,
as we do, that the cost of foundation surveillance can be accomplished
at a cost of less than the seven and a half percent.

Lastly, I would like to urge the committee to consider the point
made by previous witnesses that the entire spirit of voluntarism may
well be destroyed by many of the provisions of this bill. Admittedly
there must be a correlative tax incentive, but I would like to point out
to the committee that the large donors who form the backbone of
philanthropic support not only for our agencies but for universities
and hospitals, are people who are committed and involved, and that
commitment and involvement spurred as it has been by tax incAntives
must be maintained if we wish these institutions to survive.

I thank the committee very much for ,iis audience, and I am at
their disposal for any questions.

Senator WLLIAMS. Thank you.
I have no questions.
(Mr. George H. Heyman, Jr. prepared statement follows:)
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TESTIMONY OF GEORGE 1I. HEYMAN, JR.

Gentlemen: My name is George 1-. Heyman, Jr., and I am a senior partner in
the stock-brokerage firm of Abraham & Co., located at 120 Broadway, New York
City. I appear here today as President of the Federation of Jewish PhIlanthropites
of New York, an organization which raises in excess of $20 million per year
from private donors, which it distributes among more than 130 benefliciary
agencies.

In its 53 years of corporate existence, the Federation of Jewish Philanthropies
of New York has raised $1y billion from private donors for the capital and
maintenance needs of its constituent societies. It is our belief that we are the
nation's largest private voluntary philanthropic complex. Our agencies serve
the community of Greater New York, providing a wide and comprehensive
range of health and welfare services, including hospital care, nursing-home care,
care of the aged, child care, family counseling, vocational rehabilitation, sheltered
workshops, day camps and summer.camps for children and adults, and com-
munity centers. About one and one half million people of all races and creeds are
served annually by such well-known organizations as Mt. Sinai Hospital, Jewish
Child Care Association, Lexington School for the Deaf, Federation Employment
and Guidance Services, Blythedale Children's Hospital. the Jewish Family
Services of Long Island and Westchester, the Asociated YM-YWHA, and nany
others.

The Federation of Jewish Philanthropies is but one of a number of similar
federated charitable organizations in New York. There are the Federation of
Protestant Welfare Agencies, the Catholic Charities of the Archdiocese of New
York and the Catholic Charities of the Diocese of Brooklyn-Queens. The existence
and availability of the services provided by these major networks of voluntary
agencies are indispensable to the provision of adequate health, welfare and
social services to the millions of people resident in New York City and its con-
tiguous counties. The extent of the City's dependence upon these services is
measured not merely by the professional skill of the thousands of workers en-
gaged in these activities, or by the financial contribution of the agencies to the
cost of the services, but by the tremendous capital investment in plant and equip-
ment owned by the voluntary agencies and utilized for the benefit of the
community.

Thus, in New York City, voluntary agencies provide 33,198 hospital bedg
(including both acute and chronic care) as against 15,804 beds provided by the
municipal hospital system. Capitalizing this at current construction costs In our
area, the replacement value of the hospital and nursing-home beds under philan-
thropic auspices comes to almost $2 billion, as against less than half that for tle
public institutional facilities.

On a national scale, 49.8%, or almost exactly half of all beds constructed under
the Hill-Burton program Ance 1947, are In voluntary, non-profit facilities, and
the Hill-Burton program, as we know, provides no more than one-third of all
project costs. In New York State, the Hill-Burton contribution has been closer
to 17%.

In the field of child care, there were 24,567 dependent and neglected children
being cared for in foster homes and institutions in New York City as of June
30th. Of these, 21,109, or 86%, were under the care of the voluntary agencies.
While the City provides funds for the maintenance of these public charges, the
rate is fixed at 90% of cost, with a ceiling on top of that, so that for many of the
agencies their share of maintenance costs is far in excess of 10%.

The partnership of government and voluntary philanthropy in providing health,
welfare and other social services is well established in our American society.
While the ratio of government funds has, in certain areas such as hospital care,
grown larger over the years, the voluntary contribution has in absolute terms
also grown progressively greater. The importance of private philanthropy is
patIcularly manifest in such voluntary agencies as community centers and our
summer camps for both healthy and handicapped children, for which there is
virtually no government funding. If the millions made available for these pur-
poses by our contributors were withdrawn, these services would either be sharply
curtailed or completely terminated and the pressures on government to fill the
gap would be both instantaneous and overwhelming.

I come here this morning to express my opposition to some of the proposals
contained in H.R. 13270, the Tax Reform Act of 1909, and to give you my reasons
for this opposition. First, let me say that I am in full agreement with any meas-
ure which will improve the fairness of pur tax laws, or which will correct any
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demonstrated atiuse. I am, however, deeply concerned with any proposed legisla-
tion which, suggesting that contributions by large donors to private philanthropy
constitute a form of tax evasion, seeks to remake the basic tax incentives upon
which rest the financial basis for the nation's private philanthropic effort. If tax
incentives have been subjected to abuse, then the abuse should, of course, be con-
trolled. But, in seeking to control the abuse, we must not make the fatal error
of attacking the Incentive itself. I believe that in some of its provisions, H.R.
13270 seriously threatens private philanthropy in this country.

1. GIFTS OF APPRECIATED PROPERTY TREATED AS TAX PREFERENCE

The first of these provisions is Section 391, which deals with the limit on tax
preferences. Among the live items listed therein as preferences we find the follow-
ing: "Any appreciation in the value of property donated to charity which is de-
ducted as a charitable contribution, but is not included in gross income."

In my judgment, the inclusion of this item is not only unwarranted, but po-
tentially destructive in its effect on charitable organizations such as the one I
represent. Philosophically, I find it difficult to comprehend why a gift to a charity
should be placed in the same category as income from tax-exempt bonds, or from
capital gains, or equated with the excess of the amount of accelerated over
straight-line depreciation, or so-called uneconomic farm losses. A gift to charity
is not a business loss or a business gain. The reasons which prompted
Congress in the first instance to allow deduction of appreciation as an
incentive to charitable giving were wholly unrelated to any business coil-
sideration. To include it with deductions of a purely business or commercial
character is to place the charitable contribution within a totally foreign con-
text and to Ignore the motivations and consequences which surround a gift to a
school, a church or a charity.

If the Congress enacts this bill in its present form, it will in effect propound
a distorted view of private philanthropic giving as a form of tax shelter with no
greater social importance than the other taxpayer preferences with which it is
grouped.

The thousands of successful and eminent men and women who serve on the
boards of our voluntary agencies and give generously of their time, their energies,
their skills and their money are clearly not motivated primarily by hope of gain.
It is chiefly from these communally-mtnded citizens that we receive the greatest
part of our financial contributions. It is true that in making a large contribuiton,
the expectation of a correlative tax benefit is not Ignored, but this does not war-
rant the treatment of these individuals as mere entrepreneurs whose sole involve-
ment Is pecuniary. If that were the fact, voluntary philanthropy would in truth
be doomed.

It would be of inestimable damage to the very fibre of voluntarism in the
United States if the Congress were eventually to enact a tax bill from which the
citizenry could infer that Congress considered private philanthropy of less social
valie than the tax allowance for oil and gas depletion. Yet, in its present form,
the Tax Reform Act of 1969 legitimizes the view that oil and gas depiction al-
lowances are tax incentives of greater national interest than the private support
of hospitals, churches and universities, and in so doing, raises questions relative
to the validity of the broad range of social responsibilities which we have been
urging our fellow citizens to assume in this nation.

2. ALLOCATION OF DEDUCTION FOR CHARITABLE CONTRIBUTIONS

For the same reasons, I take exception to Section 302, the provision relating
to the Allocation of Deductions. The inclusion of all types of charitable contribu-
tions in this category creates a second penalty, in addition to the taxpayer prefer-
ence, and as such both constitute disincentives to giving, affecting chiefly the
large l',,or, the wealthy individual who is subject both to the limit on tax prefer-
ences 'he allocation of deductions. Large donors are the chief source of the
funds ra., in' the Federation of Jewish Philanthropies. Such individuals make
gifts of $6( o $100,000 or of even $1 million or more to our building-fund
campaigns.

In our last annual maintenance campaign for funds to distribute to our 130
agencies, about 74% of our money was contributed by a little over 5% of our
contributors. In other words, out of more than 81,000 persons who have made
contributions to our organization during this campaign year, 4,300 have ac-
counted for $14,400,000 of the $19,250,000 so far received. This experience Is typi-
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cal and represents that of other federated fund raising organizations. Clearly,
therefore, the large donors are the backbone of voluntary philanthropy, and with-
out their support no major philanthropic effort such as ours can succeed.

I know this is not the intent of the bill, but if the inclusion of charitable con-
tributlons as both a taxpayer preference item as well as a deduction subject to al-
location results In any substantial diminution in gifts the effects will be Just us
disastrous. Even a inuluor decline in the number or dollar value of gifts front thi.
5% would seriously impair our ability to function in the face of rising costs anild
increasing demand for our services.

It has been contended by somb proponents of this bill that its sections relating
to charitable contributions provide an impetus to increased philanthropic giving
principally by increasing the limitation on charitable deductions from 30% to
50% of the taxpayer's adjusted gross income. This view does not recognize the
realities of modern economic life which generally finds that the incomes of large
philanthropic donors contain capital gains or other elements of taxable income
which the bill now proposes to include among taxpayer preference items. Thus,
the bill, by not distinguishing between the social value of taxpayer preference
items, may well provide such high-income taxpayers with every incentive to
choose the preference item of the greatest economic gain to the individual and of
tho least social value to the nation.

Additionally, the bill actually provides a disincentive to increased charitable
giving by medium-income taxpayers through Section 801 of the bill which In-
creases the standard deduction. While we certainly favor this section of the bill
as long overdue relief for this class of taxpayer, we are constrained to observe
that its effect will be to discourage increased philanthropic support from this
group for the simple reason that' they will be getting the tax benefit of implied
additional charitable contributions without having to make them.

3. THIMT-Pa CENT (80%) LIMIT ON DEDUOTION OW oIr OF APPRECIATED PROPERTY

A third provision of the bill to which we take exception is the 30% limitation
on deduction of contributions of appreciated property which, if sold, would give
rise to a capital gain. For other types of charitable contributions, the limit Is
raised to 50%. Taken with the Inclusion of this type of gift In tax preferences
and the allocations of deduction, It would seem to indicate a desire to eliminate,
or at least seriously curtail, the donation of appreciated property. This view is
strengthened, of course, by the treatment, In other sections of the bill, of tangible
personal property, short-term gains And bergain-sales. In this respect, the bill.
however, .completely ignores the existence of the philanthropic recipient and
solely addresses itself to the question of whether the taxpayer is deriving too
great a benefit from the transaction. The charitable organizations of this country
are also vitally concerned and it might well be asked whether the benefit to then),
and through them to the community as a whole, is sufficiently great to warrant
the continuation of an established tax incentive or inducement to giving. My ex-
perience confirms my position that the damage inflicted by this combination of
restraints and penaltes will, in the long run, be more damaging to the country
than the benefit which may be derived from denying certain tax advantages to a
relatively small number of taxpayers.

4. REWROAOTIVITY

Aside from the merits of the provisions relating to charitable contributions,
I observe that In certain instance as, for example, bargain-sales, the effective
date of the proposed lgislation is retrofctive. While for most provisions of the
bill the changes do not go into effect until the end of 1909, they become effective
with r 'apec to bargain-sales on May 26, 1960, and for ether changes dealing with
6thritable Lmtributlo%, the date is even earlier.

The OpoiMnittee will, I hope, conclude that this is inequitable, Gifts have been
M04e in gob4 faith which will now be taxed under entirely new provisions. Apart
from the ijustee to th, actua-donor Is the fact that persons contemplating gifts

S. between now and the ftnai enactment of this legislation will simply postpone such
.ivi)# uZfll the inal bill Is enacted. In the meantime, private charities will lose
*Unowi amounts of domperttly needed money with dire consequences to their
0 pMmoias And their needy clients. At the very least I urge you to remedy this
,most obviOU* -quty

/7
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5. DEFINITION OF DISQUALIFE PERSON

It is not my purpose to propose technical changes In the bill. However, I
must observe that there is a certain amount of ambiguity around the meaning of
the phrase "disqualified person" under Sections 101(a) and 101(b) of the bill.
Clearly the intent is to control self-dealing transactions between individuals and
private foundations. The concept of "disqualified person" as now spelled out in
the bill, however, may do unintended damage to institutions which are truly
publicly supported. Thus, if a community center with a relatively small budget
,should receive a large donation for a new dormitory or a swimming pool, it may
arbitrarily be reclassified as a private foundation if the one gift is more than
twice as much as all the other contributions.

I would respectfully suggest that the definition of "disqualified person" be
revised to preclude any such unintended consequences. In any event, gifts for
capital purposes, as distinguished from gifts for operating purposes, made to
organizations normally considered to be publicly supported, should be excluded
in determining the proportion of support obtained from so-called disqualified
persons.

0. UNLIMITED OJIARITABLE DEDUCTION

I would like to allude briefly to repeal of the unlimited charitable deduction
effected by Section 201(a) of the bill. Recognizing the rationale for the elimina-
tion of this privilege. I would nevertheless venture to suggest a modification which
I believe would be of great public benefit and would not do violence to the basic
Intent of the bill in this area. In the course of a lifetime, many people acquire
large sums at certain times either through fortunate investment, or through
inheritance or other circumstance. Some of these feel impelled to share their
good fortune by making a large gift to a favorite philanthropic enterprise to
build a hospital wing, or a staff dormitory, or for some other worthwhile purpose.

It would be regrettable if these substantial donations, generally intended for
capital rather than operating purposes, were to be discouraged. In many In-
stances, they take the place of government funds which would otherwise be
required for the same purpose. I would therefore propose that, subject to appro-
prlate regulation, every person be allowed one opportunity during his lifetime to
make a gift, for capital purposes, over and above the 50% limitation on charitable
contributions.

T. TAX ON PRIVATE FOUNDATIONS

I cannot conclude my presentation here today without some reference to Sec-
tion 101(a) of the bill, calling for a tax of 7 v% of the investment Income of
private foundations. The House concluded that this tax was desirable in part as
a user fee to defray the costs of administering those sections of the bill relating
to foundations and in part as an expression of the belief of the House Ways and
Means Committee that private foundations should defray some of the costs of
government. This tax is expected to yield about $05 million which would almost
entirely be otherwise contributed to public philanthropies, such as the one I
represent. I mention this to emphasize the point that the Committee cannot con.
cern itself exclusively with the revenue-raising aspect of these proposed amend-
ments. It must also weigh very carefully those clearly anticipated consequences
which may adversely affect other valid public objectives, and then decide on
balance where the public interest lies.

I am very gateful to this Committee for the opportunity you have afforded me
to appear before you this morning and to express the great concern which all of
us who have been engaged in voluntary philanthropy feel as we contemplate
these proposals. It Is my sincere wish that this Committee will view this problem,
not from the relatively narrow viewpoint of individual benefits, but from the
much broader perspective of the desirability of the continued participation of
the private sector of our society in providing health, welfare and education serv-
ices. Your Committee has a unique opportunity to give visible expression to the
American tradition which continues to look to the private citizen for involve-
ment, personally and financially, in these voluntary communal services which
Improve the life of his fellowman.

Thank you.
Senator WLIaAMS. Mr. C. Stanley Lowell I
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STATEMENT OF C. STANLEY LOWELL, ASSOCIATE DIRECTOR,
AMERICANS UNITED FOR SEPARATION OF CHURCH AND SIATE

Mr. LowFz,. Mr. Chairman, I am associate director of Americans
United for the Separation of Church and State, which is an organiza-
tion concerned with church-state problems. My testimony has already
been submitted, and I will comment on two or three points. It is con-
cerned solely with the problems of religious exemptions in this
le gislation.

i should like, Mr. Chairman, to submit along with my statement a
statement of 0. K. Armstrong, who was a former Member of the
House, one of the editors of Reader's Digest, which reached me ye:Aer-
day. I think it would be helpful to the committee.

Mr. NVILLxA.s. Thank you. The statements will be printed in the
record and you may highlight it.

Our organization has just coml)leted a study of "The (Churches:
Their Riches, Revenues and Immunities." In this study we show that
the total church wealth in the United States, assets and income is
$164 billion. This is an immense enterprise, a vast combination of
wealth and power. We feel that some of the immunities which are in
the present proposed tax bill are inappropriate in view of the rapidly
expanding wealth of the churches which is enlarging at the rate we
estimate of $5 billion a year.

It is interesting, Mr. Chairman, 14 years ago we appeared and gave
testimony before a House committee. We urged the elimination at that
time of tax exemption on the profits of unrelated business of churches
which is contained in section 511 of the Code. We predicted at that
time that this exemption would lead to great abuse, that it would
draw the churches into commercial activity, into umrelated business in
a way that would be inappropriate for their proper funding, and we
submit, Mr. Chairman, that exactly this thing has happened.

We jaYedieted at that time if the churches really put. their back into
commercial activity they could own the whole country in 6(0 ytar's.
Well, it hasn't worked out quite that way yet, but they have done very,
very well indeed.

I notice that in the House bill the exemption at 511 on income o.f the
unrelated commercial business of churches has been removed, and I
certainly hope that this will continue in the Senate version of the bill.

I think that the public is ready for this. I think that the leader's of
the church themselves are desirous that this be done. I am, how,.wer,
disturbed by the watering down of the effect of this action. For ex-
ample, in section 121, subsection 16 of the 11ouse bill there is provided
a moratorium of 5 years on the profits from the unrelated commercial
activities business of churches. I see no reason for this. I note that
California just last week; the legislature lifted this exemption and

* voted a 7-percent tax on the profits from "unrelated" business of
churches, I think this is a wise move. I see no reason why the churches
should continue to have a tax shelter on this kind of commercial ac-
tivity for another years.

Then at section 514 the bill appears to provide churches with a 15-
year moratorium before they shall be taxed on income from debt
financed investments. I see no justification for this. I feel tlvt the
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churches should be paying the same taxes on income from such invest-
ments as competitive groups.

Finally, I would like to express disappointment in the fact that
the House bill provides for no auditing, for no public report of fi-
nances by churches when they engage in commercial activity unrelated
to their functions as churches. I feel that they should be subject to
the same requirement of disclosure as competitive corporations, and
that section 605 (c) of the House bill is therefore inadequate.

Thank you, Mr. Chairman.
Mr. WIUJAms. Thank you very much.
(Mr. Stanley Lowell's prepared statement and 0. K. Armstrong's

previously mentioned statement follow:)

STATEMENT IIY 0. STANLEY LOWELL, ASSOCIATE DIRECTOR, AMERICANS UNITED
FOR SEPARATION OF CI[UROC AND STAT8

Mr. Chairman, Members of the Committee:
My name is 0. Stanley Lowell. I am associate director of Americans United

for Separation of Church and State. This organization has been appearing for
more than a decade at hearings of the Congressional committees, the Treasury
Department and the Internal Revenue Service concerning tax reform, particu-
larly in the area of religious exemptions. In order to provide guidance as to the
nature and scope of this problem, our organization recently completed and pub-
lished a 300-page study "The Churches: Their Riches, Revenues and Immunities."
This is the first systematic endeavor of which I am aware to provide the answer
4o such questions as the following;
How much tax-exempt property and business investments do the churches have?
How much does this cost the average taxpayer?
What is the complete record of all the exemptions and immunities which the

churches enjoy ?
What reform in this area seem to be needed?
On the basis of our study of religious exempt property in 14 typical American

cities and extrapolations therefrom, we have concluded that the assessed value
of religiously used exempt property in the United States now stands at about
$102 billion. If one adds to this the voluntary contributions, passive income, ac-
tive business income, government subsidies, and also such church assets as
stocks, bonds, investment real estate, commercial Ousiness property, et cetera, he
confronts a total of nearly $164 billion. All og this, with the exception of some
real estate, is tax-exempt. Since real estate exemption for churches is a matter
for local authorities, we shall confine our attention to problems arising from
provisions of the Internal Revenue Code as established in 1950 and amended in
1954o and also the Regulations based thereon,

As early as November 1) 195, this organization in testimony before a House
fubcomnilttee on Internal Rtevenue urged the deletion of the exemption from In-
come tax on "unrelated business" of churches and associations of churches as
contained in Section 511 of the Internal Revenue Code. The present exemption
constitutes an open invitation to churches to embark upon ventures in commer-
cial business for profit and to operate under the shelter of the religious ex-
*mption. We warned at that time of the unfortunate consequences of such an
-exemption and these consequences have certainly been realized. The acquisition
of commercial businesses by churcbes Is further encouraged by the fact that at

,Section 60a3(a)(1) religious organizations are specifically exempted from
filing returnA. Some of these organiations operate in complete secrecy, not even
reporting to their own members.

This tax-exempt domain is expanding at thn rate of about $5 billion annually.
:Th. existence of such a large private entity Immune to tax within a nation has
given rise to many problems In many lands. *"he church never dies: hence, there
is nO redistribution of its holdings between generations as is the case with Indi.
!lduals and their estates. While we have not yet reached It, we may be actually
approach~ng such a predicament as France faced in the. eighteenth century,
Britain in the sixteenth, and Mexiea and Rusaia in the nineteenth, when a condi-
tion ,of "reliaious inflation" could only find its correction In revolution and ex-
r4priatlon. of Ourch property, As X sad, we have not yet reached ,this prediea-

83-865--69--pt. 9-88
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meant, but we are approaching it and should take steps to prevent such a
denQuement.

AN INVITATION TO AFFLUENCE

It is evident that the churches are using the religious exemptions in various
ways to enhance their wealth. Indeed, the present legal situation constitutes an
open invitation to do so. A church may borrow funds which it uses to purchase a
business, then pay for the business out of its tax-exempt profits. Or, it may pur-
chase the business with a very small down payment, then lease the business back
to the original owners and pay for it out of current profits, immune to income tax
because of church ownership. Yet again, the church may assume title to the
business on almost any terms, then hire the former owners back as managers.
The profits go to the church which promptly rebates them to the managers who
pay themselves for their business. The amount thus paid is subject only to the
capital gains tax and escapes the higher levy on ordinary Income. At the end of
10 or 20 years, the church owns the business and the managers have retained a
large corpus for further investment.

Certainly the legislators did not intend that there be such a gaping hole In
the tax law. Someone has estimated that if the churches really put their back
into the thing, they could own the whole country in 60 years I The study by Dr.
Larson and myself contains many pages describing the fortunes which churches
are currently amassing un~ler the tax shelter offered them in the present laws.

REFORM 1 NEEDED

The entire exemption at Section 511 for churches or associations or conven-
tions of churches should be removed. We note that the bill passed by the House
has done this and we urge the Senate to keep the provision in the bill. We ques-
tion the wisdom of Section 121(c) (16), however, which gives the unrelated busi-
nesses of churches continuance of their exemption for five years. This continuance
simply maintains the unfair competition which these operators have posed to
tax-paying operators. We urge that the same taxes be promptly imposed upon
both.

Further reform is needed. Either the Code or the Regulations should draw a
clear and proper distinction between related and unrelated business of churches.
An absurb situation was created a decade ago when the De LaSalle Institute
(corporate name of the Christian Brothers, makers and purveyors of brandies
and wines) filed a lawsuit to recover income taxes on the ground that they were
a church and therefore exempt. The Christian Brothers were a religious order.
They argued that their brandies and wines were exempt because they were
'produced by an organization which technically qualified as a church or associa-
tion of churches. In the case of De LaSaile Intsitute v. United States, Civil
Action 7499, U.S. District Court for the Northern District of California; Northern
Division, Judge Sherrill Halbert held against the order on the narrovv ground
that the Christian Brothers were not "sacerdotal" as defined In the Regulations.
However, the Judge went on to attack the Regulations themselves. He observed
that "it would be impractical to accord an exemption to every corporation which
asserted itself to be a church. Obviously, Congress did not intend to do this ...
If the doctrine of the Catholic Church were such, work in a winery might be a
church function. . . .This, however, could not transform an incorporated winery
into an exempt chlreh. , ." Unfortunately, this decision was not appealed to

the Supreme Court.
SAQPOTAL TEST INADEQUATE '

The years since have demonstrated the Inadequacy of the so-called "sacer-
,dotal" test. As a matter of fact, even this test has not been vigorously applied
by the Internal, Revenue Service. The Christian Brothers were required. to pay
taxes on their liquor business and have been paying them Office the stilt.' But
other religi6tio irders,, technically sacerdotdl, contffiue to operate unrelAted busi-
nesseawithout tax. The Jesult order Is an example. Indeed, we are not aware

.of-bAy-effort to impose tax, even on the nonsacerlotal religiou orterY opemtin,
dtinrelated busineMeg. In'the awesome deference that the goernmehit continues
14i show -tb 'reltgtous b6dibe, . ft has 'been kuown to tax. even those' qroUps' which
have, in fAct, ben, held to bb taxable. The burgeoning of the conbiera' business

-f ehuroh'orgaffloations is the logical outcome of this reluctance. .
-M'iWhat I needed In: the: light of the existing problem Is a' troper definition of a

-sahi obk f the state la.t6,exempt)a church from. tak :thdnortainly the state
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has the responsibility of defining a church. Otherwise, how would one know
what is to be exempt? The definition must not deal merely with clergy ordina-
tion, but with actual functions. There must be a specific identity of purpose
between the church and the trade or business it carries on. The definition of
the church must focus on the basic spiritual ministries of the church and should
Include, specifically, the functions of worship, evangelism, education and mis-
slons. All income derived from such activities might continue to be tax-exelklpt,
but all income not so related should be subject to tax. The fact that this income
is devoted to "good causes" should carry no weight in the determination.

OTHErE IMMUNITIES

We would also recommend the elimination of Section 107 of the Code concern.
ing the exclusions covered under the "rental value of parsonages." Also, the
exemption at Section 119 which excludes from gross income of an employee the
value of any meals or lodging furnished him by his employer under certain
circumstances. This exclusion of living costs, but only if they are paid for by
the employer and prepared by the employees, Is tailor-made for Roman Catholic
clerics and members of religious orders. Since the garb they wear and rhe cars
they drive are necessary for their professional activity, these also are tax-
exempt. Scarcely anything that comes to mind would be reportable as tax income
for these members of the clergy. It Is thus conceivable that they can enjoy the
living standard of a millionaire without any tax obligation at all. There is
neither reason nor excuse for such immunities in a country where church and
state are constitutionally separated.

There are further exemptions for the personnel of religion that should be
removed. It is true that some of these are matters established by Regulations
which are not in the Code itself. If members of religious orders are under a vow
of poverty, they have no money, work for their order, and receive mere mainten-
ance in return. According to the existing Regulations, personnel under such a
vow of poverty are not stibject to withholding tax if they draw a salary from
secular sources. Their check is simply transferred to the church without with-
holding. Thus, a member of the Jesuit order could theoretically serve as a bank
president at a salary of $100,000 and not be required to make any report, much
less pay any income or social security taxes. lie could receive unlimited income
from stocks, bonds, et cetera, held by him for the order without ever filling out
a tax report. Nuns teaching in the public schools or serving as post-office em-
ployees, and priests serving as chaplains in the armed forces or as employees
of the government's welfare service-provided they, too, are under the vow of
poverty-are in the same category. They pay no taxes and simply turn their
checks over intact to their orders.

The Injustice of this is patent. Persons with family obligations are taxed
heavily while those without such obligations pay no tax whatever. We recom-
mend that clergymen be treated exactly the same as others by the tax collector.

LfIMITATIONS ON E xE? MS

Attention Is Invited to the definition of exempt organizations In the Regula-
tions, particularly at Section 501 (c) (3). Here the limitations Imposed on exempt
groups are so comprehensive as virtually to destroy basic civil liberties. What is
an even more serious matter, the strictures imposed here are of such a vague,
though sweeping, nature that tMeir enforcement had led to grossly discriminatory
actions by the Service. The use of the word "substantial" In the Regulations is
a good example. It is said that an organization cannot be exempt if a "substan-
tial" part of its income and activities are devoted to legislative or political action.
This means that a large organization could engage in considerable activity of
this kind with impunity, whereas a small organization could engage in none
of It it all. If these prohibitions are to remain in the Regulations they should
at least be applied impartially to all exempt organizations.

TZMINATION OF SUBSIVIES"

Another significant reform which we consider imperative, but which does not
come under the purview of this committee, concerns the matter of government
subsidy to church institutional. We urgently recommend the termination of all
such subsidies as are derived under the Higher Education Act, the Economic
Opportunity Act, and the Elementary and Secondary Education Act, et cetera, so
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that the churches may resume their status as voluntary societies functionally and
financially separated from the state.

REQUIRE DISCLOSURE

Finally, we recommend a substantial change at Section 6033(a) (1) which
would remove the immunity to disclosure. We urge requirement of full disclosure
of church income and assets on the same basis as (c) (4) organizations. Churches
should have nothing to hide; it is in the public interest to require public reports
of their finances, and it is to their own interest as well. Publicity is an excellent
protection against many ills. We regard Section 6050(c) of the legislation In the
House bill as inadequate. It continues to exempt church organizations from
examination and audit of their finances except under rare circumstances at the
request of a high-ranking official of the Service. We believe that churches should
be subject to the same requirements of financial disclosure as other groups.
groups.

At various other points the House bill continues the preferred treatment of
,churches -for reasons that are obscure. For another example, at Section 514-
(b) (E) churches are given 15 years exemption from treatment as debt financed
property for property designated for eventual related use, whereas other non-
profit organizations are given only 10 years exemption. Also, churches. are not
subject to the "neighborhood test" as are other groups. We think all should be
.treated alike.

STATE NT OF HoN. 0. K. ARMSTRON, FORMER MEMBER OF THE HousE OF
RURSENTLTIVES

Mr. Ch&frman, and members of the Committee: I am 0. K. 'Armstrong, a
former member of te tU.S. House'of Representatives, and a member of the
EditoriAl Staff'ofReader's Digest. I appear befor this committee as a church-
'man, a layman, concerned that this Congress include in Its tax reform measuresuch provisions of the House bill, along with needed amendments, as will Insure
the taxing 'of churches and organizations of churches on Incomes resulting from
unrelated, competitive business enterprises.

During the laft eight years I havenmade a careful study of the problem of the
exemption of religious organizations on such incomes. My latest article on the
subject,'in the issue of Reader's Digest for March, 196, which was made avail-
able to Wembers of both bodies of Congress by inclusion in the Oowressfanal'Record*of April 21; page E3143,' entitled "Should Churches Be Allowed To Do
Bu#int hZTa Free? attracted the favorable attention of church leaders, of many
faiths and kinds, all over the nation. Although no organization can speak officially
for all i churches and their agerieles in this country; I can assure the members of
this cobibiftee 'that numerous -religious bodies have given official endorsement
of ' the printipd of -taring the incomes 'of churches on unrelated, competitive
business enterprises.

Let me make it clear that in my opinion-a , belief shared by the overwhelming
maJorty of church leaders-that no level of government should have the power
to' ta, the sanctuaries, the places of vyorship and all other facilities used for re-
ligloos,porposea, including places for publishing and distributing religious litera-
turq, r lfed cation and for.propagating, the fatih.

Qi, 0 ott~ Vr ,ha , when acburches 'and their agencies get over into business
act n4 #~tekj~r~e~v m~ te t r t e their religious purpose, In order tbinake
.nt. e : t;5 Sjzi~ all fa i~ess and Justice to ,thelr private competitors they

'iYrnezxib: 6f t comx[1, ee, and 0- the.Senate are aware that lii the last
tgv r. th "$1 -bct ' arraingekmet, Whereby chur'ches buy a comerdMl bUsi-,aa. e HZit bi.vIo le origna , ownes, anid receive profits troM the business
without sayingg thM liWc an o dtn&Z busiest firn' would have to pay,
has become a disgrace. This'practice sh would be stopt*d'at once-4and by an
amendment to this House i.

It is with satisfaction that concerned churchmen see in the revised reading of
Seceioh 511(a) (2) (A,)'tbe dee /ob -of ,the proylaion, that churches and associa-
tlon of' hutches may-weeive unrelated business income without taxation. Tbis

!1s &',,pet step forward,& However, the bill includes also several;,provisions .that
64iD bUt-Auilfy-this goo let om ie example.
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Section 121, subsection 16, gives churches and associations of churches .a five-
year moratorium, after May 27, 1969, during which those engaged in unrelated
business enterprises before that date may continue to operate their competitive
business without taxation or disclosure. Why give them five years more of tax
free operation? Surely one year, or at most two years, would be ample time for
couches to divest themselves of businesses that are no concern of their religious
functions.

Section 514 provides that income derived from debt-financed Investments shall
be taxable to churches in the same proportion that they are covered by such fi-
nancing. As debt is reduced, so is taxable portion of income to the same extent.
Churches will have a 15-year moratorium before this provision takes effect on
their investment income. This 15-year moratorium was not in earlier versions of
the House bill.

What churches, or organizations of churches, ask for these watering-down pro-
visions.? In all the voluminous hearings ou the* House bill in the Ways and Means
Committee of that body, I fail to find any support for such modifications of
what responsible churchmen hoped would be a direct, simple deletion of the pro-
vision that has exempted churches from paying income taxes on unrelated
business.

Furthermore : This version of the bill provides that no church books shall be
audited or examined; this is a just provision when, applied to all matters pertain-
ing to religious activities, finances, and so on, but should not apply to unrelated,
competitive business dealings. The bill provides that no one, below the status of a
district director may make inquiries of a church as to its business operations;
this is good with respect to religious activities of all kinds, but is not needed for
unrelated business matters. And there is no specific requirement that churches
shall disclose and report their incomes and profits from unrelated enterprises.

It is obvious that these provisions seriously weaken the case for eliminating
the unfair and unjust competition of churches that engage in business for profit
with ordinary taxpaying business firms who are hit hard on their profits.

I plead with the members of this committee to produce such amendments as
will correct these unwise modifications of the principle that churches and their
agencies should no longer have tax exemption on business profits. I can assure
you of the support of responsible church leaders in major denominations and
associations all over the United States.

Senator WILLIAMS. The next witness will be Mr. Glen McDaniel,
chairman, executive committee, Litton Industries.

STATEMENT OF GIEN McDAVIEL, CHAIRMAN, EXECUTIVE
COMMITTEE, LITTON INDUSTRIES

Mr. McDANI,. Mr. Chairman, we do not oppose that portion of
section 421 of the House bill which relates to two classes of common
stock but we do strenuously oppose that portion which relates to con-
vertible preferred stocks and convertible bonds.

What that portion would do would be to levy an income tax on a
stock dividend received by a common stockholder because a convertible
preferred stock or a convertible bond was outstanding; and it rests
upon the conclusive presumption that a convertible preferred or a
convertible bond has already been converted, which is an assumption
which flies in the face of the facts and is wholly untenable, in our
opinion.

Now, I would like to make four points in the time available to me.
The first is that the practical effect of 'ihese provisions about convert-
ible preferreds and convertible bonds will merely be to force corpora-
tions to use rigid antidilution provisions in their stock or boind provi-
sions., That is, they will be forced to use provisions which say that in the
event of a stock dividend there will be a'rigid mathematical adjustment
of the conversion ratio of the, convertible security to take account ex-
actly for the amount of the stock dividend, no more, and no less.
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It will raise no revenue whatsoever because no corporation in its
right mind, apart from a mistake, would subject its stock dividends
to its common stockholders to a tax when it is so easy to avoid it by
merely using a complete antidilution clause.

On the other hand, the rigidity imposed by these provisions would,
without any sensible reason that we can discover, eliminate many types
of antidilution provisions which have been developed in American
corporation finance since about the time of World War II.
I would like to give you five types that would be eliminated for no

reapn.
One is a very usual provision that there can be a percent stock

dividend without adjusting the conversion ratio. This is in the stock
and bond provisions of many cbmpanies.

Second is a provision involving an increasing conversion price at
periodic intervals, so that every 6 years or every 10 years the price
which the bondholder has to pay to get common stock is increased.

Or, third, there are phaseout provisions whereby a certain propor-
tion of the bond or preferred must be redeemed every 5 years or every
10 years so that ultimately the right of convertibility is lost.

And, fourth there are conversion adjustment provisions which go
both up and down. These occur in many cases of small companies,
particularly in the portfolios of the small business investment com-
panies where the conversion ratio adjustment depends upon the earn-
ings oi the corporation. This also occurs in the Litton Industries series
B convertible preferred stock, where the adjustment is based on the
relationship between the value of the stock and the amount of the cash
dividend paid on the convertible preferred.

Now, then, fifth, there are many other types of securities, particu-
larly developed by smaller businesses, which have ingenious devices
in their conversion provisions, like conversion dependent upon com-pany earnings, which represent an attempt by these companies to make

the est deal the can for their common stockholders.
Now, convertible debentures and preferred stock are an important

method of financing in American industry.
About 40 percent of the financing done by small companies we are

told is of convertible securities, because they can sometimes sell neither
straight equity nor straight debt. In order to raise money they have
to give the preferred stockholder of the bondholder not only a pre-
ferred position as compared to the common stock but an opportunity
to share in growth through the conversion privilege.

There also is a great need for convertible securities by companies
that are not in the best financial condition or whose earnings are not
holding up the way they should, and alco companies which have a
great neea for funds at a time when interest rates are high. This applies
even, let us say, to A.T. & T. which announced the other day that it
was going to convertibles. It raised $10 billion through conyertibles in
theyears immediately after World War II because of the particular
condition existing in the capital market at that time, and the need
for fAnd. . . .. "

So: that all of these companies, small-primarily small-but also
large and medium sized, who need to raise money by the use of con-
vertible securities are. needlessly hurt by this bill, because they are de-
prived of thefiexibility of negotiatIng types of antidilution provisions
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in their convertible securities which will give a better break to the stock-
holders they represent, which are the common stockholders.

Now, this will happen needlessly, which is my second point, and the
second point is that there is no valid revenue reason to deprive com-
panies of this needed flexibility in negotiating the terms of convertible
securities.

The asserted concern is that there will be a trend toward stock divi-
dends in American industry, and there might be a trend toward the
holding of stock dividend paying stocks by tax exemptable and
wealthy taxpayers, whereas the casI dividend paying stocks would be
held by low-bracket taxpayers and thus theoretically a loss of revenue
could occur.

The facts show that this concern, which was expressed first shortly
after the time of the 1954 act, is totally without merit. The trend is
actually in the other direction as indicated both by the figures of the
Treasury Department itself and by statistics from the Department
of Commerce.

In the period, according to Treasury figures, from 1953 to 1965
cash dividends went up 124 percent. Stock dividends went up only
100 percent. But that doesn't tell the whole story, because what actu-
ally happened, stock dividends declined, because while they increased
in value from $1.1 billion to $2.2 billion, that value is measured by
the Dow-Jones industrial average and the Dow-Jones industrial aver-
age almost quadrupled during those years. Therefore, if the same
companies that were declaring stock dividends in 1953 were still de-
claring them in 1965, the value would be nearer $4.4 billion than it
would $2.2 billion. It is obvious from these Treasury figures that fewer
companies are declaring stock dividends today than were declaring
them in 1953.

• Now, going over to figures from the Department of Commerce, they
show that cash dividends, as a percent of corporate profits, were
higher in 1968 than in 1954. They were higher in the last 5 years of
that 15-year period than they were in the first 5 years of the 15-year
period. Also, cash dividends as a percentage of total personal income
was higher in 1968 than in 1954, and higher in the last five years of
that 15-year period than in the first 5 years of the 15-year period.

Now, as to the second part of that expressed concern that the high-
bracket taxpayers might not buy cash dividend paying stocks, Treas-
ury figures show the opposite to be the case.

I have here a table prepared from the Treasury Department figures
on the taxable returns. It shows that as between 1954 and 1907 the
perceiit of total dividends received by high-bracket taxpayers in-
creased, and it increased in all high-bracket categories beginning with
tie category from $20,000 to $50,000, where it increased from 24 to 28
percent. From $50,000 to $100,000 it increased 15 percent to 161/3
percent.

From $100,000 to $200,000 of income it increased from 91/ to 10%
Per Icent.;

From $200,000 to $500,000 of income it increased from 5.62 to 7.60
percent.

And the same is true of those few people who had incomes of from
$500,000 to $1 million, and $1 million and more. So, the facts show
conclusively that there is no trend away from cash dividends and
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toward stock dividends on the part o high-bracket taxpayers. Theopposite is the fact,
It seems to me a strange and bizarre t-ing that legislative action is

now proposed to correct something which the past 15 years have shown
to have no foundation whatsoever.

Now, my third point is that these provisions are unfair to common
stockholders. Of course, as I have pointed out, the provisions Will bene-
fit lenders and penalize common stockholders for no valid revenue
reason. I do notthink that is what the House intended, and it cer-
tainly is not to be assumed that that is what the Senate would intend.
But the bill is unfair to common stockholders in another major respect
and that is that these provisions regarding convertible preferreds and
bonds will tax individuals for -something that they never received.
That is unfair, and it can happen in threeways.

Now, in the first place, when the conversion of a convertible security
occurs, the proportionate interest of the common stockholder in the
corporation goes down. It does not go up. He can only have a dilution
of his proportionate interest, and yet he is being taxed in this bill on
an increase in his proportionate increase. He never receives an increase
in, his proportionate interest; he receives a decrease in his propor-
tionate interest.

, What is really supposed to be taxed is a diminution in the potential
dilution of the common stockholder's interest, and that, I submit, is
an entirely inadequate basis to levy an income tax on an individual.

Now, second, it is unfair because if the convertible security is never
converted the common shareholder wih 'have been taxed on something
that he has never received. And, as I have said a convertible security
is treated in these proposals conclusively as i? it has been converted
and that is unfair unreasonable, and contrary to the facts.

Hundreds of millions of dollars of convertible preferred stocks and
bonds are never converted. They are redeemed, and never converted.
To assume that they are converted is to fly in the face of the fact.

SenatOr Wmi-Tu . Mr. McDaniel, your entire statement will be put
in the record. We are not trying to cut you short but we are trying
to complete this as soon as we can.

Mr. MoDAmn. Well I will eliminate my third pointand then give
the next aspect in which this is unfair to common stockholders. There
are many cases in which the conversion ratio can go both up and down.
This means that when the common stockholder is taxed on a down-
ward adjustment of the conversion ratio, and the ratio is later increased
to the same point under the normal workings of the antidilution pro-
vision which is the kind of provision we have in the Litton Indus-
tries 11 convertible preferred stock, the common stockholder is taxed
on something he never received even though conversion occurs. I do
not think under any stretch of die imagination that anyone could call
that fair treatment.

Mr. Chairman, I would like to offer for the record the table entitled"Comparison of Taxable Dividends by Income Classes," to which I
referred earlier; It i not in the printed material and not in my
statement.

Sonstor Wmixwds. It will be printed in the record.
M. MoDAmT. I will hand that to the reporter. Thank you.
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(The table referred to follows:)

COMPARISON OF TAXABLE DIVIDENDS BY INCOME CLASSES

Percent Percent Percent Percent
of total of total of total of total

Adjusted gross dividends dividends Adjusted gross dividends dividendsincome class In 1954 in 1967 Income class In 1954 in 1967

Under $1,000 ............. 0. 12 0.03 $9,000 to $10,00 ......... 2.16 1.90
$1,000to ,000 ........... 78 .55 10,000to $15,000 ........ 10.60 9.63
2,000 t0 1.58 1.06 $15 D 20,000 ........ 7.80 & 00
000to ,000 .......... 3.28 1.09 $20,000 to $50,000 ........ 24.76 26.02
10o0 0 000 .......... . 3.26 2.06 '50,000to $I" '-0... . 15.09 16.34

$,000 to 000...........2.62 2.1 100,000 20A00 ........ 9.33 10.66
6 7,000 to 70.. .2...7.... . $200,000 to $5000..... 5.62 7.60
7,000000 to '000 ...... 3.61 2.4 500.000 to $1.000,000.... 2.13 2.81

$8, . '000 .......... 2.53 2.63 1,000,0 orm ore ..... 3.03 3.40

Source: Statistics of Income, Individual Income Tax Returns, Department of the Treasury (taxable returns).

Senator BEmqNEr. Mr. Chairman, I had two questions to ask Mr.
McDaniel. In view of the time situation I will give them to him and
ask him to reply to'them in writing to go in the record.Senator AwDERSON. Go ahead and ask them.

Senator BENmrr. Very well, first, it seems to me that the 305 pro-
.posal assumes that all preferred stock which is convertible into com-
mon stock is actually to be considered common stock. Isn't there any
convertible preferred stock which can be clearly distinguished from
ommon stock?
Mr. M CDANIEL. Yes, of course. The preferred stocks have a first call

on earnings and assets, and I can give you a good example from Lit-
ton's own experience currently of why it is a violent and unrealistic
assumption to assume that a preferred will be converted. Our series
B preferred sells at $42 and pays a $2 cash dividend. If it is converted
into common, the value of the common stock received is $28 and it pays
no dividends. Now, no person in his right mind would convert that
stock, and any statute which assumes that very convertible preferred
is going to be converted is making an assumption which is absolutely
untenable. Hundreds of millions of dollars of convertibles are never
converted.

Senator BENNE-r. Well is my understanding correct that this bill
would give the Treasury Department the authority to write regula-
tions which could impute taxable dividends to a common shareholder
even though the common shareholder received no dividends.

Mr. MCDAN mL. Absolutely. I have given examples of this in my
statement.

Senator BzNNETT. Fine, I will look them up.
Mr. McDANIEL. Of course, there are others that can be cited, but I

think those in my statement are very persuasive. This is one of the great
evils of these provisions, that it taxes a man on a benefit which he never
receives.

Senator BENNE&TT. And that is just about as bad, Mr. Chairman, as
giving a man a profit on charitable contributions. It is the other side of
the story.

Mr. McDANIL. That is correct.
Senator BEzNET-. No further questions.
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Senator ANDERSON. Thank you very much, and we appreciate hear-ingyiou.

( r. Glen McDaniel's prepared statement follows:)

STATEMENT OF GLEN MCDANIEL, CHAIRMAN OF THE EXECUTIVE COMMITTEE, OF
LITTON INDUSTRIES, INC.

I. A PRELIMINARY STATEMENT

A. The Present Law.-Prior to enactment of the 1954 Code, common stock-
holders were taxed on stock dividends only if such stock dividends increased
their proportional interest in their company. This rule was developed through
various Supreme Court decisions holding that a constitutional tax could be
levied only if the stock dividend resulted in a change in proportional interest.
(lener v. Macomber, 252 U.S. 189 (1920) ; Koshand v. Helvering, 298 U.S. 441
(1936) ; Helvering v. Griffiths, 318 U.S. 317 (1943) ; Helvering v. Sprouse, 318
U.S. 604 (1943) ; Stras8burger v. (Jommssioner of Internal Revenue, 318 U.S.
804 (1943).)

The pre-1954 proportional Interest rule was complex and productive of much
litigation. See, e.g., Wiegan4 v. Comm issioner, 194 F. 3d 479 (3d Cir. 1952), and
Tourtelot v. Commissioner, 189 F. 2d 167 (7th Cir. 1951). As a result of such
complications, when the 1954 Code was enacted, Congress adopted in § 305 thepresent rule exempting from tax all stock dividends received by common share-
holders except thase received as a result of an election by the stockholder to
take a stock dividend rather than a cash dividend. The present rule thus elimi-
nated the proportional interest concept as a test of taxability. As shown later in
this statement, the revenue from the taxation of dividends has not seemed to
suffer from the adoption of the present rule. On the other hand, the simplifica-
tion resulting from the adoption of the present rule has been a significant Im-
provement over the pre-1954 law.

B. The Proposed Law.-Section 421 of H.R. 13270 would return us, to a con-
siderable extent, to the pre-1954 complexities, both constitutional and otherwise.
by taxing a common shareholder on an increase In his proportional interest
(actual or assumed) if a related cash dividend is paid to other shareholders. In
fact, the proposed new rules introduce serious new complexities, mainly arising
from the treatment of convertible preferred stock and convertible indebtedness
as common stock.

IL CONSIDERATION OF THE NEED FOR ANY CHANGE
The Report of the Ways and Means Committee states that the purpose of

1 421 of H.R. 18270 is to prevent a loss of revenue which could result if publicly-
held corporations adopted "a capital structure with two classes of common stock
so that their stock could be sold both to investors desiring appreciation and to
investors desiring a current income". This same concern was expressed by the
Subchapter 0 Advisory Group to the Ways and Means Committee in 1959 and is
identified with the feeling that high-bracket taxpayers would acquire and hold
the common stock affording increased ownership of the corporation and low-
bracket taxpayers, or exempt organizations, would hold the common stock pay-
ing a cash dividend.

This concern will not be relieved by the proposed amendments. A choice be-
tween stocks paying cash dividends and stocks offering equity growth will cnn-
tinue to be available to investors. An investor desiring income would buy the
stock of a company paying cash dividends, whereas an investor desiring appreci-
atioi would invest in a company which retains its earnings for expansion and

;growth. The same choice frequently exists (and would still be acceptable under
H.R. 18270) even within the same company, through a common stock paying no
cash dividends and a preferred stock (even a convertible preferred stock if the
conversion privilege is fully protected against dilution) which does pay cash
dividends. The retention by public corporations of earnings certainly serves a

;proper and legitimate purpose of internal financing, and it would be an unsound
tax policy which forces the payment of cash dividends, thereby increasing the
borrowings required to serve corporate business needs.

A study of the dividend-paying habits of corporations since the adoption byC6ngresi of the present rules raises a serious question as to the reality of the
concern expressed in the Ways and Means Committee report. Attached hereto

t
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is Schedule A showing the cash dividend and stock dividend paying practices
of corporations from 1953 through 1905 as available in the Statistics of Income
prepared each year by the Internal Revenue Service. These data show that the
dollar amount of cash dividends has arisen each year and more than doubled
during this period (from 11.6 billions to 26 billions), while the value of stock
dividends paid demonstrates an absence of a growth pattern in the use of stock
dividends. When one considers the fact that the value of stock dividends paid in
1953 was 1.1 billions and was 2.2 billions in 1965, during which period the Dow
Jones Industrial Average almost quadrupled (250-280 in 1953 to 840-960 in
1965), it is clear that the use of stock dividends has not increased and has
almost certainly decreased.

The attached Schedule B, taken from U.S. Department of Commerce data,
demonstrates that the dividend paying practices of corporations have not
changed as a percentage of corporate profits (although fluctuations have oc-
cuxred) and, most significantly, that individuals received the same approximate
percentage of their aggregate income in cash dividends in 1968 as they did in
1954 (3.4 vs. 3.2%). The 5-year averages for this period show that for 1954-1958,
1959-1963, and 1964-1968 cash dividends as a percentage of personal Income
were, respectively, 8.3%, 8.4% and 3.5%, while the percentage of corporate
profts distributed in these periods approximated the 15-year average of 46%.
Thes- data strongly demonstrate that investors and companies have not moved
to "tax-free" stock dividends. The feared impact on the revenue suggested In
the House Report simply has not developed in the 15 years since the propor-
tionate interest test was eliminated. There is no reason to think that the future
will differ from the past in this request.

There can be no question but that the changes proposed in the taxation of
stock dividends is a severe retrogression insofar as simplification is concerned.
The alleged danger to the revenue is too questionable to Justify the reintroduc-
tion Into our tax system of the complexities inherent in the concepts of § 421.

III. TREATMENT OF CONVERTIBLE PREFERRED STOCK AND CONVERTIBLE SECURITIES AS
COMMON STOCK

Although a strong case can be made against the reinstatement of the propor-
tional interest test, it Is argued by some that such reinstatement Is Justified as
an effort to extend the exception In existing law whf.ch taxes a common share-
holder on his stock dividend if he has an election between cash and stock. Sec-
tion 421 would accomplish this by inhibiting the creation of two classes of com-
mon stock, one paying cash and the other stock but both participating alike In
equity growth and equity decreases.

Even if it Is assumed that such an extension of the present law Is desirable,
$ 421 Is a gross example of "overkill" in treating convertible preferred stock
and indebtedness as common 3tock. A preferred stock, or a bond, or a debenture
even if convertible into comr :on stock, is wit common stock and may never be-
come common stock.

The lack of equivalence between common stock and a convertible preferred
stock or security is plainly evident in a declining stock market such as today's:
for example, a high-grade convertible bond with a face value of $100 and an
interest rate of 5%, where the common stock into which it is convertible is worth
$40, will sell in the market place as a debt and not as a common stock; the price
it will command will be mainly the function of the yield and maturity and not
its convertibility. Yet § 421 treat such convertible bond as common stock.

Even where the market price of the convertible preferred stock or security
reflects the market price of the common stock into which it is convertible, it is
incorrect and unsound to treat such convertible stock or security as common
stock on the assumption that at some time conversion will occur. Whether con-
version will occur is a product of investment desires and Judgment which will
vary from investor to Investor.

We submit that the policy reflected in 5 421 is unsound for the following
reasons.

A. The Inequity to the Common Sharcholdcr.-The proportional interest of
a common shareholder can only be deoreased through the issuance of a con-
vertible preferred stock or bond. If conversion occurs and common stock is
issued to the former holder of the convertible, the old common shareholder's
proportionate interest is necessarily decreased. If conversion does not occur, his
proportional interest does not change.
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Section 421 would tax the common shareholder on the theory that he has a
"gain" if tho conversidi right In the convertible stock or security is decreased.
This "ghin," In fact, is but a ditntiution in the potential dilution of the common
sliarehbllI's IntereSt. This Is a totally inadequate Justification for a tax.

The theory imoplicit in 5 421 that a convertible preferred stock or bond is corn-
mon stock, or its equivalent, rests on the tenuous presumption that conversion
will some day occur. Section 421 Indeed makes the presumption conclusive, not
even admitting of the possibility that conversion may not occur. Yet whether
or not conversion vill occur will depend on the judgment of the investor exer-
cised in the light of economic facts. When, as is frequently the case, the market
value of the convertible preferred stock or bond exceeds the market value of the
common-stock into which it is convertible, conversion is highly improbable.

If conversion does not occur, the common shareholder will have bewn taxed
on the value of an "increase" in his proportional interest he did not receive.
This ean hardly be called fair taxation. To the contrary, when coupled with the
facts That the common shareholder cannot control the preferred shareholder and
has no right himself to convert into preferred stock, such a result is incredibly
unjust.

B. Interferenoe with. Corporate Finanohtg.-Convertlble stock and securities
have for many years played an important and respectable part in the financing
by many corporations of their businesses. In the case of some companies, par-
ticularly new businesses, the use of convertible stock and securities is a "must"
because lenders and Investors are reluctant to risk their money unless growth
equity options are also made available, In the case of practically all companies,
under economic conditions such as today when Interest rates are extraordinarily
high, convertible'stock and securities afford an essential alternative means of
financing.

Section 421 unwisely interferes with this type of financing by sharply limiting
the flexibility of the issuer in negotiating as favorable terms as possible. If the
corporation could otherwise negotiate an exception which would permit it to
pay stock dividends to its common shareholders without adjusting the conver-
sion rate of the preferred stock or security, § 421 as a practical matter makes
the company foregQ this advantage since it would tax the stock dividend. If the
conversion rate is adjusted for the stock dividend, the stock dividend is not tax-
able, so the corporation is "locked" into giving complete anti-dilution protection
to the holder of the convertible stock or security. This hurts common share-
holders and benefits lenders.

Or if the corporation could otherwise negotiate a "phase-out" of the conver-
sion right by diminishing that right periodically, so that the potential dilution
of the common shareholder's interest is minimized, the corporation would as
a practical matter have to forego this significant advantage because 1421 con-
templates that the Treasury will' impute a taxable dividend to the common
shareholder by reason of the reduction In the conversion rate. The common
stockholder, in this situation, is taxed even though he does not receive any
more stock.

Or if the corporation could protect its common shareholders by periodically
increasing the price at which a bond or debenture can be converted into common
stock-a very common situation-, it would, in so doing, create an imaginary
but taxable dividend to its common shareholders.

These adverse and unnecessary impediments to corporate financing result
from the treatment of convertible stock and securities as common stock.

C. The Vast Oomplioations of I 421.--One of the major reasons why Congress
enacted the present rule In 1954 was to eliminate the complexities resulting from
the then change-in.proportional-interest test of taxability of stock dividends.
Section 421 will reintroduce Into our system those same complexities and will
further create additional complexities, arising mainly from the taxation of com-
mon shareholders because of the issuance of convertible stock and securities.

Examples of the complexities,, which we respectfully submit that Congress
should deal with in the statute and which § 421 totally ignores, are indicated by
the following questions:

1. What precisely 1. meant by the term "proportionate Interests" as used in
the proposed 805 (b) (2) ?

2. Since an increase,in proportional Interest of some stockholders would be
taxed only If it is related to a cash dividend paid to other stockholders, when
and to what extent will "relatedness" be considered to exist? Will the stock
dividend be taxed only to the extent of the cash paid to other shareholders?
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3. How will the "gain" taxed to common shareholders as a result of stock
dividends imputed to them be measured? How cani this be done in the case of a
shareholder owning 100 shares of total outstanding shares of 35,000,000? Is the
imputed "gain" likely to be realizable by the shareholder?

4. Where the conversion rate fluctuates with the market value of the com-
mon stock, and thus can go either up or down, will a common shareholder be
allowed a loss where he has to "return" that portion of a conversion right which
which he "received," and was taxed on, in a prior year? If he Is to be allowed
a loss, how is the amount to be determined and what will be its character?

5. If conversion never occurs, will the common shareholder who has been
taxed on the assumption that conversion will occur be allowed a loss? And what
if he has sold his stock in the interim ?

0. Is It Intend(l that the law apply to situation. where the amount of the stock
dividend Is less than the corporation's related cost in advising its shareholders?

7. Will anti-dilution provisions in convertible stock and securities give rise to a
taxable gain to their holders where expressed in terms of value rather than
shares?

8. Does Congress intend that corporations must give complete anti-dilution
protection to holders of convertible stock and securities, or else subject their com-
mon shareholders to tax on stock dividends received by them ?

9. What is Congress' intentiov with respect to the application of the proilosed
rules in light of the constitutional doctrine developed In hI'Ier v. Macomber, 2.52
U.S. 189, and later cases?

These are but a few of the problems created by 1421. They suffice, however, to
raise the question whether these and other complications are Justified by the un-
founded concern over a speculative revenue loss.

D. Revival of Constitutional Problems.-The record of J421 of H.R. 13270 thus
far is silent on the point, but it is plain that the amendments relating to conver-
tible stock and securities raise serious constitutional questions.

The constitutional rules relating to the taxation of stock dividends are de-
veloped in Eisner v. Macomber, 252 P.C. 189, and the other cases cited on the
first page of this memorandum. That rule is that a stock dividend cannot validly
be taxed unless it results in a change in the stockholder's proportional interest.
For example:

1. A distribution of common stock on common stock, there being no other stock
outstanding, cannot validly be taxed. (Ehaner v. Macomber, 252 U.S. 189)

2. A distribution of preferred stock on comtion stock, there being uo other
class of stock outstanding prior to such distribution, cannot validly be taxed.
(Strasburger v. Oomrn4*8itw, 318 U.S. 604)

. A distribution of common stock on common stock, there also being non-
convertible preferred stock outstanding, cannot validly be taxed. (See Treasury
Department's Tax Reform Proposals of April 22, 1909, Example (2), p. 223)

Section 421, of course, deals with common stock dividends paid (or considered
as paid) to common shareholders where that stock dividend is related to cash
dividends paid on convertible preferred stock or interest paid on convertible
bonds or debentures. Section 421 thus raises these two constitutional questions:

1. Can a distribution of common stock on common stock v-alidly be taxed where
there is also outstanding a convertible preferred stock?

2. Can a distribution of common stock on common stock validly be taxed where
there is no other stock outstanding but there Is convertible ivdebteduess
outstanding?

Both of these questions should be answered in the negative it the Supreme
Court's decisions are to be respected. The decision of the Court of Appeals for the
Second Circuit in Ohoate v. Oontntissoner, 129 F.2d 684 (1942), supports this
conclusion. There, rights to acquire preferred stock, convertible into common
stock at specified ratios varying from time to time, were issued to common share-
holders, there also being outstanding preferred stock. The Court tested the con-
stitutional point as though the convertible preferred stock was Itself distributed
and ruled that the distribution could validly be taxed. The court stated in this
connection (p. 688, fn. 12) : .

"We regard as material the fact that the preferred stock here is convertible,
at the election of the holder, into common stock."

If the Court had treated the convertible preferred stock as'common stock (con-
trary to the Government's position 1), the distbution. could not have been con-

'Ifbe Commissioner of Internal Revenue argued in his brief that l' he distribution to
holders of common stock of rights to purchase shares of the Crane Company's convertible
preferred stock was essentiallv analogous to the distribution of a stock dividend In
preferred stock on common stocks "
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stitutionally taxed. The Court recognized this in distinguishing Mile8 v. Safe
DeposAt 4 Trust (Jo., 259 U.S. 247, where it was held that a distribution to com-
mon stockholders of rights to subscribe to common stock could not validly be
taxed under Eisner v. Maceomber.

A further serious constitutional question is raised by the proposed §305 (b) (3)
which would tax a distribution of convertible preferred stock unless advance
clearance of the Secretary or his delegate is obtained. If such a distribution were
made at a time when only common stock was outstanding, It seems clear that
the Strassburger decision would make a tax on the distribution unconstitutional.

Whatever would be the final result of litigation testing the constitutionality of
taxing common shareholders on common stock dividends received by them. Con-
gress should be aware that enactment of the provisions of 5421 concerning con-
vertible preferred stock and debt raises constitutional questions and makes
litigation on the point inevitable.

IV. UNCERTAINTY ARISING FROM BROAD DELEGATION

Section 421 gives the Treasury Department the broadest authority possible
to make the substantive rules for determining whether the provisions of con-
vertible preferred stock and debt will trigger a tax on common shareholders. The
only guideline in 5421 is that the stock distribution (actual or imputed) must
result In an increase In proportionate interest and be related to or identified
or somehow connected with cash payments to other shareholders.

If the provisions concerning convertible stock and securities are to be retained,
Congress should provide the rules. Corporations raising capital must resort to
stock and securities which are responsive to economic conditions existing at the
time and should be able to determine the tax consequences from the statute.

V. APPLICABILITY TO LITTON INDUSTRIES, INC.

At its inception in 19W, Litton formulated a policy of retaining its earnings to
finance its growth. In ten years since 1959, Litton has paid a 21/2% stock dividend
to its common shareholders, but the Company has not paid any cash dividends
to the common shareholders. The Company has consistently followed its early
announced policy of retaining earnings.

Of course, Litton (as other companies) has needed additional funds. It has
bn several occasions found it either necessary or desirable to use convertible
stock or convertible securities in securing funds and continuing Its growth. At
an early Juncture of the Company's history,, the issuance of convertible deben-
tures was the only mode by which the Company could obtain badly needed funds.
This would be true of many businesses today in comparable stages of develop-
ment.

When it has had to employ convertible stock or securities, Litton, of course,
has always tried to negotiate as favorable terms as possible to the advantage
of the corporation and its common shareholders. A prime objective of Litton
in such negotiations is to minimize the dilution of the Interests of its common
shareholders should conversion occur. It has done this, when possible, by trying
to obtain the right to pay annual stock dividends to the common shareholders
without having to adjust the rate of conversion in the convertible stock or
security or by periodically Increasing the conversion price. These efforts to
minimize dilution of the interests of common stockholders have had no tax Im-
plicatoiWs whatsoever.

During the last fwb years Litton has issued its Series B Convertible Preferred
Stock in connection with mergers of Litton and several other companies. In
the first merger In which this stock was issued, the shareholders of the other
company desired cash dividends' and Litton's common stock pays no cash divi-
deride. Thet also wanted, hoWever, both the chance to participate In the growth
t uittbk "apd protection against possible sharp declines in the value of the

1n the course o negotiatons the parties agreed that the preferred sharehold-
ei'8h6ld not have The rlght lto both the cash dividend paid on the preferred

,(Abr~u4h the conversion right). the sto~k dividend paid on the common. It
*Aa atoornirly." 0e that Uttoni-should have the right to 'continue with its
a l k divided without adjusting the conversion rate of the preferred
S 0 kThi emptlonfrop the anti-dilution provision was limited, however, to
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stock dividends up to a value of $2.00, the amount of the cash dividend paid on
the preferred stock. The value of stock dividends in excess of $2.00 brings the
anti-dilution provision into play, and the conversion rate is increased to re-
flect this excess. Similarly, in order to maintain the proportion between the
common and preferred, it was agreed that the conversion rate of the preferred
should decrease if the value of the stock dividend is less than $2.00.

Litton's Series B Convertible Preferred Stock was not created for any tax
reasons. In fact, the stock increased tax revenue. It is a fair stock to both the
common shareholder and the preferred shareholder. No good reason occurs to
Litton why its contntued used should, in effect, be prohibited.

Litton's Series B Convertible Preferred Stock points up another of the de-
ficiencies in §421. Since the conversion rate can either go up or down, dependent
upon the market value of the common stock, the common shareholder could be
taxed when the conversion rate goes down but gets no loss when the conversion
rate goes up. In fact, during its existence the conversion rate of the Series B
Stock has gone both up and down. It Is entirely possible that conversion, should
it occur, will be at the initial conversion rate although in the meantime the
common shareholder would have been taxed on decreases in the conversion rate.
This is a bizarre result.

CONCLUSION

The immediate reason why § 421 equates convertible preferred stock and bonds
with common stock is apparent. Only by regarding convertible preferred stock
and securities as common stock can even a theoretical increase in the real com-
mon shareholder's proportional interest as a result of a stock dividend be
developed. If the preferred stock or debt is treated for what it ls-a preferred
stock or debt which remains such unless and until it is converted into common
stock-, then the common shareholders who receive a stock dividend own the
same proportional interest thereafter as before, viz., all of the com-
pany over and above the liquidating value of the preferred stock or the face
amount of the debt.

It is, however, not so apparent why the authors of § 421 believe it necessary
or desirable to tax a common shareholder on a stock dividend Just because a
convertible preferred shareholder or bondholder could not dilute the common
stock, if he converts, to the same extent after the stock dividends as before.

It is evident that the characteristics of a preferred stock or a debt, even if
convertible into common stock, are significantly different from those of common
stock. Unlike the two-classes-of-common situation where the only difference in
the two stocks is the nature of the dividend, both classes sharing alike in "ups"
and "downs," no corporation would penalize its common stockholders by creating
a convertible senior stock or security solely to provide investors with a choice
between stock dividends and cash dividends. The common stockholder has to
share his prosperity with the convertible holder but cannot count on the latter to
share his losses; he cannot become a preferred shareholder or a creditor, either
to get cash dividends or interest or to put a floor under the depreciation in the
value of his common stock. Even from the point of view of the convertible holder,
it cannot be said that he has a free "election" where the value of his preferred
stock or debt is considerably in excess of the value of the common stock into
which he can convert.

Any amendments relating to stock dividends paid to common shareholders
should be confined to increases in proportionate interests received by holders of
common stock because of the receipt of cash or its equivalent by other holders of
common stock, No amendment should be made which would tax common stock
dividends to holders of common stock because of the existence of convertible
prferred stock or convertible indebtedness.

However, it is apparent that a stock can be labeled "preferred" notwithstand.
ing that it is in reality common stock. Accordingly, tests such as those proposed
on pages 10-11 of the memorandum accompanying this document might be
adopted to distinguish bona fide preferred stock from sham preferred stocks.

Ilt isialso recognized that what is essentially an equity interest can be labeled
"indebtedness& .' Any such interest could be evaluated under standards similar to
those suggested in case of a preferred stock.
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SCHEDULE A.-CASH DIVIDENDS AND STOCK DIVIDENDS, 1953-5, INCLUSIVE

(Billions of dollars

Cash on
propertydividends

1953 ....................
1954 ....................
1955 ....................
1958 ....................
1957 ....................
195 ....................
1959................

Stock
dividends

11.6
IL8
13.6
14.5
15.0
15.0
16.2

Cash on
propertydividendsYea r

1960 ...................
1961 ....................
1962 ....................
1963 ....................
1964 ....................
1965................

Stock
dividends

17.2
18.0
19.6
21.1
23.3
26.0

Source of data: Statistics of Income, corporation Income lax returns, Department of the Treasury.

SCHEDULE B.-CORPORATE FINANCIAL STATISTICS, 1954-68

[Dollar amounts in billions]

Cash divi- Cash divi-
dends as a dends as a
percent of Aftertax percent of

Personal Cash personal corporate corporate
Income dividends Income profits profits

194.......................... $.1 $93 3.2 $20.6 45.1
310.9 5 3.4 27.0 38.9

196 ............................ 333.0 11.3 3.4 27.2 41.5
1957 ................................. 351.1 11.7 3.3 26.0 45.0
1958 ................................. 361.2 11.6 3.2 22.3 52.0
1959 ................................ .383.5 12.6 3.3 28.5 44.2
1960 ................................. 401.0 13.4 3.3 26.7 50.2-
1961 ................................. 416.8 13.8 3.3 27.2 50.7
1962 ................................. 442.6 15.2 3.4 31.2 48.7
1963 ................................. 465.5 16.5 3.5 33.1 49.8:
1964 ................................ 491.5 17.8 3.6 38.4 46.4
1965 ................................. 538. 9 19.8 3. 7 45.2 43.8
1966 ................................. 587.2 20.8 3.5 49,9 41.7
1967 ................................. 629.4 21.5 3.4 47.3 45
1968 ................................. 687.9 23.1 3.4 49.8 46.4

5-YEAR AVERAGES

1954 through 19 ...... .................................. 3.3 .............. 44.5.
1959.through.1963......... 3.4.............. 48.7
1964 though 1968 ......... .............................. 3.5 .............. 44.8

Sources of data: U.S Department of Commerce, Survey of Current Business (1967 biennial supplement; 1969 nation, I,
income accounts Issue).

MZMORA1IDUI

sEOON 05--PO L OONSDZRATIONS RZUATING TO OONvKBTXD PDEIER E SD TOC,
AND mWUNIT43M

Section 421 of R.E. 18270 would amend Code 1180 to provide that where a
common shareholder receives a stock dividend which increases his proportionate.
ownership of a company, and that stock dividend Is related to a cash dividend
paid to other shareholders, the distribution of the stock dividend Is a taxable
event. Although we think that the present rules, which Ignore shifts In propor-
tionate Interest as a basis for taxing stock dividends, have worked eatisfactorily,.
We do not'dispute that the conjunction of these two conditions can be consid-
ered n appropriate cauefor Imposing a tax. Thus, we would agree as follows-
*flth tli0" results of M.19 18270.1

aI atple 1. If A and D eaeb own D shares of the common stock of Oompany X
"d 60 taitiary 1, 190,Compe X pays a stock dividend'to A and a cash divi-
detid to D, there i cause foi A tax toA W*tb respect to'his stock dividend since A
owns more of Oompany X than he did before. .

rzmple 2. If A owns all the common stock of Company X and B owns aU of
the non-convertible preferred stock of Company X and on January 1, 1970, Com-
pwy X pe a dividend In common stock to A and a dividend in cash to B equiva-
lent to the f market value of A's conpon stock dividend, there Is not ade-
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quate cause for a tax to A since he owns no more of Company X after the stock
dividend than he owned before. Both before and after the stock dividend A
owned all of Company X over and above the liquidating value of B's preferred
stock.

However, we disagree with the policy reflected In H.R. 13270 concerning pre-
ferred stock or debt which is convertible into common stock. Specifically we ob-
ject to the conclusive presumption that a mere right to convert a preferred stock
Into common stock Justifies treating the preferred stock as common stock for
determining whether the common shareholder has realized a proportionate in-
crease in his ownership of the company.

Unless, of course, the convertible preferred stock is treated as common stock,
the common shareholder could not be said to have an increase in his proportion-
ate interest by reason of his receipt of a stock dividend, since both before and
after receiving his stock dividend he would own all of the company's assets in
excess of the liquidating value of the preferred stock or the amount of the debt.
To illustrate:

Example 3. A owns all of the common stock of C'Mpany X and B owns all of
Company X's preferred stock which is convertible Into common stock on a
share-for-share basis. On January 1, 1970, Company X pays a cash dividend to
B and a dividend in common stock to A equivalent to the value of B's cash divi-
dend. B continues to hold his preferred stock which remains convertible on a
share-for-share basis.

Under H.R. 18270, A would be taxed on his stock dividend because his propor-
tionate Interest has increased, invoking the conclusive presumption that B owns
common stock and not preferred stock. In short, H.R. 18270 argues that Example
3 is the same as Example 1 which involves only common stockholders.

We say, also referring to Example 3, that there is no cause for a tax to A
on his stock dividend because A's proportionate ownership has not increased.
B's preferred stock remains preferred stock until he converts and until then
B is not entitled to participate in Company X's assets over and above the
liquidating value of his preferred stock. If conversion never occurs, as fre-
quently is the case, B's preferred stock results is no more change in ownership
thau the nonconvertible preferred stock in Example 2 where the stock dividend
to A Is not taxable.

What represents the sounder tax policy? For the following reasons, we submit
that the choice shGald be in favor of our point of view and against the policy
suggested by H.R. 13270.

1. No matter what the circumstances, the proportionate interest of a common
stockholder can only be decreased because of a convertible preferred stock. If
conversion does not occur, his interest remains the same, and surely he should
not be taxed because his proportionate interest might have been decreased by
conversion but wasn't.' If conversion does occur, this proportionate interest neces-
sarily decreases.

Example 4. A owns all the common stock of Company X and B owns all the
preferred stock which is convertible Into common stock on a share-for-share
basis. Before conversion, A's proportionate interest in the assets over and above
the liquidating value of the preferred stock of Company X is 100%. If B's
preferred stock is redeemed and not converted, A never owns less than 100%. If,
however, B converts his preferred stock into common, A's proportionate interest
drops to 50o.

Referring to Example 4 above, H.R. 13270 holds that if B lets his conversion
right go unexercsed, in whole or in part, A's proportionate interest is increased
as a result thereof. This is incorrect. The real thrust of H.R. 18270 is that, even
though A's proportionate interest has not increased, he should be taxed if the
possibility that B could decrease A's proportionate interest by converting is
either reduced or terminated.

.. The conclusive presumption of H.R. 18270 that a right of conversion Justi-
ties treating a convertible preferred stock or a convertible bond as common

4 All convertibles or rights to acquire common stock are treated as common stock under
.R. 182T0. Thus, convertible bonds or debentures, warrants, and rights are classed

atbitraily as common stock. We generally eak of convertible stock, but such reference
sboui4 be understood to include the other affected securities.

21f the converelon privilege expires without exercise, the consequences of taxing the
common stockholder are so demontrably absurd we presume an exception will be made.
HoWever, it is difficult to Justify imposin a tax when the conversion right expires 20%
a year for fiveyears, but not impoing a tax when the entire conversion right lapses at
the end of the th Mear..

88-885--49-pt. 8-84



2290

stock has no factual basis. Indeed, the presumption of conversion is made even
where conversion is Improbable. Whether or not a preferred shareholder will
convert Into common stock depends on economic factors and investment Judg-
ments.

Example 5. On January 1, 1970, the common stock of Company X, which pays
no cash dividend but pays a 3% annual stock dividend, sells for $40 a share.
The preferred stock of Company X, which pays $2.00 a year and isconvertible
into .7 shares of common, also sells for $40 a share. The equivalent value of the
underlying common into which the preferred is convertible is $28.

Under the circumstances In Example 5, it is plain that the preferred share-
holder will not convert even If the conversion right is to terminate the next day.

3. Tax laws should be explainable and a common stockholder, sophisticated or
otherwise, would never understand why he should be taxed because a preferred
shareholder failed to exercise his conversion privilege. He would understand
(correctly) that if the preferred shareholder converts Into common stock, his
percentage ownership of the common stock, and thus of his company, would be
less. The common shareholder would justifiably think anyone irrational who
could find a profit in such a situation for him. Even if It could be said that a
common shareholder theoretically owns more of a company merely because a
preferred shareholder lets his conversion right go unexercised or to be reduced,
if would be a rash assumption that the market place would necessarily place an
increased value on his common stock.

4. The common stockholder has no control over the preferred shareholder and
no right to elect between a stock dividend or a cash dividend.

5. If a tax Is levied on the common stockholders on the theory that conversion
has occurred and if conversion never occurs, the common stockholder has ob-
viously been taxed on something he never got. For this reason alone, H.L 13270
cannot be the right answer.

& Treating a convertible preferred stock as common stock Is not involved in
the provisions that would tax a preferred shareholder If he becomes entitled to
more shares of common stock : on conversion (other than by adjustments designed
to protect the conversion right against dilution). H.R. 13270 would apparently
tax a preferred shareholder on any distribution to him of stock or right to
stock, whether or not that distribution is related to a cash dividend. This would
not be disturbed by the argument we are making.

7. H.R. 13270 will comnplicable legitimate corporate financing involving con-
vertible stock and securitie_- cnd In many instances will foreclose the use of such
type of financing. Convertible stock and securities have been used for many years
because they minimize the cost of financing and benefit existing shareholders.
Our count shows that as of April 21, 1969, there were outstanding over 700 Is-
sues of convertible preferred stock and securities, involving almost as many is-
suers. It would be most unfortunate if Congress adopts a policy which impedes
the use of convertible stock and securities, particularly today when interest
rates are extraordinarily high.

Under the policy of H.I. 13270 that a convertible preferred stock or bond
should be regarded as common stock, many convertible stocks and securities
used today could create significant and unexpected consequences to the common
stockholders. An example is the 5 % convertible subordinated debentures Is-
sued in 1966 by a large American metals company which are convertible into the
issuer's common stock at $85 a share and 5% of which must be retired each year
beginning In 197T.

There are at least two aspects of these debentures, mentioned below, which
could (and as we understand H.R. 13270 would) create a taxable situation for
the common stockholders. This situation would exist nothwithstanding that the
value of the debenture, if converted into common stcok, Is less than the value of
the debenture as a debt, thus making conversion improbable.

(1) The debenture holder's conversion right is protected against dilution re-
suiting from 'an increase in the number of common shares, except that such
protection does not extend to stock dividends on the common stock which are
5% or less of the outstanding common stock. In other words, the issuer could
pay common stock dividends to Its common shareholders up to 5% before the
conversion rate of the debentures Is adJtted. Provisions of this kind are com-
mon. Viewing the debentures as common stock, as H.R. 13270 requires, the com-
mon .shaebolder will be charged with getting an increase in his proportionate
owtiirslip with each stock dividend he receives up to 5%. The common share-
holder wotld ae0ordiftgly be taxed If there Is a related cash dividenAdand ap-

tB
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parently the interest paid on the debentures would be regarded as a related
"cash dividend".

(2) The annual retirement of 5% of the debentures reduces the potential for
dilution of the common shareholder's proportionate interest. That is to say, a
debenture which is paid no longer exists and cannot be converted. This provision
for annual retirement, also a usual type provision, is a plan of periodic retire-
ment, similar in effect to reduction of the conversion ratio of the entire issue,
and under H.R. 13270 also would create a taxable situation for the common
stockholders.

Another typical financing situation with which H.R. 13270 will improperly
interfere is illustrated by the following example:

Example 6. M Company is a growing company in the motel business. Because
of its decision to finance itself to the maximum extent through earnings, it pays
no cash dividends and in lieu thereof pays an annual stock dividend of 3%. In
order to raise $100,000,000 to build new motels, it negotiates with a group of
banks for a loan. The banks agree to lend at a rate of 91/2%. The interest require-
ments would severely hamper M Company so it enters into negotiations for a
lower interest rate with the debt being convertible into its common stock. A
tentative interest rate is set at 6.5%. However, M Company wants Its annual
3% stock dividend to be excused from the provision protecting the creditor's
conversion right from dilution because of an increase in the outstanding com-
mon shares. The banks agree but insist on a compensating increase In the interest
rate to 7%.

In Example 6, the common shareholders of M Company have "paid" for their
stock dividend through the higher interest rate but are able to preclude the
further dilution of their ownership which would result from adjusting the con-
version rate for the stock dividends. Under H.R. 13270, this would no longer be
feasible since the stock dividends would be taxable. M Company would, as a
practical matter, have to give its creditors 100% protection again dilution, thus
increasing the common shareholder's exposure to dilution.

CONCLUSION AND RECOMMENDATIONS

In our Judgment, the considerations stated above show that it would be unwise
and unsound to tax a common shareholder with respect to stock dividends
received by him (actually or constructively) because of the existence of a bona
fide convertible preferred stock or security. We recommend that the contrary
policy reflected in H.R. 13270 be abandoned.

It is stated on page 116 of the Report of the Committee on Ways and Means
that the purpose of the proposed amendments to 1805 is to deter publicly-held
corporations from adopting "a capital structure with two classes of common
stock so that their stock could be sold both to investors desiring appreciation
and to Investors desiring a current income". The soundness of this objective
is highly questionable. It is in the public interest for corporations to be allowed
to finance themselves internally through retained earnings to the maximum ex-
tent possible.

Assuming that the concern expressed by the Committee deserves alleviating,
the remedy should not go beyond that concern-that is, the remedy should apply
only to situations involving two classes of common stock and should not extend
to situations where the second class of stock is "true" preferred stock. This is
true even If the investor can convert his preferred stock into common stock, be-
cause conversion will be entirely a product of investment judgment exercised
in the light of numerous market factors. The decision whether to convert or not
to convert will not depend on just whether the holder wants a cash dividend or a
stock dividend.

We recognize that it is possible to characterize a stock as a preferred stock
when, in essence, it is a common stock--e.g., a "preferred" stock whose only
preference is a $1.00 liquidating value. Obviously, such a stock will be regarded
in the market place as a common stock.

Accordingly, we recommend:
1. Section 421 of H.R. 18270 should be amended to nxelude as a taxable dis-

tribution of stock to a common shareholder any stock distribution which is
related to a cash dividend paid with respect to convertible preferred stock.

2. For purposes of 1 above, 1 421 of H.R. 13270 should also be amended to pro-
vide that a preferred stock is a stock possessing the follow pg characteristics:

(a) The stock cannot be redeemed until five years aftet issuance.
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(b) A fixed cumulative cash dividend is payable at least annually in preference
to cash dIvf, nds on the common stock.

(c) The sto,k has a preference in the event of liquidation, and such preference
Ms established it an amount which Is, as of the time when the preferred stock
is initially Issued, at least 110% of the book value of the common shares into
which the preferred stock is convertible.

(d) The redemption value Is established at an amount which is, as of the time
when the preferredl stock is initially issued, at least equal to the fair market
value of the property exchanged therefor. If the redemption value equals the fair
market value of the property exchanged therefor at any time within the 12
months precdling the exchange, this test will be deemed satisfied.

A stock which does not possess these characteristics, even though it is called
preferred stock and is listed as a preferred stock, would be treated as a common
stock for purposes of J 305. Appropriate standards can, of course, be provided for
convertible bonds.

(There follows, communications received by the committee express-
ing an interest in the subject of stock dividends:)

ARTHUR ANDERSEN & Co.,
Chicago, Il., September 18, 1969.

Re statement regarding H.R. 13270, Tax Reform Act of 1969-Stock dividends.
Committee on Finance,
New Senate Offio Bu ,ing,
Washington, D.C.

SUMMARY OF COMMENTS AND RECOMMENDATIONS

DZAn Si: 1. The status of preferred stock issued in corporate reorgani-
zations should be clarified.

2. The provisions should be limited In scope to avoid problems of noncompli-
ance through failure to understand the intricate rules.

BASIS FOR COMMENTS

1) Clarflication of 8tatus of preferred 8tock issued ia corporate reorgatzation
The provisions of Section 421 of the House Bill are very complex and cover

a number of areas of imputed income. Complexity of the provisions is empha-
sized by the fact that the Secretary of the Treasury, or his delegate, is
empowered to prescribe regulations to cover areas in which, apparently. the
House did not feel that Congress would adequately describe the rules itself.

While the new provisions are cross-referenced to the sections of the Code
relating to corporate organizations and reorganizations, the section should be
limited by the provisions in Section 851, et. seq. of the Code.

We are concerned that the proposed section, on the regulations to be issued,
could be interpreted to render ta table a transaction which has long been
recognized to be a nontaxable corporate reorganization supported by strong
business reasons. We refer to the rftu2,tlons where the parents own a substantial
part or a majority of the stock in an operating corporation whose management
is being assumed by the children. In this situation the Commissioner has fre-
quently ruled that a recapltalizatlon of the corporation with preferred stock
(usually with a cumulative cash dividends requirement but not convertible)
exchanged for all of the stock of the parents is a nontaxable recapitalization
because of the strong corporate business purpose of management being in the
hands of the common stockholders

2> V#t 41oove to avoid noncompliance
In its. general explauaUon of the Bill. the House Committee, on page 114,

anticipates that the regulations may provide that If a corporation bas common
stock, on which it pays no dividends, and preferred stock, which reeeives regular
casew&idir d, with a deceasing convertible featttre to adjust for the cash
dividends then "the holders of the common .wllH be treated as, recetving stock
in a -disproportionate, distribution under Secton" 805 (b) (2)." This, would result
in ordinary income to them.

It;is diffieult-toundersAnd why a ash bas taxpayer hasreceived taxable
income from a decrease 1 the.qonversox ratio of another:stock It is.doubtful
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that stockholders generally or divdend reporting services will have suffilient
Information to determine whether or not there is Income.

The present revenue effect of the provision Is negligible; it Is the future that
the House fears. But their concern seems directed to a relatively simple situation
(two classes of Common with one paying stock dividends and one paying cash
dividends). Where stock provisions are unduly complicated we doubt that there
is understanding and acceptance by investors. Accordingly, we suggests that the
section be simplified and limited.

SUM MARY

The foregoing comments are not intended to indicate an approval or disap-
proval of the remaining portions of the Act, but are oify indications of technical
areas which obviously need simplification. This statement is submitted as part
of a series of letters, each dealing with a particular area of the proposed legis-
lation.It is intended that the comments and suggestions contained herein be made
part of the record of testimony relative to the legislative changes contemplated
for stock dividends, We shall be pleased to discuss these matters further with
you or the Committee, either In person or by telephone. Please cail us collect at
312-34"--6262 if necessary.

Yery truly yours,
JOHN M:EN DEN HALL,

Director of Tace.

NATIONAL SMALL BUSINESS AssOCIATION,
September 11, 1969.

Hon. RussE.LL R. LONG,
Chairman, Committee on Finance, U.S. Senate, New Senate Office Building, Wash-

ington, D.C.
Dear CHA RMAN Loo: National Small Business Assocation supports the

statement of Mr. George C. Williams, President of the National Association of
Small Business Investment Companies, with respect to Section 421 of H.R. 13270.

The proposed Section 421 would complicate the financing of smaller corpora-
tions with respect to convertible stock and securities. In some respects it could
preclude the use of such type of financing.

Incorporation of this letter into the record of hearings on H.R. 13270 will be
appreciated.

Sincerely,
JOHN LEWIS, ExCcutive Vice Presidcnt.

CHRYSLER CORP.,
September 8,1969.

Re II.R. 13270-The Tax Reform Act of 1969.
Subject: Section 421-Stock Dividends.
Bon. RUSSELL B. LoNo,
Chairman, Committee on Financo,
U.S. Senate, New tSenate Office Building, Washington, D.C.

GENTLEMEN : Chrysler Corporation ("Chrysler") welcomes the opportunity
to submit a written statement presenting its views with respect to those provi.
sons of H.R. 13270 dealing with Stock Dividends (Section 421).

The principal point of this statement is that Section 421 of the bill should
be clarified by specifically excluding from the operation of proposed Section
805(b) (2) of the Code those systematic stock redemptions which enable indi-
viduals unrelated to the redeeming shareholder to become the owners of their
own businesses.

Products of many businesses are distributed to the public through retail
stores which require a substantial investment. In many cases it is very difficult
or impossible to find individuals who are experienced in selling a particular
product and who also have the requisite capital. Businesses have often resolved
this problem by establishing experienced salesmen as managers of company-
owned stores and giving such managers a second class of stock under an arrange-
ment whereby the remaining outstanding stock held by the manufacturer must
be redeemed with profits of the retail store (or acquired by the operator out
of such funds as his salary, bonus, etc). Such systematic redemptions of the
entire interest of a stockholder (the manufacturer) should not result in adverse
tax consequences to the salesman-manager (tihe continuing shareholder).
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Where a continuing shareholder's Interest In a small business is Increased
solely because another shareholder's stock Is redeemed by his corporation, as
In the dealer situation described 'bove, the continuing shareholder would ra.erely
own a greater percentage eZ a corporation whose asset value has declined
proportionately. For example, a person who owns 50% of a corporation worth
$100 should not be penalized because his interest has changed to that of a 100%
owner of a corporation worth $50. In Its present form, Section 421 of the bill
would, In effect, Improve dividend income to the Individual-manager-shareholder,
who would realize no current economic benefit from the redemption justifying
such tax treatment. Such a result would be Inequitable and should not be en-
grafted upon the stock dividend rules of Section 305 of the Code.

Yours very truly,
BPJAN T. O'KEE F.
A8ssitant Comptroller.

Senator AxDErmox. Mr. Howurd Lee.

STATEMENT OF HOWARD M. LEE, PRESIDENT, EMPLOYEE RELO-
CATION REAL ESTATE ADVISORY COUNCIL: ACCOMPANIED BY
.AY GLASMANN, TAX COUNSEL; AND WILLIAM SATTERLEE,
CHAIRMAN, BOARD OF DIRECTORS

Mr. GLASMAN'N. Mr. Chairman, I am tax counsel for Employee Re-
location Real Estate Advisory Council.

I have with me today the president of ERREAC, Mr. Howard Lee,
and the chairman of the board of ERREAC, Mr. William T. Satterlee.

Mr. Lee is manager of real estate and taxes for the Kraft Food
Division, Kraftco Corp., and Mr. Satterlee is with Dow Chemical,
director of personal services.

Mr. Lee.
Mr. LEE. Mr. Chairman, we appreciate this opportunity.
ERREAC-Employee Relocation Real Estate Advisory Council-

strongly supports the enactment of legislation along the line of section
231 of the bill to keep our Government from unjustifiably inflicting
tax hardship each year on an estimated half-million employment-
related family moves, including military, civil servant, and private
business.

ERREAC was formed by representatives of private industry in
1963 to facilitate and promote the exchange of information among
those responsible for the relocation housing programs of their respec-
tive companies. At this time, ERREAC's membership consists of more
than 250 U.S. corporations, including many of the Nation's major
employers.

For the past 3 years, ERREAC has actively supported the efforts of
a large bipartisan group of Congressmen and Senators to obtain
urgently needed corrective legislation dealing with the tax treatment
of moving expenses. The ERREAC membership is most appreciative
of the efforts of the many Congressmen and Senators who have taken
an active interest in the moving expense problem. Business-related
family relocations for Government and industry employees have one
thing in common. They entail a great deal of expense.

For many years private industry has recognized the importance of
being able to move employees from one geographical location to an-
other, and that to achieve such job mobility, it is necessary to reimburse
their employees for all or most of their moving expenses.
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In 1966, with the enactment of Public Law 89-516, amending the
Administrative Expenses Act of 1946, the Federal Government was
at long last authorized by Congress to adopt moving expense reim-
bursement practices similar to those prevailing in private industry.

Unfortunately, since at least 1964, the IRS, with support from the
courts, have taken the harsh view that all reimbursed moving expenses
give rise to taxable income to the employee except for the "bare bones"
cost of getting the employee, his family, and household goods from the
old to the new job location. The next result, however, is that the Fed-
eral tax collector under existing law is subjecting thousands of em-
ployees to serious financial loss. It is unrealistic and unfair that an em-
ployee should be taxed on reimbursed expenses which the employee
would not otherwise have had except to accommodate his employer.

ERREAC strongly supports enactment of the provisions of section
231 of the bill which would expand the definition of deductible moving
expenses for employees now set forth in section 217 of the code.

While applauding the proposed addition to the code of the new cate-
gories of deductible moving expenses, ERREAC takes exception to the
following major deficiencies in the bill which it is hoped will be cor-
rected at this time by your committee.

One. The overal11imitations of $2,500 per move for all the new
categories of deductible moving expenses is too low for the average
transferred employee who owns a house. The $2,500 limitation barely
covers selling commissions and closing costs on disposal of a $30,000
home; leaving very little for the house-hunting trip, temporary living
expenses, and out-of-pocket expenses incident to the acquisition of a
residence at the new job location. The inadequancy of the $2,500 allow-
ance is clearly evidenced by the fact that for just one of the new mov-
ing expense categories-selling expenses on the old residence-the Fed-
eral Goverment reimburses its employees up to 10 percent of the sales
price of the house or $5,000, whichever is the smaller amount.

With continuing inflation, the flat dollar ceiling in the bill which
is already inadequate will become increasingly a source of irritation
and frustration to transferred employees. Flexible limitation similar to
those covering the reimbursement of relocated Government employees
under the Administrative Expenses Act of 1946 should be substituted
for the $2,500 limitation in the bill.

Two. Under present law a deduction for moving expenses is allowed
if the taxpayer's new principal place of work is located at least 20
miles farther from his old residence than was his former principal
place of work. The bill would increase the 20-mile test to 50 miles.
The 20-mile test of existing law should be retained. The substitution
of a 50-mile test assumes an unreasonably long commuting pattern for
employees whose principal place of work is changed.

What it comes down to is what is a normal and reasonable com-
muting distance for the average employee given today's clogged hit-h-
ways and inadequate transportation facilities? Should a man livimig
in the Washington area be expected to commute daily to Baltimore
or Annapolis, regardless of the inconveniences, or would a reasonable
man move his residence to reduce the time and distance of the com-
mute? Based upon such standards, we believe the proposed 50-mile
test is completely unreasonable.
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Three. The new moving expense rules should apply beginning with
calendar year 1969, rather than with 1970 as proposed in the bill (p.
164, line 2, and p. 165, line 2). The Treasury Department last April

.22 recommended a 1969 effective date. There is no sound reason for
continuing until next year the existing inequities which, since the
early 1960's have plagued industry and Government employees whose
job locations are changed.

Mr. Chairman, we thank you, and if there are any questions we
would hope that we could come up with the answer.

Senator ANDERsoN. I do appreciate it a whole lot. We have had this
moving question many times.

Senator BENTTr. I just have one. You are supporting the House
bill. You are not asking for any further liberalization of that part of
the House bill which refers to-

Mr. GLASMA N. Senator Bennett, we would recommend three
amendments to the House bill. One would be to have a more flexible
dollar limitation. The present bill has a ceiling of $2,500. We are sug-
gesting that the Finance Committee consider something along the lines
of the limitations imposed when a Federal employee moves, as speci-
fied in regulations issued by the Bureau of the Budget under the Ad-
ministrative Expenses Act of 1946. We are also suggesting that the
existing 20-mile rule which determines whether you have a move
which qualifies under section 217 of the Code be retained rather than
having a shift to 50 miles. Under the 50-mile rule, for example, in
your own State, a man living in Brigham City and working in Ogden
if he were moved to the other side of -Salt Lake City, say Tooele, would
not be eligible for a moving expense deduction because he would not
meet the bill's 50-mile test even though he would have to drive per-
haps 70 miles to work.

Similar hardship situations have been called to our attention. For
example, a man working in New York living on Long Island, might
have "his job location changed to some place in Connecticut, and tat
would only be perhaps 20 or 30 miles across Long Island Sound, but
he would not qualify under the 50 mile because this test is applied as
the crow flies rather than by the actual road distance. This sort of
thing we think should be corrected. Other examples of this type have
been brought to our attention where as man would have to pay ex-
pVensive toll bridge costs. For example, in Delaware, anyone driving
from, well, we will say Dover up to Wilmington working in Wilming-
ton who might be transferred to Philadelphia, the other side of Phila-
delphia, would not be eligible under this 50-mile rule even though
he would have that big toll to pay on the Delaware bridge and would
have all the expen.s that go with such a long commute.

Our final recommended change is with respect to the effective date.
We think the bill should be effective for moves in 1969 rather than
Waiting until 1970.

Senator BEb;--xTrr. Fine.
(Howard M. Lee's prepared statement follows:)

8TAMPMMT Or HOWARD M. L=, PRESENT, EmpLOyrx RELOcATION RzAL ESTATE
ADVISORY COUNCIL

ERREAC (Employee Relocation Real Estate Advisory Council) strongly sup-
ports the enactment of legislation along the lines of § 231 of the Bill to keep our
Government from unjustifiably inflicting tax hardship each year on an estimated

f
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half million employment related family moves (including military, civil servant
and private business).

ERREAC was formed by representatives of private industry in 1963 to facili-
tate and promote the exchange of information among those responsible for the
relocation housing programs of their respective companies. At this time,
ERREAC's membership consists of more than 250 U.S. corporations, including
many of the Nation's major employers. Over the past 5 years, the purpose of
ERREAC has broadened to include the study and development of methods and
procedures whereby the sale of homes by employees who are teransferred by
their employers to different geographical locations may be accomplished with a
minimum of economle loss to the employee and his employer. Membership in
ERREAC Is open to all companies who transfer employees from one job loca-
tion to another and who are interested in furthering the study and solution of
the problems encountered by relocated employees, with particular emphasis on
the acquisition and disposition of their homes.

For the past 3 years, ERREAC has actively supported the efforts of a large
bipartisan group of Congressmen and Senators to obtain urgently needed cor-
rective legislation dealing with the tax treatment of moving expenses. The
ERREAC membership is most appreciative of the efforts of the many Congress-
men and Senators who have taken an active interest in the moving expense
problem.

The problem which § 231 of the Bill would weet is very simple. Day in and day
out, thousands of Americans are expected by private business or by the Govern-
ment to pack up and move from one part of the country or world to another.
These are not optional moves. For those who value their jobs and careers they
are for the most part compulsory. They are dictated by the needs not of employ-
ees, but of employers.

Such moves may be the result of an opening of a new installation, a change in
location of corporate headquarters, a transfer from one office or plant to another,
or any one of a number of other valid and important business reasons. In general,
employees who are transferred by private industry are not wealthy people; they
are middle income, lower and middle echelon employees--salesmen, engineers,
and the like-earning between $7,000 and $15,000 a year. In many cases-perhaps
as many as two-thirds, according to ERREAC estimates-the moves are not con-
nected with a promotion.

They may involve a sidewise or lateral job opportunity for the employee. This
is particularly true in the case of a mass move brought about by the opening or
closing of a plant or other major facility.

Also, according to a 1968 survey by Atlas Van Lines, most transferred em-
ployees of major corporations tend to be young-about 40 percent are between 25
and 35 and nearly two-thirds are under 45--and most must anticipate moving
several times during their job careers.

Regardless of the reason for the transfer or the age or salary level of the
transferred employee, business-related family relocations have one thing in com-
mon: They entail a great deal of expense.

Among the many costs involved are:
1. The expense of transporting family members and household goods to the

new jot, location (including temporary storage).
2. lie costs of selling a house or terminating a lease at the former

locatit :i.
8. The cost of searching for a residence at the new location.
4. Meab anrid lodging for the employee and his family while awaiting ar-

rival of t: ir furniture or availability of their residence.
5. Expenses Incident to the purchase of a residence at the new place of

work, such as legal fees, title search, recording fees, and so forth.
6. Loss suffered by the transferred employee on the sale of his old residence

for less than Its fair value because of the necessity of selling his home and
moving to the new location without delay.

7. Miscellaneous or incidental expenses resulting from the move, such as
forfeited tuition fees, costs of disconnecting and reconnecting appliances, and
the like.

For many years private industry has recognized the Importance of being
able to move employees from one geographical location to another, and that
to achieve such job mobility, It Is necesary to reimburse their employees for
all or most of their moving expenses of the types previously mentioned.
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In 1966, with the enactment of Public Law 89-516, the Federal Government was
at long last authorized by Congress to adopt moving expense reimbursement prac.
tices similar to those prevailing in private industry, including reimbursement for
one round trip to the new location for the employee and his spouse to search for
a residence, living expenses for the employee and his family for a period of 30
days while occupying temporary quarters, real estate expenses resulting from
the transferred employee's sale or purchase of a residence, or settlement of a
lease on rented quarters, and a flat allowance to cover miscellaneous moving
expenses. In effect, subject to certain limitations, the Federal Government's
reimbursement practices were brought into line with those of private industry,
with the single exception that the Government was not permitted to reimburse
for "house losses" (item 6 above for private Industry).

Unfortunately, the efforts on the part of responsible employers, both Govern-
ment and private, to ease the financial hardship to the employee who is moved
for the business convenience of the employer have been partially thwarted by the
Internal Revenue Service and the courts.

Under the Internal Revenue Code, as Interpreted (at the insistence of the In-
ternal Revenue Service and the Justice Department) by the courts in recent
cases such as Bradley v. Commfssioner, 324 F. 2". r;10 (4th Cir. 1.63) ; Engfland v.
United States, 345 F. 2d 414 (7th Cir. 1965) ; E '.er v. United States, 393 F. 2d
827 (Ct. Cls. 1968) ; and Commissioner v. Starr, 399 F. 2d 675 (10th Cir. 1968);
it is now all too clear that reimbursement of moving expenses, other than actual
transportation costs and subsistence while en route, results in taxable income
to the employee.

The legal theory which permits this result is that the reimbursed employee has
received a taxable benefit because he is better off financially than he would have
been had he been forced to move without reimbursement. The net result, how-
ever, is that the Federal tax collector under existing law is subjecting thousands
of employees to serious financial loss, even as their employers, including the U.S.
Government, are doing their very best to prevent such hardship. This absurd
and grotesque result must not be permitted to continue. It is unrealistic and
unfair that an employee should be taxed on reimbursed expenses which the em-
ployee would not otherwise have had except to accommodate his employer.

Some prosperous companies, it is said, can ameliorate this problem by paying a
transferred employee an allowance over and above his moving expenses to cover
the tax imposed by the Internal Revenue Service on most of the reimbursed items
of expense. This can and is being done in greater or lesser degree by many
ERREAC members. But is it a sound procedure for the Government to force the
cost of employee moves up by such a tax "gross up"?

Tbis increased cost factor, aside from its inflationary features If passed on
to the employer's customers, can only discourage labor mobility to some degree.

On the other hand, what about the employees of smaller or less prosperous
companies which may not be able to afford the employee's tax bill (including the
tax on a tax) ? And what about the employees of the Federal Government which
is barred by law from reimbursing them for income taxes incident to reimbursed
relocation costs? For all such employees, the taxation of reimbursed moving ex-
penses seriously dilutes the benefit of the reimbursement, and Job mobility neces-
sarily suffers. Moreover, the present situation would appear to discriminate
unfairly against them as compared to the employees of large, financially strong
corporate employers.

For the above reasons and others, and because the inequities of the present
harsh Internal Revenue Service position are so readily apparent, there has been
a ground swell of support in Congress for liberalizing the moving expense tax
rules.

ERREAO, in accordance with the unanimous vote of its board of directors last
December, strongly supports the provisions of 0 231 of the Bill which expand the
definition of deductible moving expenses for employees now set forth In section
217(b) of the Internal Revenue Code to include:

(a) A pre-move house hunting trip or trips by the employee and members
of his household;

(b) Temporary living expenses at the new employment location for not
more than 80 days while awaiting occupancy of permanent quarters;

(c) Selling commissions and other expenses incident to the sale of the
employee's old residence or to the settlement of an unexpired lease on the
employee's old residence;

(d) Out-of-pocket costs incident to the purchase or rental of a residence
at the new Job location.
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Addition of the above categories to the already excludable or deductible "bare
bones" transportation costs of present section 217 will be a substantial forward
step in assuring fair tax treatment for relocated employees. Moreover, as the bill
covers all transferred employees, whether reimbursed or not, on an equal foot-
Ing, a past Treasury objection against having the bill cover only reimbursed em-
ployees has been eliminated.

While applauding the proposed addition to the Code of the new categories of
deductible moving expenses, ERREAC takes exception to four deficiencies in the
Bill which it is hoped will be corrected by your Committee.

1. The overall limitations of $2,500 per move on the new deductions is too low
for the average transferred employee who owns a house. Thus, this $2,500 limita-
tion on the deductible expenses in the new categories for the home owner barely
covers selling commissions and closing costs on disposal of a $30,000 home, leav-
ing very little for the house hunting trip, temporary living expenses and out-of-
pocket expenses incident to the acquisition of a residence at the new Job location.
The very modest nature of the $2,500 allowance is also evidenced by the fact
that for selling expenses on the old residence alone, civilian Government em-
ployees may be reimbursed (under the amendments made by Congress in 1966 to
the Administrative Expenses Act of 1946) up to 10 percent of the sales price
of the house or $5,000, whichever is the smaller amount.

With continuing inflation, the flat dollar ceiling in the Bill which is already
inadequate will become increasingly a source of irritation and frustration to
traLisferred employees. ERREAC recommends, therefore, that flexible limitations
similar to those provided for reimbursement of relocated Government employees
under the AC..'nistrative Expenses Act of 1946, as amended in 1966, be substi-
tuteG for the overall dollar limitation of the Bill. See appendix A for ERREAC's
specific suggestions on appropriate limitations.

2. Under present law, a deduction for moving expenses is allowed if the tax-
payer's new principal place of work is located at least 20 miles farther from his
old residence than was his former principal place of work. The Bill would in-
crease the 20 miles test to 50 miles.

'many members of ERREAC are very much concerned about this proposed in-
crease in the mileage test for qualifying for deduction of moving expenses. For
any major company with many individual business locations scattered through-
out the country, the effect of this change is most undesirable. The net effect is
that unlucky employees who may already be commuting a considerable distance
to work are exempted to increase the commute up to 50 miles each way every
working day if their place of work is changed, rather than move closer to the
new Job location.

We believe this is completely unrealistic. By way of example, under the pro-
posed legislation, an employee living in Brigham City, Utah and working in
Ogden (about 22 miles apart) would be denied a moving expense deduction if he
moved to the Salt Lake City area (35 miles from Ogden and about 53 miles from
Brigham) because of a transfer of his principal place of work to Salt Lake.
And a man living any place between Dover and Wilmington, Delaware and
working in Wilmington would get no deduction for moving expenses if required
to move to the far side of Philadelphia because of a job connected transfer.

What it comes down to is what is a normal and reasonable commuting dis-
tance for the average employee given today's clogged highways and inadequate
transportation facilities? Should a man living in the Washington area be ex-
pected to commute daily to Baltimore or Annapolis, regardless of the incon-
veniences, or would a reasonable man move his residence to reduce the time
and distance of the commute? Based upon such standards, we believe the pro-
posed 50 mile test is completely unreasonable. While there is no particular magic
to the present 20 miles test (determined incidentally by the IRS on a straight
line basis, irrespective of obstacles such as bays, rivers, lack of roads, etc.), at
least it permits the deduction of moving expenses on a basis which the average
man and the Treasury Department feel to be within the bounds of reason. More-
over, to the extent mobility of labor is regarded as desirable, the proposed 50
miles rule would obviously have a negative effect on those employees who are
being asked to move to new Job locations between 20 and 50 miles farther
from the old residence than were their old Job locations.

3. The new proposals (both those ERREAC which supports and those we find
objectional) apply with respect to moving expenses or incurred in taxable years
beginning after December 81, 1959. ERREAC strongly recommends that the lib-
eralizing changes apply to moves made in 1969, as recommended by the Treasury
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Department last April when It first presented its tax reform proposals to the
Ways and Means Committee.

From a procedural standpoint, one thing that apparently delayed action on
moving expense legislation during 100(, 1967 and 1968 was the absence of a
formal Treasury Department report on the many pending bills. Ihis deficiency
was taken care of early this year, Under such circumstances, ERREAC strongly
recommends that the obvious inequities in the taxation of moving expenses not
be permitted to continue beyond the date proposed by the Treasury Department
last April. In fact, in all fairness to Federal Government employees and to those
in industry not fully reimbursed for the expenses of their Jobs connected moves.
a good ease can be made for applying the change retroactively to 1960.

4. With the three modifications outlined above, EIRRHAC supports the enact-
meat of I 231 of the Bill. However, it should be pointed out that the Bill falls
to cover two categories of moving expenses which are frequently the subject of
reimbursement in the case of employer directed moves in industry. These are
"miscellaneous moving expenses" and "house losses."

One of the amendments made by Congress in 1066 to the Administrative
Upen"a Act of 1048 authorized the reimbursement of so called miscellaneous
moving expenses for civiliaA Government employees through an allowance related
to the employee's salary and family status. P.L. 89-316. ERRIEAC believes that
the regulatory and stAtutory conditions, requirements and limitations on the pay-
ment of the miscellaneous moving expense allowance to be transferred employee
of the Federal Government can appropriately be adopted In providing a deductible
"miscellaneous moving expense category" for all relocated employees. Thus, a
miscellaneous expense category could be added to the Bill providing for a maxi-
mum deduction equal to one or two weeks' pay depending upon family status,
with the overall deduction being limited by the maximum pay scale for Grade
08-1&

ERREAC also suggests that at an appropriate time the committee should con.
sider adding a house lo" category to the list of moving expense categories receiv-
ing favorable tax treatment. To avoid possible abuse, it way be necessary to
limit the availability of the house loss deiductlon to those cases where the loss.
Is reimbursed by the employer and there i, hence, a built in, self policing device.
This provision would be similar to that approved by the Senate In 1904, but
eliminated In conference, In connection with the consideration of the Revenue
Act of 1064.

Finally, we would point out that confusion has been created by the uiqualliled
statement at page 77 of the Ways and Means Committee Report on the 13111 that
moving expense reimbursements are wages subject to the withholding provisions
of section 3401 (a) of the Code. As we understand it, section 3401 (a) (15) speclfi.
ally excludes from any withholding requirement those reimbursed moving
expenses which it is reasonable for the employer to believe are deductible by the
employee under section 217. We believe It would be helpful It the Senate Report
could include an appropriate reference to section 3401(a) (15) at the point the
tax treatment of reimbursements is discussed.

App 9 4zx A Proposed Substitution of More Flexible Limitations by Category
of Moving Expenses for Overall Limitation of $2,500 Provided In Bill

l RR1DAC'recomends that the Bill's overall limit of $2,500 on the deductibil-
Ity of the new categories of moving expenses (with expenses related to hotise
hunting tripe and temporary living expenses being limited to $1,000 of the $2,M))
bO modified to apply separate limitations on a category by category basis rather
than on an overall basis and to provide more flexible limitations with respect to
0Epenew Incurred bn the sale and purchase of a residence. The new limitations
would be fmllar to the limitations provided for these items under the Administra-
tive Nrtenseo Act of 1946, as amended In 190, by P. L. 8-510, when the Federal
Goternment reimbursea moving expense of its transferred employees,
-"ied0ely, ERREAC recommends the following limitations on the new eare-

in66ofevimig expenses.-
1. AeeUE#o .#,.--For reasonable expenses Incident to the sale or exchange

6f the employee's former residence (p. 159, lines 14-20 of H.Rl. 13270), the limita-
tion would be the smaller of 10 percent of the actual Pales price of the resi4dence
bkn $5,000. i% limitation Is the Pame as provided at p. 26 of Bureau of the Budget
O!tCar No. A-fO, Revised October 12, 1ON for reimbursement of Federal civilian
em*po~eS movn liat the request of the G6vernment,
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2. Residence purchase.-For reasonable expenses incident to the purchase of a
new residence in the general location of the new principal place of work (p. 159,
lines 21-25) the limitation would be the smaller of 5 percent of the purchase
price, or $2,500. See Budget Bureau Circular No. A-50, p. 20.

3. Residence lcasc.-The Bureau of the Budget regulations under Civil Service
reimbursement law (P. L. 89-518) do not set forth specific dollar limitations for
expenses Incident to the settlement of an unexpired lease on the employee's
former residence, or for the acquisition of a lease on a new residence in the gen-
eral location of the new principal place of work (p. 160, lines 0-13). A reasonable
dollar limitation in these areas would be $1,500 for settlement of an unexpired
lease and $750 for the acquisition of a lease on a new residence.

4. 1(ouse hunting trips and temporary liiin9 expenscs.-For the combination
of house hunting trip expenses and temporary living expenses up to 30 days at
the new job location (p. 158, beginning with line 24 through p. 159, line 7, of
11. H. 13270), the limitation of $1,00 now set forth in the bill (p. 160, line 15-20)
appears reasonable at this time. The regulations under the Administrative Ex-
penses Act of 1946 do not specify overall dollar amounts for these Items, but In-
stead apply per dient allowances, and specify the maximum duration of the
house hunting trips. Budget Bureau Circutlar No. A-50, pp. 17 and 20. Limitations
of this type, while representing a restuiable approach, might be difficult for the
IRS and for employers to administer and are not recommended by U,1litEAC for
this reason.

(There follow, corimuuicat iois received by tho committee express-
ing au intort in the subject of nioving expenses:)
STATEMENT OF TIE BUSINESS EQUIPMENT MANuFAoTUSr.Is AssOOIATION, NEW

YORK, N.Y., SUBlMITTED BY C MATHEWS 1)I0K, Jit, PRESIDENT

The Business Equipment Manufacturers Association is comprised of 65 firms
operating throughout the nation and specializing in the manufacture and sale
of data processiug equipment, office machines and office furniture equipment
This A.oclatloin's nveubershil) represents approximately 859o of the total sales
of this 12.5 billion dollar Industry.

We.wh'h to comment with respect to Section 231 of the Tax Reform Bill (H.R.
13270) passed by the U.S. House of Representatives which relates to Job reloca-
tion expenses incurred by employees.

Wo submit that the public Interest Is better served by tax reform provisions
which tend to Increase, rather than decrease, the mobility of labor avuud thus to
help achieve a dynamic and efficlent economy. Although the proposed bill is
intended to liberalize the tax treatment of some Job relocation expenses incurred
by an employee, we submit that the bill is, In some respects, counterproductive.

First, the bill sets a maximum deduction of $2,50 for those new categories of
relocation expense it recoinlues Any additional reimbursed cost Is subject to
income tax, effectively reducing the not amount of reimbursement to an employee
in meeting the cost of relocation. Such limittlon on the amount which a presently
employed person can deduct for these new categories of relocation expense ap-
pears patently inconsistent with the stated Oongressional policy of maximizing
employee mobility.

Second, we question the necessity for imposing severely restrictive mileage
conditions to deductibility of moving expenses Incurred by an employee who is
required by his employer to move to a new job location. The Implication of Section
231 is that an employee who Is relocated should be prepared to 4noree his coM-
mutation distance by as much as 49 miles in metropolitan areas where a 20-25
mile commutation distance is already typicaL In our opinion, this is both injust
and unreasonable. For companies with numerous offices aid plant locations
throughout the country, tb restriction would prevent substantial numbers of
employees, who must as a matter of necessity move their resident when their job
location is changed, from taking advantage of the new deductions, or even of
utilizng those deductions presently permitted.

If the intent o the tax relief provisions of this legislation I* to bring the tax
implications of relocation expenses into line with a realistic view of Individual
neces ity, we Iblfrve increasing the distance from 20 mils to 50 miles In order
-to qualify for tax deductions is a clear step in the opposite direction.

Accordinugly, consistent with the liberalizing effect that the proposed moving
expense provision is specifically designed to achieve, we recommend:
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1. That the limitation of the proposed deductible amount of $2,500 for these
new categories of relocation expense be eliminated where a presently employed
person is reimbursed by his employer for expenses incurred in connection with
relocating his residence so as to maintain his employment relationship at a new
location with his present employer or with an affiliate of such employer, and

I That if the present 20 mile test to determine eligibility for the relocation
expense deduction cannot be reduced, at the very least that it not be increased
by a new and additional 50 miles.

STATEMENT OF JOHN C. MASON, PRESIDENT, NATIONAL Assocr&TE
BUSINESSMENt INC.

Mr. Chairman and Members of the Committee, I am, John C. Mason, a member
of the law firm of Mason, Knudsen, Berkhelmer & Endacott, of Lincoln, Ne-
braska, and President of National Associated Businessmen, Inc., a business
league of approximately 2,000 business corporations and businessmen.

National Associated Businessmen is wholeheartedly in favor of legislation to
liberalize the present rules governing the tax treatment of moving expenses. We
presented oral testimony on this subject before the Committee on Ways and Means
last March. The members of our association, as employers, find the present moving
expense rules unsatisfactory for several reasons: (1) they impede the most
efficient use of available labor, (2) they put a strain on employer-employee rela-
tionships, and (8) they breed litigation and widespread confusion.

Our members believe that the provisions of H.R. 13270 (Sec. 231) represent
a substantial Improvement but that to be realistic they should be made somewhat
more liberal.

BAOKOROUND

Nmployers frequently find it necessary to transfer employees from one job
location to another. Current estimates are that approximately a half million
employees, including government, military and civilian, are requested by their
employers to move to new Job locations each year. Some employees are moved to
new Job locations as part of a training or sales program. Others are moved be-
cause their special skills are needed at a particular place at a particular time.
Some transfers are made because the employer is opening new offices and others
because the employer is closing old offices.

Recently, some employers have found it necessary to transfer sizable numbers
of employees to different locations because of changes in the structure of the
organization brought on by automation. One corporation, for 'example, trans-
ferred 2,329 employees in 1967 at a total cost to it of $5.4 million. Most of these
moves were due to the installation of a computerized record-keeping system
which required the centralization of the company's bookkeeping and accounting
personnel. Whatever the reason for the move may be, however, employers know
that they can operate their businesses more efficiently If they can transfer
employees freely to new locations as the need arises. Th!s Is good for business
and good for the economy.

THE PROBLEM

One factor which impedes the employer's ability to freely transfer employees
Is the heavy financial burden that must be borne by the transferred employee.
employees who are required to move incur substantial expenses in connection
with the move. These Include the cost of transportation to a new location, food
andlodging enroute, transportation and storage of household goods and personal
effdts, house huntingtrips, the cost of temporary quarters before a new residence
efin be obtained, expenses in connection with sale of the old home and purchase of
a new one,: ahd other miaeehlaPan~n Ppen"e which Rre too numerous to enu-
merate •'2Ie heavier' the financial burden, the more reluctance there is on the
part of the employee to move'to a new location.,
In" order to mriftmie the financial hardship on the employee, most employers

reimburse their employees for part of the-moving expenses incurred. Employers
reo tlmtt theoat oU the move are Incurred primarily for the benefit of the
~o$t'e ' ess and a. suech, they should properly be treated as overhead

'0006 of the einployr. In short, It does Aot make sense to require the employee
to pay for a mbf that s made for the benefit of the employer. We know of no
Woiployei,however, who has-a completely make-whole reimbursement policy, and
It Is a rare z , Indee& where atansfetred"enployee: suffers no fdnancial loss as
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a result of a move even though he is reimbursed. The tax bite taken out of a
large part of the reimbursement makes the situation worse.

Efforts made by employers to soften the economic blow on transferred employ-
ees have been frustrated by the present tax treatment of moving expenses. The
Internal Revenue takes the position that an employee who Is transferred by his
employer to a new location must pay tax on part of the reimbursement received
from the employer. The Service allows the employee to exclude from Income that
part of the reimbursement which covers the "bare-bone" expenses of the move;
that is, the cost of transferring himself, his family and his household goods to the
nev job location. However, the Service requires that the remainder of the re-
imbursement be included in the employee's income, even though it covers other
reasonable expenses associated with the move, such as the cost of house-hunting
trips, expenses of selling the old and buying a new house, and temporary living
expenses at the new location while awaiting permanent quarters. Some lower
courts have disagreed with the Service although two Courts of Appeal and the
Court of Claims have upheld the Service position.

In 1965, the Internal Revenue Service ruled that reimbursements covering
the non-bare-bone expenses of a move constitute wages subject to withholding.
Prior to that time, most employers were not withholding taxes and most employees
were probably not including the reimbursements in income. Since 1965, most large
employers have been withholding on moving expense reimbursements. It is difficult
for the average employee to understand, however, why part of the reimburse-
ment is taxable while another part Is not.

In order to help solve the problem, some employers are now reimbursing em-
ployees additional amounts to enable the employee to pay the tax on the reim-
bursed moving expenses. Since the additional reimbursement is also subject to
tax, some employers also reimburse employees for the tax on the tax. This pro-
gression could go on indefinitely, of course, but very few employers carry it past
the second tax. Tax rules that encourage employers to pay their employees' tax
and engender bewilderment on the part of employees do not produce a satisfac-
tory system. Legislation is clearly needed.

Legislation to liberalize the moving expense rules would also end the expen-
sive and protracted litigation that has been going on in this area; litigation which
is particularly unfair to employees of small means. The present Internal Reve.
nue Service position on the taxability of moving expense rAmbursements stems
from a 1954 Revenue Ruling. The ruling furnishes no reason-nor Is one readily
ascertainable-to explain why, on the one hand, reimbursements received for
bare-bone expenses are not taxable while, on the other hand, reimbursements
received for other reasonable expenses of the move are taxable. The difficulty of
Justifying the rule-of-thumb approach taken by the Service in its 1954 ruling

,has bred litigation and widespread confusion.
Sound legal arguments exist for excluding reimbursements for all the reason-

able expenses incurred Incident to an employer-directed move. Employees who
have litigated the question have met with some success in the trial courts al-
though not In the appellate courts. Because of the sympathetic approach taken by
the lower courts, however, and because so many people are affected by the Serv-
ice's position, litigation can be expected to continue until the Supreme Court de-
cides the question-an action which, so far, the Court has refused to undertake.

The legal argument to support the non-taxability of moving expense reim-
bursements involves the proper application of the longstanding "convenience of
the employer" rule. This rule deals with the crucial distinction between personal
expenses of the employee and expenses which should be treated as overhead
expenses of the employer's business. The rule recognizes that every benefit pro-
vided by an employer to an employee does not necessarily constitute income or
compensation.

For example, an employer may provide his employees with deqks or tool or i
clean, well-lighted place to work. Yet no one would presume to argue that the
value of those benefits should be taxed to the employees. The dynamic nature of
the concept underlying the convenience of the employer rule Is best expressed
in the following comment by former Secretary of Labor and Supreme Court Jus-
tice, Arthur Goldberg:

'he line between compensationn and conditions of employment) is nerhaps,
not susceptible of precise definition. 4 * It depends very much on what our cur-
rent conception of the relative responsibilities of employer aud employee happen
to be. The question is whether. the benefit in question Is one which we regard

afka proper responsibility which employers should supply for employees as a
condition of employment wholly apart from the compensation for their work. And
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the answers to that question vary from time to time. To the extent that benefits
are usually or normally provided by employers, even though they may involve
a saving to an employee over alternative methods of providing this facility by
himself, then, to that extent the provision of such benefits should not be con-
sidered as compensation to the employee but as the provision of Improved con.
ditions of work * * *."
I-The expenses of moving an employee to a new Job location fall within that cate-
tory of expenses that are properly viewed as overhead expenses of the employer
rather than compensation to the employer. The Service recognizes this when it
permits the bare-bone expenses of a move to be converted, In a sense, into a busi-
ness expense of the employer. The Service is arbitrary, however, In limiting
alplication of the rule to the bare-bone expenses and in failing to recognize that
other expenses Incurred in the move should be treated the same way.

The cost of relocating employees is regarded today as a proper responsibility
of the employer, and that responsibility does not end with the bare-bone expenses.

ven the Government, under a recent amendment to the Administrative Expense
Act, is authorized to reimburse a transferred employee for other than the bare.
bon6 expenses. Public Law 89="16 passed by the Congress as H.R. 10607, author-
iae reimbursement for the costs of a househunting trip, the cost of temporary
quarters at the new post, expenses involved in selling the old house and buying
a new one, and a fiat amount to cover other miscellaneous expenses of the move.

In reporting out this amendment, the Senate Committee on Government Opera.
tons indicated a marked concern over the tax status of the reimbursements au-
thorized by -the bill, and, In the following language, e3pressly stated that relm-
bursements of this nature should not be taxed:

"The committee is of the view * * * that the general purpose and effect of H.R.
1O(f would be seriously diluted if the benefits and allowances authorized there-
under are deemed taxable as income. In this regard the committee is in full ac-
eord with the following testimony given on this matter by John W. Macy, Chair-
man of the Civil Service Commission, before the House Committee:

* the baslc philosophy behind this legislation would Indicate that this is
not compensation, this is not additional income. This is reimbursement, and there.
fore, should not be taxable. m

An amendment to exempt from taxation the reimbursements authorized by the
bil was not adopted by the Senate Committee on Government Operations because
of the Jurisdictional problem that might have resulted, and because the Com-
mittee was aware that legislation similar to the proposed amendment was pend-
ing before the House Committee on Ways and Means, and the Senate Committee
on FlpAnoe.

'"he fact that the Government itself, as an employer, does not view moving
expense ,reimbursements as compensation for servIcs highlights even further

ohe untenable nature of the position currently being taken on the question by
Internal fevenua lpenses of moving employees are not "personal" expense

They ,re part,of the cost of doing business (and of operating a government) in
a high, mobie society. As such they should be viewed as a condition of employ-
ment a4 not as compensation.

tStlve to liberalize the tax treateniet of moving expenses Is needed. The
many employees involved in this controversy are people of limited means and the

nviountf involved are often spall. Under these circumataLces, they must either
accept the arbitrary portion currently being taken by Internal Revenue or under-
take costly and time-consuming litigation. The situation is unfair, and should be
remediew

Moreover, the legislation would take up where the Congress left off in enact-
Ing 1.R. 10O07. The expression of Congressional concern over the taxability of
the reItmrsements authored by H.R. 10607, when coupled with the obvious
eqult i of a bill to bring relief to the moving expense area, clearly indicates

tt timenk4 ripe for passing this much needed legislation.

TUB PAUNT r LAW

p$t *tui the znpmIttee R~eport to vtccomkpaxny L.R 18WTO:
lvala ows ,under speeifled conditions, a, deduction from gross Income
3oI.J0-rats moving expense& The deductible expenses are those of41 lt i xpaye" members of his household and their belongings from

~h~44~v~~cqto, 00 ne0W Zesdence,, including mea and lodging enroutei
ii /



2305

Tho deduction is available to new employees and to unreimbursed transferred
employees.

"Present law does not deal with reimbursed moving expenses other than to
provide that no deduction is allowed for moving expenses for any item to the
extent that the taxpayer receives zeiuibursement or other expense allowance
for such item unless the amount of the reimbursement or other expense allow.
ance is Included In the taxpayer's gross income. Thus, if an employee has claimed
a deduction for moving expenses and subsequently receives a reimbursement
for these expenses which he does not include in his gross income, then he must
file an amended return for the Itaxable year in which the deduction was claimed.
Generally, the courts have held that reimbursements for those moving expenses
which are presently deductible are not includible in gross income and that
reimbursements for other moving expenses are includible in gross income."

PROVISIONS OF H.R. 13270

The bill provides that a moving expense deduction is to be allowed for three
additional categories of expenses. The first additional category is expenses for
premove house-hunting trips. The second additional category is temporary living
expenses at the new job location. Qualified residence sale, purchase, or lease ex-
penses constitute the third additional category of moving expenses for which a
deduction is to be allowed.

The deduction for these additional categories of moving expenses is subject to
an overall limit of $2,500, and the additional expenses related to house-hunting
trips and temporary living expenses at the new job location is limited to $1,000
of the $2,500.

RECOMMENDATIONS

We believe that the provisions of H.R. 13270 represent a substantial improve-
ment but that to be realistic they should be made somewhat more liberal.

We recommend that the limitation of $1,000 for expenses related to house-
hunting trips and temporary living expenses at the new job location be changed
to $2,500.00.

We also recommend that no specific limitation be applied to the expenses of
selling the old house and buying a new one. Expenses falling Into this category,
like the present "bare-bone" expenses now permitted, should be deductible so long
as they are reasonable in amount.

Even with this more reasonable treatment, some employees will still realize an
economic loss because of the multitude of miscellaneous expenses generally in-
curred in connection with the move. The effect on the revenue of these recom-
mended wodifications should be more than offset, however, by the benefits to the
economy that will result from the more effective utilization of the work force. In
addition, and of paramount importance, the recommended legislation will help
alleviate the economy hardships employees must now face when forced to move
for the convenience of their employers.

STATEMENT OF AMERICAN TELEPHONE & TELEGRAPH[ CO., SUBMITTED BY W. C.
MERCER, VICE PRESIDENT

American Telephone and Telegraph Company, for itself and its associated
companies in the Bell System, submits this statement on the subject of Moving
Expenses, section 231 of the bill. The Bell System companies support the pro.
visions in that sectior -f H.R. 13270 which expand the definition of deductible
moving expene-.. However, we urge that consideration be given to three modi-
fications of the House bill.

1. RETENTION OF THE 20-MILE RULE

Under present law, the deduction for Job-related moving expenses is con-
ditioned upon the taxpayer's new principal place of work being located at
least 20 miles farther from his former residence than was his former principal
place of work. The House bill increases the distance from 20 miles to 50 miles.

On April 22, 1909, when the Treasury Department presented its tax reform
proposals to the House committeee on Ways and Means, there was no suggestion
that the 20-mile test was unsatisfactory. In fact, the Treasury Department recom-

83-865--9-pt. 3- 35
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mended that "the so-called 20-mile test contained in present law would not be
changed." (House Ways and Means Committee Print, April 22, 1909, p. 253)
Moreover, when the House Ways and Means Committee reported H.R. 13270
out of Committee on August 2, 1969, there were 35 bills pending it that Com.
mittee on the subject of deduction of moving expenses and toioc of these bills
provided for a change in the 20-mile test. There are 2 bills pending before the
Senate Finance Committee on this subject, and neither of these bills provides
for any change in the 20-mile test.

During hearings before the House Committee on Ways and Means on March 3,
1969, there was no testimony as to the need for any change in the 20-mile test
and no evidence that this condition has been abused by any taxpayer.

Lastly, there is nothing in the House Report as to the reason for the sub.
stitutloa of a 50-mile test or, for that matter, the reason for using 50 miles. as
distinguished from 20 miles, as the criterion. In the absence of any evidence that
the 20-mile test is unreasonable or that it has been the subject of some abuse
by taxpayers, we urge the Committee to adopt the Treasury Department recoi.
mendations of September 4, 1909, to restore the 20-mile test.

Our. primary concern Is that if the moving expense provisions of I.R. 13270
are approved in their present form, many employees of organizations having
multiple work locations in large metropolitan areas will be denied tax benefits
which they might otherwise be. entitled to under the 20-mile test. The purpose
of limiting the deduction to moves of a certain distance would appear to be
one of reasonableness. Certainly an employee whose new job location is 20 miles
or more from his former residence than was his old job location cannot be
considered as moving for mere convenience. In fact, such a commute could im-
pose considerable hardship on the employee, not to mention a safety hazard.
But under the House version such an employee would no longer be entitled to
any deduction for the expenses he incurred in moving his residence. We are
hopeful that the Committee will restore the 20-mile test and not impose a hard-
ship on such employees.

2. WITHIOLDINO ON DEDUCTIBLE 'MOVING EXPENSES

A clarification by the Committee as to the withholding status of amounts paid
to employees as reimbursement for moving expenses would be a great aid to the
business community. In the past this technical issue was clearly defined under
Revenue Code section 3401(a) (15) which specifically excludes from any with-
holding requirement moving expense reimbursements which the employer con-
siders deductible under section 217 of the Code. Under Section 231 of H.R. 13270,
however, a reasonable doubt remains as to the withholding treatment to be ac-
corded moving expense reimbursements. Page 77 of the Ways and Means Com-
mittee Report No. 91-413 (Part I), accompanying the House-approved measure,
states that amounts reimbursed to employees for moving expenses are "wages"
subject to the withholding provisions of section 3401(a) of the Code. No men-
tion Is made of the exception in subparagraph (15) of section 3401(a).

Certainly there was no intention by the Treasury Department to change the
existing practice. In their proposal to the House Ways and Means Committee, the
Treasury Department stated:

"Under present law remuneration for services of an employee is subject to with-
holding of income and social security taxes. Moving expense reimbursements, In
the case of employees, are subject to this general withholding rule. However,
present law provides an exception to the withholding requirements to the extent
that at the time of the reimbursement or payment it is reasonable to believe
that a moving expense deduction will be allowable to the employee under section
217 of the Code with respect to the expenses being reimbursed. This rule of
preset law would be coUttnued. Thus, withholding would be required on moving
expense reimbursements or payments made to employees only to the extent that
no deduction with respect thereto is provided in section 217, as amended by the
bill. Reimbursements to transferred employees which are excludable from gross
income under present law and which would become ineludible under the bill are
deductible under section 217, and, thus, they would not be subject to withholding."
(House Committee on Ways and Means Committee Print, April 22, 1069, P. 249.)
(Italics added.)

We do not believe it was intended that withholding be required with respect
to moving expenses deductible under the proposed law since any such withholding
must be made from the employee's regular wages. We respectfully urge that this
matter be clarified in the Committee reprt.
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3. LIMITATIONS ON DEDUOTIBLE AMOUNTS

The $2,500 limitation in the House bill follows the Treasury Department's
recommendation of April 22, 1969 but, we believe, should be modilled to reflect the
rather serious impact that Inflation has had, and likely will have, upon our
economy. At one time, the $2,500 would have been quite adequate. For example,
in our statement filed with the House Committee on Ways and Means (Tax
Reform, 1969, Part 5 of 15, pp. 1931-33) we stated that the average cost incurred
by a Bell System employee relocated in 1965 was about $3,500. Moreover. we
stated that about $900 was not subjected to taxation (i.e., the "direct" exlwispes
of transporting the taxpayer, members of his household, and their belongings
from the old to the new residence) leaving $2,400 subject to taxation to the
employee.

Under H.R. 13270, the $2,500 limitation would have been adequate for the
average Bell System employee in 1965. However, the unusual Inflation exlx'-
rienced since 1965 will result in considerable larger reimbursements for the aver-
ago move. With the $2,500 ceiling under the House bill, the employee will have to
pay tax on the excess. We believe some relief is needed to offset this effect of
inflation.

One of the more significant factors in moving expenses is the real estate com-
mission where an employee sells his old residence through a real estate broker.
Generally this amounts to approximately 0% of the gross sales price. For a
$25,000 house, the real estate commission would be about $1,500, leaving only
$900 remaining for deduction under H.R 13270. Where the employee's house sells
for $40,000,' the $2,400 real estate commission would consume almost the entire
$2,500 allowance.

The $2,500 limitation has two obvious purposes. First, it permits Treasury to
measure more accurately the Federal revenue impact of such deductions. Sec-
ondly, it is intended to prevent an abuse of the tax deduction. Both qre worth-
while objectives which we support. However, we believe some modification in the
House version Is warranted which will recognize the impact of inflation and, at
the same time, achieve these objectives. As the real estate commission on the
sale of a residence (or the cost of settling an unexpired lease) is likely to be the
principal cost incurred in moving, and also the item which tends to be most
affected by inflation, this could be treated in the same manner as the "direct"
expense of transporting the employee and his family to the new residence.

Removing the real estate commission from the purview of the $2,500 limita-
tion will afford a more realistic deduction of the other so-called "indirect" ex-
penses and, at the same time, provide protection agahist taxpayer abuse. Like
the direct costs of transporting the employee and his belongings, a real estate
commission is something over which the employee has little or no control and,
therefore, no opportunity for abuse exists.

Accordingly, we recommend that the $2,500 limitation be modified by classify-
ing any real estate commission incurred in connection with the sale of an em.
ployee's residence or the settlement of an unexpired lease as "direct" expense.

INTERNATIONAL BUSINESS MACHINES OORP.,
Armolk, N.Y., September 8, 1969.

Hon. RUSSZLL B. LoNe,
U.S. Seats, Washitgton, D.C.

DzA& SENATOR LONe: On behalf of International Business Machines Corpx-
ration, I wish to express support for the statement made before the Senate Fi-
nance Committee on September 18 by Mr. Howard M. Lee, President of the
Employee Relocation Ileal Estate Advisory Council, with respect to the moving
expense provisions (see. 231) of H.R. 13270.

We are particularly concerned with that portion of the bill which would In-
crease the so-called "20 mile test" for deductibility of Job-related moving ex-
penses to 50 miles. In other words, a transferred employee would be denied a
moving expense deduction unless his new work location Is 50 miles farther from
his former residence than was his former work location. This is a completely
unrealistic requirement.

'The Median price of new homes sold in Montgomery Countp. Maryland, during the first
8 months of 190, was $40,738. See article on page B-1, W aefgtops Post, Thursday,
August 28, 1969.
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IBM, like many other corporations, requires substantial numbers of its em.
ployees to change jobs in any year, often within a large metropolitan area such
as the District of Columbia or New York City and environs. Many of these
changes realistically require the employee to relocate his residence. The bill's
provisions contemplate that an employee should be prepared to commute up to
an additional 49 miles, whereas a 20-25 mile commutation distance is already
commonplace. This is unrealistic, and effeclively denies the moving expense de-
duction to many employees incurring substantial moving expenses in connection
with employment-related moves, including some who would be entitled to it
under present law. This is contrary to the expressed intent of the bill to liberal-
ize the tax treatment of relocation expenses in the interests of greater employee
mobility.

We urge the Senate Finance Committee to restore the 20 mile test In order
to make section 231 a meaningful improvement of the moving expense deduction.

Very truly yours,
W. J. PEDICORD,

Vice President, Personwel.

SENATE FINANCE CO111I"TTEE

Clinton P. Anderson, New Mexico Len B. Jordan, Idaho
Wallace F. Bennett, Utah Russell B. Long, Louisiana
Harry F. Byrd, Jr., Virginia Eugene J. McCarthy, Minnesota
Carl T. Curtis, Nebraska Jack Miller, Iowa
Paul T. Fannin, Arizona Abraham A. Ribicoff, Connecticut
J. William Fulbright, Arkansas Herman E. Talmadge, Georgia
Albert Gore, Tennessee John J. Williams, Delaware
Fred R. Harris, Oklahoma Chief Counsel: Thomas Vail
R. Vance Hartke, Indiana

JOINT COMMITTEE ON IR TAXATION

Senators

Clinton P. Anderson, New Mexico Russell B. Long, Louisiana
Wallace F. Bennett, Utah John J. Williams, Delaware
Albert Gore, Tennessee

Representatives

Hale Boggs, Louisiana James B. Utt, California
John W. Byrnes, Wisconsin John C. Watts, Kentucky
Wilbur D. Mills, Arkansas

GENERAL ELToIC CoMPANY,
New York, N.Y., September 30, 1969.

Hon. RUSSELL B. LoNG,
Chairman, Committee on Finance, 2227 New Senate Office Building,
Washington, D.C.

DrtA M. CHAMMAN: The General Electric Company appreciates the oppor-
tunity to submit to the Committee on Finance of the Senate its comments on
Section 231 of H.R. 13070, which broadens the deduction for employee moving
expenses.

We respectfully request that this letter be included in the printed record of the
current hearings under Moving Expenses.

In order to fill openings in professional and managerial positions with the best
available manpower from within the Company, we find it necessary to relocate
more than 3000 employees a year and to reimburse these employees for all Iden-
tifiable expenses which are attributable to the moves. As you are aware, it is
a trying experience for an employee and his family to have to pull up stakes and
move to a new location. It is especially trying if they have to make a financial
sacrifice in order to accomplish the move-and that has been the result of the
strict interpretation which Internal Revenue Service and the courts have placed
on the status of "indirect" moving expense reimbursements under existing law.
Every transferred employee has a strong, emotional conviction that such reim-
bursementa are not income at all, because they merely cover expenses he Incurred
for the Company. Legislative relief would, therefore, greatly increase employees'
confidence in the fairness of the tax lawsf
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From the standpoint of equity among taxpayers, we are in general agreement
with the deduction approach to solving the problem. We do, however, have sev-
eral specific suggestions with regard to the provisions of the bill passed by the
House, and these can be summarized briefly as follows:

1. In view of the proposed limitation on type8 of deductible moving expenses,
we suggest that additional limitations on dollar amoutst are unnecessary and
Inequitable.

2. While 30 days may be a reasonable limitation with regard to temporay
living expenses for the employee's family, a 90-day period would be more reason-
able for the employee himself.

3. Deductible categories should include expenses reasonably incurred in travel.
ing between the new and the old locations to close out personal affairs.

4. The distance requirement for allowance of the deduction should remain at
20 miles, instead of being Increased to 50 miles.

5. A suggestion is made regarding the ivuirements for accounting for deducti-
ble expenses.

6. Inasmuch as the deduction is being broadened to correct an Inequity of
long standing, the amendments should be made applicable to the current year as
well as to future years.

These points are developed more fully hereinafter.

HOUSEHUNTINO AND TEMPORARY LIVING EXPENSES

Under the House bill the deduction for these expenses is limited to $1,000. In
addition, the following limitations apply to the types of expenses which are de-
ductible: (1) while the employee is working at the new location prior to moving
his family, only meals and lodging may be deducted, with no allowance being
made for transportation costs which the employee may reasonably incur in trav-
eling between the new and old locations to close out his personal affairs, and (2)
the deduction for temporary living expenses is limited to expenses for any
selected period of 80 consecutive days after obtaining employment.

We recognize the need for limiting the types of expenses to be deductible, but
once this is done we do not see the need for Imposing dollar limitations or
severe time restrictions on the expenses.

Under the statute, the expenses will be required to meet the test of reason-
ableness, and this should be a sufficient control over their amount. Dollar linita-
tions can lead to serious inequities; for example, between an employee whtse
househunting trip must span the country and one who is moving a short distance,
or between employees transferred to high and low cost geographical areas. In
addition, dollar limitations become more and more restrictive and unrealistic
as cost levels increase and living standards rise. We recommend, therefore, that
this limitation be eliminated.

As for time restrictions, the 30-day allowance for temporary living expenses
would usually be adequate for members of the employee's family, but it would
generally be far from adequate to cover his own expenses between the time he
starts work at the new location and the time his family moves into their new
home. We suggest that in lieu of the limits included in the House bill, the em-
ployee be allowed up to 90 days' temporary living expenses at the new location
and members of his family up to 30 day's expenses.

In addition, we suggest that the categories of deductible expenses be expanded
to include trips for the employee between the new and old location for the pur-
pose of closing out his personal affairs.

REAL ESTATE COSTS

The House bill allows a deduction for the expenses of selling the employee's
letidetiv tt the old locttlon (or ettlling un unexpired lease) and purchasing

a residence at the new location (or acquiring a lease), but the aggregate deduc-
tion for expenses in these categories plus deductible househunting and temporary
living expenses is limited to $2,500. Assuming full utilization of the maximum
proposed allowable deduction for househunting and temporary livILg, the deduc-
tion for real estate costs is limited to $1,500.

What the House bill provides, in effect, is that if a transferred employee lives
in a house worth approximately $20,000 or less, he will be allowed a full deduc-
tion for his real estate costs; but if he lives in a house worth more than that,
he will be allowed only a partial deduction. In many areas today-certainly here
in the Northeast, very few houses still sell for as little as $20,000. Therefore, this
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limitation would create inequities not only between employees transferring to or
from high and low cost geographical areas but also between employees in high
and how level positions, beca-o t heir t.ndatrds of living are customarily related
to their earning capacity. Not only vould a substantial part of the deduction be
denied to the higher level employee, but his loss through denial of the deduction
would be calculated at high bracket tax rates. Such a limitation would impede
the mobility of the country's most valuable manpower, and we strongly urge
that it be eliminated. We do not believe that the over-all effect on the revenue of
such elimination would be substantial in relation to that contemplated, but
retention of the limitation would result in undue financial hardship and resent-
ment in many individual cases, hnd would be clearly discriminatory against some
of the more productive individuals in our economy.

DISTANCE REQUIREMENT FOR ALLOWANCE OF DEDUCTION

The House bill provides that no povhig expense deduction will be allowed
unless the change *i Job location would increase the employee's commuting
distance to work by at least 50 miles if lie did not move. Under present law this
distance requirement is only 20 miles. In our view this cliaige would impose
an unreasonable burden on those employees who would be affected by it. If
an employee's present residence was 210 miles from his present place of work,
for example, the House bill would allow him no deduction for moving expenses
unless his new place of work was at least 70 miles from this residence. We
strongly recommend that the present 20-mile requirement not be increased.

SUBSTANTIATION OF EXPENSES

The House bill requires inclusion in income of all reimbursements of expenses
made by an employer, although no withholding is required from reimbursements
of deductible expenses. We recommend very strongly that the treatment appli-
cable to reimbursed travel and entertainment expenses by applied to deductible
moving expenses; i.e., where the employee has accounted to his employer for
the expenses and has been reimbursed for them, he will not be required to ac-
count for the reimbursements and expenses in his tax return. To provide other-
wise would unduly complicate the preparation of the employee's return and would
serve no useful purpose.

EFFECT TIV DATE OF AMENDMENTS

The house bill provides that the amendments made by Section 231 will apply
to taxable years beginning after December 81, 1969. In view of the urgency of
enacting legislation In this area to correct an inequity which has existed for
several years, we strongly recommend that the amendments be made applicable
to taxable years beginning after December 31, 1068. This should present no
problem from an administrative standpoint because tax returns for 1069 will
not yet have been filed.

We are very pleased, of course, that urgently needed legislation on moving
expenses appears to be nearing enactment, and we cannot emphasize too strongly
the necessity for prompt action to relieve the present inequity. We are con.
cerned, however, as outlined herein, regarding some of the specific details of the
House bill, and especially urge that the dollar limitations be removed com.
pltely. They are unnecessary in view of the category limitations and the over-
all test of reasonableness, they are highly discriminatory, and their elimination
would not seriously alter the revenue effects.

Very truly yours,
GEORGE H. KITENDAUGH,

Ma n aer, Tax Acounting Scrv oe.

STATEMENT OF OWENS-ILLINOIS, INC.

Thiii statement is with respect to the provision of moving expenses, Section
281 of the Tax ReformBill of 1969, H.R. 13270, now under consideration by The
Oomm ttee on finance of The United States Senate.

Mr. liehard L. Berry, Vice President-Personnel, Owens-Illinois, Inc., presented
oral titimony on the subject ot moving expenses before the Committee on Ways
and Means of the United States House of Representatives on Match 8, 1969,
which ti a matter of public record in the House Committee print.
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Owens-Illinois restates Its position with respect to the additional categories
of nontaxable moving expenses by submitting up-dated statistical data for the
Committee's consideration which indicates the effects of inflation on such costs.

For the sake of brevity, we are not submitting up-dated data respecting indi-
vidual costs of fifty illustrative relocations similar to the schedule submitted
to the Committee on Ways and Means. Such up-dated data is available if desired.
It would confirm the schedule previously submitted.

Based on Owens-Illinois' actual experience, which we believe is representative
of most employers, and based on our revised estimate of the average cost per
typical move (see Schedule 2 attached) the aggregate deductible dollar limit
in the House Bill is exceeded in nearly every move of an employee regardless of
his earnings level as shown in Schedule 1 attached.

1. Employees relocated are not in the highly compensated salary brackets.
For the years 1900 and 1967 (Schedule 1 attached) the statistical data shows
that 94% of the relocated employees received less than $20,000 and 81.5%
received less than $15,000. The up-dated data for 1968 indicates that 92.2% re-
ceived less than $20,000 and 79.2% received less than $15,000.

2. The up-dated typical cost of an employee move (Schedule 2 attached),
which is substantiated by actual costs, shows that if one considers only the
temporary costs of maintaining a family of five in a motel at the new job loca-
tion for a period of 30 days and the real estate commission of 60% to 7% on a
$20,000 to $25,000 home, the costs quickly exceed the proposed aggregate de-
ductible dollar limit of $2,500. While the House Bill is a step in the right direc-
tion, it does not go far enough to provide the complete relief which should be
given, at least for expenses reimbursed by an employer under a uniform, con-
sistently applied reimbursement plan or program.

3. The nontaxable reimbursements under existing tax law and those nontax-
able reimbursements (subject to the aggregate limitation) as proposed ought
not to be included in gross income (as compensation for services) and corre-
spondingly should be excluded from the withholding provisions in order to pre-
vent an over-withholding of tax for which the individual cannot get a refund until
the following tax year and to eliminate unnecessary accounting detail and ad-
ministrative overhead burdens by the employer, the employee and the government
tax auditors. We strongly suggest that the Federal tax system already has an
alternative method of accounting for reimbursed expenses which is generally
accepted and which works well. namely the present statutes, regulations and
procedures in the area of travel and- entertainment expenses, which method
easily can be applied to reimbursed moving expenses.

4. We urge that the 20-mile test in current tax law be restored as one of the
conditions for the allowance of moving expense deductions.

A 50-mile test is unrealistic and would severly penalize employees who are
required to relocate within large congested metropolitan areas.

OWENS-ILLINOIS, INC.

WAGE AND SALARY BRACKETS OF EMPLOYEES RELOCATED

Data Submitted to House Ways and Means Committee on Mar. 3, 1969, for Years 1968 and 1967

Number of Number of
Wage bracket employes Wage bracket employees

0 to $5.9 ........................... 23 to $5,999 .......................... 22
$6.000 to .999 ...................... 29 '000 t $T, ...................... 34

to o ...................... 296 000 to $1,9 99---- 234tO00t $1,99. .................... 2tS 1600 00 S i 1t, 999.......... 146
!200 t 14,999 .................... 191 $2,000 to )14,99. .................... 155
$ .t$, o1 $19,99 . .................... ISO $5,000 to $19.999 .................... 994,9 2 .................... 48 0,000 4,999 .................... 43
15,000 to $19,99 .................... 13 35,000 to ,9,99 .................... 7000 to $24,999 .................... 1 30,000 to 3,999 ........-........... 4

000 to $359999 .................... 3 34,000 to 5,999 ......................
,to $3999---------------------1 '3O00to 9---------t3 0o 7$3,999 .................... 3 4000,to 5,'999------------ t

er 0,000 ......................... 3 or Mom-----------$300.......... . 4
Total .............................. 1,197 Total .............................. 764
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PERCENTAGES

Number of
Wae braKkel employees Pecent

to M 9 ............ ............................ ......................... 56$ 47,2
0 1 It . ............................................ .......... ............ 784 65.5

0 110 .999....................... . ............................. 975 81.50 to P19 J .. . . . . . . . . . . . . . . . .. .. . . . . . . . . . . . . . . 1. |25 94,0

Over 7O0. . . . . . . . . .. . . . ... . . . . . . . . . . . . . . . . . 2 6.0

Total .................................................................... 1,197 100.

Note: Included above were 186 hourly employees 15.5 pocent of the total.

PERCENTAGES

Weal bracket
Number of
employees Percenl

0to 1 . ....................................................................
o l O .................. ................................ ....... .... ......0o5199............. . .'....".."......Over ::::::::::.....................:......:.:........::::: ...

Ota............. :...... :...........:.... :........ ... :....

304 39.1
450 51 9
05 79.2
704 9. 2
60 7.1

764 100

Note: Included above were 110 hMtly employees, 14.3 Percent ol the total.

OWENS-ILLINOIS, INC.
TYPICAL COST OF AN EMPLOYEE MOVE

Averale estimated cost

Date sudmitted
to House Ways

and Meant Estimated Cost
Committee on asMar. 3, Ion Aul. 28, 1%

Travel:
Hous4 hunting, ...................................... . .....
Bring family to new location ..............................................

Move hoisehod and personal possessions ...... . .................
LIvtng expenses at new location (30 days)' (for a family of 5) .............
Avtrage relocation allowance (married couple plas 3 children) ....................
Costs at former Iocatim:

Dupicate house expect (exctudInG mottll principal) ....................
Ma ntenance (het, yard wok etc,) ........ ...............
Bmkrs commissions ................................................
Prepaymont pnlty ....................................................
Attyny ..................ees....................................

M of .................... n.).............. ....................
Dellken o1 sales price (house guarantee).........................

Costs at new Wation:
Atbloey lees t ............ ........................................
I nstall Ig and eqJustlnl ......................
Loan" (loan applicaNi, moft le olillnation, etc.)' ....................
Mecelia"e s ......................................................

Total b ...........................................................

W?
213
904

2,490
1,400

347
2)3
9$1

2,41,40

936 700
288 30)

11,5W 1,560
SO ISO

100 20
250 350
113 111
50 20

lit 121

500 600
57 60

$9,9047 110,113

Note: The Hose tax reform bill i to rMon4tIon to the Items marked with an asteriskX& but the poposw d
aregate dedctible dollar limit of 11,500 Is eee As shown by Owens-Illinois, expertece @1 the o Mt oa typical
'mploye moe. The comparative data above shows &lo the effects of Inflatin on such Cost.a
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ARTnuR ANDERSIN & 00.j
o(iokao, Il., September 1, 1969.

Re ttemelt regarding 11R. 13720, Tax Reform Act of 1901-Moving Expenses.
Comnilttee on Finiane,,
U27 New Srats Offlev, lash inpton, D.C.

SUMMARY Or C OMhtI.NT8 AND RtCOMMENDATIONS

DEAR Sin: The House has made consideable progress in Its attempt to
remdy previous inequity and Ilardshii) with respect to eniployee moving expenses
anid reliubtirsemnts. However, we believe that further broadeting of the pro.
visions of Section 2 of the Bill Is fit order it it is to be a reasonable allevi.
alion of hardship. The following additions and changes should be made in
8eetion. 231:

1. Specific exemption should tie made front the withholdhig provision-4 for
reimbursoennt of expenses relinliursed to employees, since each reportable
amount of gross inlneouu will 1x- offset with it corresponding deduction on
each employee tax return. Withholding will only create financial hardship for
employees.

2. Tite overall limitation of $2,500 Is unrealistic in today's housing market,
8. Provision should be kmade for selrate additional annual limitations in

the case of second moves during a taxable year because of involuntary ternmina-
tlion or retransfer,

nIAaS rOR COMMENTS

1) Exemption of refitnburectsme9, from tdtholdtig
Present proposed changes provide for the inclusion of all moving expense

reimbursements in the gross Income of the employee. Such reimbursement is to
constitute wages subject to withholding tax. As a result, the tnxpayer-employee's
net cash relmbursement will be substantially reduced (by approximately twenty
percent), and he will have to wait until after his return Is filed in the following
year to receive complete reimbursement, In the event of a move early In the
year, the employee could be forced to wait as long as 15 months for his complete
reimbursement. It is well established that employees are rarely completely
reimbursed for the cost of a move: the fitting of drapes and carpets, new
accessories, changes in clothing due to climate, minor moving damage, and a
myriad of other items cause a financial loss and immediate cash drain in any
case. To further reduce lis cash because of unnecessary withholding would be
Inequlitable and unjustifiably harsh. Revenue effect to the government would
be solely a matter of timing, and negligible in any case.
) Increase In otcraII lhmntatfo"
The average employee move, especially one involving a low-to.middle-grade

executive, will probably involve costs in exem of the $2,5M00 presently provided
for. it is fair to assume that most houses Involved will be In the $25,000435.000
range, at least. The expense of selling the old house will normally be OC% for
coitmnissons, plus a varying prcentage of one to five for other fees. Therefore,
It In safe to say that the cost of selling the old resldnnep will average over
$2,000. It purchasing a house, fees of one to Vve percent are quite common, or
an average of at least $1,000. It an employee and his family are forced into
temporary quarters for two weeks during the move, these costs will average.
$ to $75 per day, or $700 to $1,000. One house-hunting trip will easily coot
#500, If airline travel Is required. It the aggregate, most moves will average
from at least $3,5W0 to $5,00 In qualifying expenses under Section 281, yet
the Bill presently allows only $2,0, which will not be adequate in most capes.
The limitation was apparently to prevent abuses and unreasonable allowances
particularly in the case of employees owning unusually costly homes. We agree
that some reasonable limitation Ia In order. Perhaps as with the limitation on
salary expense it would be desirable only to require that the expense be "reason-
able." However, we s no point In establishing a limitation that from the outset
Is Inadequate and unreasonable. If the sole reason for the limitation is budgetary,
perhaps your Committee Report could Indicate a desire to raise the limit at a
later date.
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8) Provision for additional annual limitations in the caae of additional moves
Section 281 modifies Section 217(d) to provide relief from Section 217(c) (2)

(which .requires 39 weeks of employment in the new location in the first 12
months after relocation), In the case of involuntary termination or retransfer.
This relief only applies t4. allowance of a single deduction, however. Of course,
if an employee Is required to move more than once, his expenses will be substan-
tielly Increased. In some cases, both moves will fall within one taxable year;
under present provision the overall $2,500 limitation (or higher, if revised, as
we urge In Item 2) certainly would not be adequate to cover expenses and reim-
bursements for two moves. It Is especially harsh for a low-echelon employee who
might fall well within the limitation on the first move, but greatly exceed the
limit when the combined reimbursement for two moves is considered. Their
should be provision for multiple limitations based on the number of moves in one
year, which are due to Involuntary separation or retransfer.

SUMMARY

The foregoing comments are not intended to Indicate an approval or disap-
proval of the remaining portions of the Act, but are only indications of technical
areas which obviously need simplification. This statement is submitted as part
of a series of letters, each dealing with a particular area of the proposed legis-
lation. It Is intended that the comments and suggestions contained herein be
made part of the record of testimony relative to the legislative changes con-
templated for moving expenses. We shall be pleased to discuss these matters
further with you or the Committee, either in person or by telephone. Please
call us collect at 312-846-8262 If necessary.

Very truly yours,
JOHN MENDENEALL,

Director of Tawee.

Senator WiLums. Mr. Chairman, the next witness was advised
that we will not reach him until this afternoon and therefore he has a
conference downtown and it is not his fault that he is not here so I
suggest that we recess until 2:45 if that is all right.

Senator ANmDRsoN. We will be in recess until 2:45.
Thank you very much for being here.
(Whereupn, at 1:45 p.m. the committee recessed to reconvene at

2:45 pm. of the same day.)

AFMrENOON SESSION

The C. Mr. Cohen, we are pleased to have you here.

STATEMENT OF WILBUR 3. COHEN, DEAN, SCHOOL OF EDUCATION,
UNIVERSITY OF MICHIGAN

Mr. Oomt;r. How do you do, Senator.
The C. I believe you have a prepared statement and you

an going to summarize that for us.
Mr. C0Hw. Yes, sir.
The O imwr. We are delighted to see you before our committee

again. It seemslikeold times.
Mr. Co .8i. It is reaUy pleasure for me to be hereesp ially as a

private citizen when I don't have to look around to see if anY. y,ele w give me the wrong statistical answer to Senator Williams.&6 al iv
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The CHAumAN. You mean that for one time you can actually an-
swer for yourself without having to worry about somebody insisting
that you go back and correct it?

Mr. COHEN. That is right.
The CHAIRMAN. Right. Well, that is fine now.
Senator Wnuirs. I join the chairman in welcoming you back to

the committee. I was just beginning to think maybe we had been over-
looking some of your talent. During the period you were here when
we tried to write the tax bill we should have hadyou in here before.

The CHAMAN. Mr. Cohen helped us write some tax bills. We wrote
some bills on social security taxes with his help.

Will you proceed, sir?
Mr. COHEN. Yes, I would be glad to summarize.
The CHAIWMAX. I like to call you Wilbur because I feel I know

you that well.
Go ahead.
Mr. ComN. I would like to summarize my testimony, Senator. It

can be briefed into about 20 separate points.
First, I believe that the tax yield under the tax reform bill should

be increased substantially.
Second, more Federal funds are needed for education, to increase

economic growth and to eliminate poverty.
Third, in my prepared statement I show that U.S. taxes are not as

high as taxes are in many other countries, that is Federal, State and
local taxes combined, but that the major problem is that we need a
major redistribution of the tax burden.

Four, I believe that some additional taxes should be derived from
the elimination of accelerated depreciation for high-income and lux-
ury housing, tightening farm losses, capital gains, withholding of div-
idends and decrease of the depletion allowances but I strongly believe
that corporation taxes should not be reduced to the extent that the
administration has recommended.

Five, I recommend that dependents' deductions should be modified
in the light of family planning policy that is incorporated in the 1967
amendments. I think that the present policy of giving the same amount
for every child up to the 15th or 20th child is not sound. I had one
man in my department who had 13 children. What you have done
under the present tax policy is to give financial subsidies to everybody
to have more children and in my paper I suggest a graded policy. Give
a higher amount, $800 or $900 for the first one or two children and then
go down in decreasing amounts so that tax policy is not viewed as an
incentive for people to have large numbers of children. As you know,
a large number of families that have five, six, seven children are on
the welfare rolls.

Senator CurIs. May I ask a question right there?
Mr. COHEN. Yes, sir.
Senator COurra. Will any of your friends among welfare workers

support your contention that the desire for additional dependency al-
lowances is the cause of lar e families?

Mr. COHEn. I don't think it is an immediate cause in the sense that
an individual says, "I am going to have that one additional child be-
cause I get $600 more or less," but I think, Senator, it creates what I
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call the psychological climate of opinion in this country, which says ifyou have more children, you get a bigger tax deduction.
Senator CuRIs. Shouldn't you I
Mr. COHENp. Well, in a social policy sense I say yes, but I think theWay to do that is to take care of that through Mr. Nixon's new family

assistance program.
Senator WIuAmS. I know that you suggest, as I understand it, inreading your statement, the first child would get $700, the next one

$600, the next one $500, $400, $300, $200, $100.
Mr. CoHnx. Yes.
Senator WMAms. And a man with seven children would get 2,800exemption, whereas under existing law he would get $4,200.
Mr. COHmN. Yes.
Senator WILLAMS. Now you mentioned the fellow with 13 children.After the seventh would you give a hundred dollars on out or would

you just stop entirely?
Mr. COHEN. Well, my own preference would be to stop.
Senator WLLIAMS. Well, that would mean-
Senator Curris. I am interested in that point. I am the youngest of

eight.
Mr. ComE. I would go to nine, then, Senator.
Senator WwAms. I was No. 9 in a family of 11.
Mr. COHEN. When I worked for Celebreeze he was No. 11, and healways kept telling me when I-would suggest things like that, "Well,

you at least ought to go up to that number. tBut what Iam trying to say, simply, Senator, you can changethese amounts, and you can do it differently, but under present taxpolicy you really are saying to every person, "It is fine, go ahead and
have more children. We will give you an additional deduction no
matter what your income"-

Senator WiLLIAXS. Just a question. But take, for instance, just thisindividual who has got 13 children. You would reduce his exemption to
$4,600 whereas under existing law he get $9,000.

Mr. CoHEN. Yes, sir.
Senator WILIAMS. Now I understand you would make up the dif-ference in the welfare, is that correct, because if that man is making

$9000-
Yfr. CoHEN. In that case, no, he wouldn't get welfare either with

that income.
Senator WILLIAMS. Well, you just would raise his taxes on thatman because he had that many children. You would tax him becausehe had the children. It would have that effect, would it not?
Mr. CoheN. That would be the effect, yes, sir.
Senator WLLAMS. That is a rather radical proposal.
Mr. CoHmN. Yes, sir.
Senator WxI.mMs. For a man who has been advocating an expan-

sion of welfare, is it not?
Mr. COHEN. But, I think we have come to the point when this com-mittee in 1967 voted to put $30 million, your committee did it, in title

V of the Social Security Act, $80 million for family planning, youtook the ountry on a new tack in which you said that because ofwelfare, because of national needs, that we ought to have a national
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policy that did not put so many people in poverty or on welfare be-
cause of the large family.

Senator WILLIAMS. But suppose this plan can't support, because it
is costing a man $600 to support a child, more, and you cut his exemp-
tion down to $4,800, what would you do, starve some of these children
or starve the mother so she couldn't have children?

Mr. COHEN. No. But you said he had $9,000 worth of income.
Senator WILLIAMS. He has $9,000 exemption.
Senator BENNEr. Exemption.
Mr. COHEN. I mean if he didn't have $9,000 of income it wouldn'treally apply.What am saying is not so much that my proposal would have an

economic disincentive to have additional children but that Congress-
I am perfectly willing to change the figures so that it really-

Senator WILLIAMS. I am using your figure.
Mr. COHE:N. Yes, but I am saying they are illustrative to the com-

mittee. There is no sanctity to the particular figures.
Senator BENNETT. Would you apply this same principle to aid to

dependent children?
Mr. COHEN. No.
Senator BENNETT. That would discourage large families, really.
Mr. COHEN. Yes, in some cases.
Senator BENNrr. Because if these unmarried mothers didn't

realize that they are going to get an equivalent amount for each new
child they would not be producing.

Mr. COIEN. But it is in effect in the States right now. That policy
is in effect in the States and hasn't had too much success. That is be-
cause there is a maximum family payment Senator, in many States.
In other words, they say x dollars per child but not- more than y
dollars per family so it really has that effect. But I am not arguing
so much that this would have a discouragement in an individualcase,
because I don't think people plan that-

Senator BENNET. I don't think they plan to take advantage of
$600 tax exemptions either?

Mr. COHEN. I don't think so either. What I am saying is, though,
that I think the recognition of a policy in the tax law, just like you
put in deductions for pension plans, to encourage pension plans, and
just like you have tax policy on stock options encourages stock
options. It creates the climate of opinion in which our economy and
our society operates. Of the 25 million people who are in poverty to-
day under the social security definition which is roughly $3,500 for a
family of four, adjusted for size of family, if all of those who were
in poverty with more than three children had only limited themselves
to three children there would be about 3 million less persons in pov-
erty in the United States.

Senator WmLiAms. When you were the Administrator you didn't
make too much progress in cutting back families.

Mr. Com im. If you want to start on that line, I have a good case,
Senator, because poverty decreased in the 8 years that I was in the
administration, from 40 million to 25 million persons.

The C9IMRMAN. Let the man answer the question. Go ahead, Mr.
Cohen.
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Mr. ConzN. Senator, in 1960 there were 40 million people in pot
erty in this country by that standard that, I just indicated, and this
year there are only 25 million in poverty.

The CHuAIxAN. Let me ask you-
Mr. CoihEN. That is a reduction of 15 million.
The CHAIMAN. Let me ask you this. By the standard you have

in mind now, Mr. Cohen, does that include an increase in the cost
of living factor?

Mr. CoHFx. Yes, sir.
The C&xnRzAN. Are you talking in terms of constant dollar?
Mr. COHEN. Yes. I adjusted the-figure, it is about $3,500 today but

it was adjusted for 1960.
The CHAIrMAN. Back at that time it was $3,000 I guess or some-

thing like that?
Mr. Conr. Yes, sir.
The CHAMMAN. In other words, you are say ing that compared to

1960, let us say that we are talking in terms of1960 dollars and 1968
dollars, it doesn't make any difference.

Mr. CoHENw. 1968.
The CHAIRMN. So in terms of 1968 dollars by 1968 standards, that

in 1960 there were how many families ?
Mr. COHEr. 40 milli.oa individuals below the poverty level.
The CHAIRMAN. 40 million below. How many are there now?
Mr. CoHir. 25 million.
The CHmRmAN. 25 million. So you are saying that there were 15

million families moved up above that poverty line during that 8-year
period 1

Mr. Coumt. Yes, sir.
The CAENA. Pretty good record.
Mr. Cow?. I would say the House Ways and Means Committee

and the Senate Finance Committee, which primarily dealt with the
economic, tax and fiscal policies of this country during those 8 years,
did a darned good job.

Senator W-uwLLs. And your idea is if we cut back some of the
tax credit and allowances for these extra children they would do a
better job.

Mr. Conw.. Well I am not going to be overenthusiastic about what
could be achieved. But here is my point: The Finance Committee has
responsibility for taxes, welfare, social security, and family planning.
You happen to be the committee that has all of those things in your
jurisdiction. All I am saying to you today is think about their inter-
relationship, think about their interrelationship because you are the
gentlemen who are to raise the money, for the welfare program. The
programs under your jurisdiction, including veterans' benefits, social
security welfare, unemployment insurance, are the basic programs
that deal with poverty in this country.

The Cumai R . I think you have got a good point there.
Let me ask you this. You know you and I tried to work together

0 me, Mr. Cohen, to put some of these people to work and I think you
will agree with me that it is much better to have somebody working for
a living than it is just to put them on the dole, and that they are better

lutizens. It keeps them out of harm's way it keeps them out of mischief
it gives them a sense of pride. I have driven through some of those
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ghetto areas, and I must say it distresses me to find most of those peo-
ple living off the government on welfare and yet you can't get any-
body to go pick up the trash. Now, that is something you and I have
in common. I was one of the chief trash pickeruppers in my neighbor-
hood and you were one of the chief trash pickeruppers in your neigh-
borhood.

Mr. COHmN. 1 still do that, I pick up these beer cans every Sunday
on the highway along my property.

The CHAIRMAN. For your benefit, over the recess I visited my sister
out in Boulder, Colo. They have a beautiful road behind her home that
goes up to Flagstaff Mountain, right behind Boulder. So I decided to
walk up. I looked at all those beer cans and I got busy picking up Coca-
Cola cans beer cans, junk, and I couldn't help but think, well the
place would be better because I was there, because some of those places
where people could park and look at the beautiful view and young
folks might even do a little courting from time to time but those beau-
tiful places were all messed up by people who threw junk out of auto-
mobiles, and several of them were fairly neat by the time I went there
and I think it sort of appeals to you there.

Mr. CoHEpN. Yes, sir.
Mr. CHAIRMAN. In your spare time you might as well go pick up

some of the trash around your place. Why can t we get some of those
people who are living off government money in the so-called ghetto to
clean up the joint?

Mr. CmOHE. Since you developed your idea into the 1967 social se-
curity amendment, I have developed another idea of how to carry
that out which I am recommending or when ou come to the welfare
bill to make a practical suggestion on that. It may involve actually
eventually an amendment to the tax laws. Let me put it this way:

If private employers would take people who had recently been on
the welfare rolls off the welfare rolls and give them a job, and if we
could work out some way to make a determination that since those
people did not at that point have the economic competence, let us say,
to earn $2 an hour, then I think it would be sound to probably con-
tinue to pay welfare, and maybe even give the employer a slight tax
advantage or incentive for a year, to employ that person, recognizing
that it wasn't economically worth his while to pay $2 an hour for the
first year or two.

Senator WLLMS. How has that worked in your present capacity
as an employer, as a dean of the University of Michigan? Have you
been able to implement that program very much I

Mr. Coi;N. No, but I will give you an illustration. That is what
brought it to my mind. I hired a disadvantaged 19-year-old girl about
a month ago. She was a high school graduate but when she came in
to the office and worked the other girli in my office said that she just
was not competent to do her *ob. She just did not know how to work
in an office. The telephone calIs got bungled up, the mail routing be-
came confused, she sent the wrong things to the wrong people, and
it was just a mess and they said, "You are just too good hearted, Mr.
Cohen, you are trying to help this nice girl and she can't really do the
work."

The CHAIRMAN. What you mean is you would have been better off
without her at all ?
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Mr. Co=N. Yes, sir, and it ended up my wife came in to the office
and worked for a week.

The CHwxmA. I see your wife here, by the way, and we are pleased
to have her.

Mr. CoHEN. Now, from a standpoint of an employer, if he is going
to hire people who are not really worth their full salary and try to
give people a job it may well be that we should subsidize an employer
who gives jobs to disadvantaged persons.

What I finally did is I put the girl in the mimeograph machine op-
eration where I felt she couldn't do too much damage. But I think she
needs a job. I think in about a year of work in my office, she would
learn how to be a pretty competent person. She is neat, she is clean,
she is responsible but she is not .worth $2 an hour now.

Now, my question is maybe somebody ought to subsidize her in some
way. If she were a relief person or a welfare person maybe if we gave
those people a job and somebody contributed 50 cents or a dollar an
hour to the employer maybe the country would be better off in the
long run.

When you come to the welfare program in the hearings and I would
like to come back and give you a specific suggestion as to how I think
that might work.

Senator WILLMs. We always welcome you to hearings.
I notice, Mr. Cohen, in your statement you start out on page 2 saying

you support the general outline of proposals by Senators Ribico,
ar, and Kennedy, and then I notice you take a vigorous stand

against college tuition-
Mr. COHEN. Yes, sir.
Senator WuAmms (continuing). Credit. I notice on page 16 you

state that and I quote:
I must make it clear that I do not support the proposal pending before your

Committee for a tax credit for tuition fees for higher education.

Mr. COHEN. Yes.
Senator WrLAMS (continues reading):
While there is substantial support for this from higher income earners it Is

wrong in principle and in practice and would not be helpful to higher education.
It so happens that Senators Ribicoff and Hart are the authors of

that bill and I am wondering how you can reconcile your support
for their position and then take such strong exception to S. 835, the
bill which they and others have before the committee recommending
tax creditI

Mr. COHEN. Yes. Well, what I really mean to say is I support Sena-
tor Ribicoff's, all the provisions of his bill except that one.

Senator WIuAMs. This is the only bill, that is his bill.
Mr. COHEN. No, he has got another bill.
11enator WUiJAMS. He has got several bills but that college tuition

that is before the committee is Senator Ribicoff's bill.
Mr. COHEN. Yes; well, I am opposed to that.
Senator WmuX&xs. You are opposed to that but you just support

Senator Ribicoff personally?
Mr. CoENm. Well he is a former Secretary of Health, Education,

and Welfare and I Lave got to stick together with him on his major
proposals.
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The CHAIRMAN. He is your former boss, you have to be careful.
Senator WILLIAMS. I appreciate that but I just wanted to get the

record straight.
Mr. Coip.N. Yes, sir.
Senator WILLIAMS. Because you refer specifically to the proposal

before this committee to allow a tax credit for college tuition. The
only proposal we have is their proposal.

Mr. CoiFN. I see.
Senator WLLIAMS. I thought we should clarify that.
Mr. COHEN. I should make it doubly clear I support his general

proposals but not that specific one.
Senator WILLIAMS. You do oppose that one?
Mr. COHEN. Yes, sir, I think that would be very, very destructive of

the financing of higher education in this country, and it is no secret,
I have told Senator Ribicoff that a number of times both when I
worked for him-

Senator WILLAMS. Yes.
Mr. COHEN. And when I worked for him I signed the bills, the

reports to this committee saying I was opposed to them.
Senator WILLIAMS. I was just trying to clarify the position because

we may be considering that later and I notice that also you state, fol-
lowing where you say you support Senators Ribicoff, Hart, and Ken-
nedy and others, that you particularly urge us to eliminate accelerated
depreciation for high income and luxury housing.

Mr. COHEN. Yes.
Senator WILLIA.S. And the bill, the only bill we have before the

committee to provide for additional depreciation scales, more liberal
depreciation scales and tax credits even for public housing, mcludin
this same luxury, is a bill introduced of wich Senator Ribicoff and
those are cosponsors and I take it you oppose that, too, is that correct?

Mr. COHEN. If that is-
Senator WnLAMS. That is S. 151 am speaking of.
Mr. ConEN. I see.
Senator WILLIAMS. We held hearings here sometime back on it, and

the bill would have reduced the depreciation period for the housing,
all types, and it also gave a tax credit.

Mr. CohEN. That is right. I would oppose those for this reason.
Senator W IAMS. And I know Senator Robert Kennedy and others

had one when he was here along the same lines.
Mr. CO EN. I feel very strongly, as I said in my statement, that this

committee, with its future obligations that it is going to have to
finance President Nixon's welfare program, with the need for spending
more money on education since you are only appropriating about half
of the authorization for education today, I t think it would be tragic
if you reported out a bill that had more tax reduction in it than tax
increases. You ought to be neutral, at least. But I would recommend,
and I make suggestions in here in which I hope you would raise some
additional income, and I would be glad to continue with my suggestion
on it. But I think that you are not in the next 2 or 3 years going to get
out of the present situation of having to appropriate a lot more money
than is in the budget for this year. I am not talking about new pro-
grams. I am talking about the built-in appropriations that are in the
present authorization. Therefore, it seems to me we ought to look for
some places to add some additional revenue.

33-865--6"9--pt. 3-36
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Senator Wruz~ms. Now, you are making my speech for me, you
are back supporting me.

Mr. Coimi. You and I have made the same speech several times
For instance I have another suggestion. I would repeal the double
exemption of $600 on people 65 and over.

Senator ANDERSON. What have we done? [Laughter.]
Mr. CoHEN. Maybe I am speaking to the wrong group right now.

[Laughter.] But let me just explain this to you, gentlemen. With the
changes that have come over from the House or the low-income in-
dividuals, you will have taken off a big tax burden on the lowest
income people, and I heartily support that.

Now the reason in 1948 the double deduction was put into the law
in the iouse is because you didn't have that kind of special exemption
for low-income aged people. But if you are going to make the exemp-
tion for the low-income people generally then you don't need tie
double exemption of the aged. That would not only save mcney but
it would largely come from higher income people. I want to urge you,
as I urged the House, the most complicated thing in the income tax
today is the tax credit form for people over 65. 1 begged the House
committee to simplify it. There are millions of aged people, in my
opinion, who don't take their full tax credit because they can't under-
stand the forms. Yuu just take a look at that supplementary form
for people 65 and over, and if any member of this committee can make
that form out correctly by himself, I will buy you a good meal. You
just can't do it.

Senator WILLIAMS. I notice you suggest that we should raise addi-
tional taxes through change in the capital gains structure. How would
you change the capital gains?

Mr. CoHzN. Well, I certainly believe that the capital gains require-
ment ought to be a minimum of a year instead of the 6 months. I think
that is in the House bill. I would certainly favor at least providing
that the tax rate for capital gains, would 4.t least be 40, maybe 45 per-
cent. Maybe the top of 50 percent at the present time is too high. But I
wouldn't lower it substantially. I think people who-

Senator WuuAM8. When you say 40, 45 percent, do you mean--
you see under existing law, one-half of the capital gains are taxable
not to exceed 50 percent.

Mr. CoHEn. That is correct.
Senator WILLIAMS. Do I understand your proposal to lower that 50

to half or are you recommending 40 on all?
Mr. COHFNF. I would say 40 on all.
Senator WILLIAMS. On all.
Mr. COHEN. Yes.
Senator WILAMS. On all, in other words, tax them on regular in-

come rates?
Mr. COUEN. Well, pretty close to that. What is your marginal top

rate in the bill now?
Senator WuuAis. Sixty-five.
Mr. COHEN. For ordinary income ?
Senator WxLLIAmS. Sixty-five.
Mr. COHMN. Sixty-five.
Senator Wiuuxs. When it gets fully implemented it would be 65.

Yours under the present law would be 70, plus the surcharge would
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be 77. But under the House bill, capital gains would be taxed without
this ceiling which means they could go all the way to 32V2 when the
law becomes fully implemented.

Mr. CoHiE. I would say that is too low. I would say that 15 to 20
points lems than the maximum rates for ordinary income would still
be fair for capital gains. W.Vat you want to do with capital gains is
you want to give people an incentive to be enterprising and to go out
and develop new products and new companies and to make money, and
that helps the country as a whole. But I would say that if it were about
15 or 20 points less than the top rate for ordinary income that would
be satisfactory.

Senator WILLTAMfS. Under existing law, they could be taxed not to
exceed 50 percent on one-half of it.

Mr. COHEn. Yes, that is 25 percent.
Senator WILLIAMS. Under the House bill they could be taxed at 65

percent on one-half of it which is 32 when actually implemented.
Mr. ComEN. I would go at least 40 45 percent.
Senator WILL AmS. Forty, forty-Ave percent.
Mr. COHEi. Yes. I think what you are trying to do is trying to bal-

ance income to the Federal Government. with not having a disincen-
tive to invest in the future of the economy.

Senator WILLIAMS. There has been a suggestion made before
the committee that where an individual dies and there is an apprecia-
tion, and under the existing law they pay the inheritance tax on the
appraised value-

Mr. CohEN. Yes.
Senator WILLIAM. There has been a suggestion made by some be-

fore this committee that that should be taxed at capital gains rates as
though it had been sold the day before the man died and then pay
inherit ance tax also. What is your opinion on that I

Mr. CoheN. Well, I am not enough of an expert to say but it seems
to me to tax it only at its appraised value is too low. Maybe it should
be half way between the appraised value and the market value.

Senator WLLIAMS. I mean are you recommending capital gains in
that instance?

Mr. Co-EN. Well, I don't know that I would go all the way but I
would use the concept to say if there was an appreciable appreciation
part of that should be taxable, maybe not all but part of it.

Senator WMLIAM3s. Well, of course, in capital gains half of it would
be taxes.

Mr. CofEN. Well, maybe that general principle, half of the ap-
preciated value.

Senator WILLAMS. HOW would you work on gifts? A man makes
a gift to a church, a foundation or something, and he has $10,000 cost
in stock. It is worth a hundred thousand dollars. Would you tax him
on that appreciated value?

Mr. COHEn. Well, my colleagues in the universities and the charita-
ble organizations, as some have testified before you here, say that
if you did that that would be a discouragement for them.

Senator WLLTAMS. I noticed one of your colleagues testified the
other day that lie was in favor of taxing the appreciated value of any
assets given to charity unless they were given to universities. That
was the testimony. But, of course, our tax law as you know relates to
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everybody. How would you deal with gifts, well, to get specific, to
universities. Do you think that if a man has appreciated property
which cost him $10,000 and it is worth a million and he gets the char-
itable deduction for the full million, do you think any tax should
be paid on that? That is one of the biggest questions we are having
before us today.

Mr. COHzN. W ell, I think my opinion is, yes, he should pay a tax
on some part of that, Senator. I am very sympathetic with my col-
leagues in the universities ,vvh say that they, of course, want to get
as much income because of their financial plight, but on the other
hand, it seems to me that a taxpayer who is going to give a lot of
money to a university should not do it simply because it is a nice way
to get a tax deduction but he should do it because he wants to do it
for the university or for whatever intellectual or other particular
purpose, and paying some part, some t Lx on the appreciated value
would seem to me to be desirable.

Senator WILLIAMS. On capital gains rates which would be on half
of the value, the appreciated value?

Mr. CoEni. Vell, that might be a little bit too much in that case
but I would say at least on part of it. I am not in a position to say
whether that should be 10 percent or 20 percent but it seems to me
that our universiies and our foundatio: is, while they need more money
and should get more money, the donor should not do it simply because
it is a nice way to avoid his responsibilities as a citizen for the upkeep
of the Federal Government.

Senator WILIAMS. What would you do about capital gains on live-
stock, racehorses and cattle breeding and so forth? I notice you say
that we should plug the farm losses and-

Mr. ConaHN. I think the general approach as I understand it that
is in the House bill is in the right direction. I would be just a little
tighter on the general-

Senator WIUAmS. How would you tighten it?
Mr. Conmi. Well, I think I would, I forget what the threshold

provision is in the House bill on the extent to which farm losses are
not deductible, I just don't recall it right off the bat.

Senator WnLwAmrs. But they do need tightening ?
Mr. ConEN. I think they need tightening. We are in a position

wh3re we have to find more income.
Senator WILLIAMS. How does the House bill change from the exist-

in law and how would you change it?
Mr. COHEN. I am just not enough of an expert on that to tell you

off the top of my head.
Senator WILLIAMS. Well, you underestimate your talents. I

noticed-
Senator BFXNE-r. The top of his head is like the top of yours andmin e. [Laughter.]
Senator WILLIAMS. I notice in your testimony that you specifically-
Mr. COHEN Yes.
Senator WILLIAMS (continuing). Recommended that we should do

something about tightening up on the farm losses.
Mr. CmrHE. Yes.
Senator WILLIAMS. So you must have something in m.:n&
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Mr. COHEN. Well, I went through the House bill about 3 or 4 weeks
ago, and various suggestions-

Senator WILLIAMS. It is still the same bill.
Mr. COHEn.. Yes, and as I say I just don't recall it right off the bat.

But I came to the conclusion from looking at the Treasury income fig-
ures that the House bill could yield some additional income in that
area. I would not have gasoline taxes deductible either. I think those
could be looked upon as as user taxes. I see no reason why since the
individual who is driving the automobile gets the user satisfaction out
of the gasoline and the road, why we should give a tax deduction there.
You would pick up some additional funds.

Senator WVILLrtms. But you are not sure whether you would elim-
inate the capital gains provision in the existing law for race horses or
livestock?

Mr. CoiiEN.-. I really am not that much of an expert. I never had a
race hore and I never really am that expert to know.

Senator WILLIMNS. Well, I don't either but we are going to have to
deal with this problem.

Mr. CO.EN. Yes.
Senator WILLIAMS. And I was just wondering what your opinion

Was.
Mr. ConpE.-. If you forced me to state
Senator WILLIAM31S. I wasn't, forcing you, I was just trying to get the

benefit of your thinking.
Mr. CoiiEN.. I would say yes to that. I would apply that and the

other rifles you are going to apply in capital gains and see if you
can get more income.

Senator VILLIAMS. You would be surprised on how much you and I
agree. I opposed that when it went into the law 20 years ago.

Mr. COHEnr. I think we are in the position now, Senator, where while
the American public wants very substantial tax reform we have got
to find ways that the American people accept where we can close some
avenues of tax reduction whether it is justified as others are.

Senator WILLIA31s. But you would recommend that some form of
tax, capital gains or in that direction be placed on the appreciated
value of the assets at the time they are given away or at death, is that
correct.?

Mr. CoHE-. Yes, sir, as a, general principle I completely endorse
that.

Senator WILLIAMs. Even when they are given to universities or
foundations?

Mr. CoH1EN. Yes, sir.
Senator WIrIA.i-s. What is your recommendation about taxing

foundations?
Mr. COiiEN. Mv recommendations are:
First, I do not favor the 7 percent tax on investment income of

the foundations. I favor instead a filing fee. I did not hear in detail
what either Secretary Kennedy or Assistant Secretary Cohen said but,
in general, I would favor a filing fee, in effect, on foundations, plus
full disclosure.

I make this recommendation, that instead of giving that respon-
sibility to the Treasury Department that you give it to the Department
of HEW, not the collection of the filing fee, which would be a Treasury
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responsibility, but the full disclosure provisions on foundations you
should give to the Secretary of HEW, and you should require him
each year to make a complete report on how this money of the founda-
tions is helping the universities, education, charity, welfare, health,
which the money is directed to be used for.

In other words, the reason you are giving a tax deduction for those
purposes is because you assume it effectuates some national benefit,
educates more people, helps the health of the people, accomplishes
other important results.

Now, you and I do not know whether that is true because there
is not a full disclosure of what all of the foundations do. I think
that what you need and what you do not have at the present time is
a unit that is appraising these expenditures. I must say I am strongly
opposed to what I call the punitive provisions in the bill of the 100-
percent tax on the foundation and the 50-percent tax on the officers
who have made what is called an improper expenditure.

If the committee, if the Congress is going to adopt that principle,
and then apply it to all American business as well on any expendi-
ture that is made that is not proper under the tax law, you have
taken on a pretty big problem.

Senator BENNET. Shouldn't we also apply it to officials in the ex-
ecutive department?

Mr. ComEN. I would say if you are going to apply it to founda-
tions you are going to eventually apply it to everybody. But I am
opposed to it in principle.

Senator WILLIAMS. You are opposed to it.
There is a provision in the bill that deals with the right of, about

hiring Government employees on the payroll of a foundation. What is
your, what would be your, opinion on that as a matter of public
policy?

Mr. COEN. Yes, as a matter of public policy, I think that grants
should not be made to any individual while and during the period
he is an employee. But I do not think previous employees of Govern-
ment or a Senator should be barred from getting a foundation grant.

Senator WILIAMS. You mean while they are on their Government
payroll I

1r. CoP H ;. No, sir. I meant to say-

Senator WILLL MS. While they are on Government payroll they
should not get anything from the foundations.

Mr. CoHEN. That is correct, sir. I am very strong for a principle
of what I would call the application of sabbaticals in Government
like in universities.

I think Government would be a lot more efficient if more people in
Government were to take off a year or two and go into business or go
into universities and be able to come back 2 or 3 years later with
new information, new insights, and I do not think you should bar
people during periods which they are not drawing a Government
salary, either -bfore or after they are a Government employee.

Senator Wuzwums. But you do think it would be wrong for any
official in Government, either the legislative, judiciary, executive,
whatever it ma be-

Mr. COHEN. Ces, sir.
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Senator WLu.&is (continuing). To accept any-
Mr. Conzx. Yes, sir.
Senator WILLIAMS (continuing). Anything at all from a founda-

tion.
Mr. CoHN. I think there could be a conflict of interest there.
Senator VILLIABIS. Yes.
Under existing law it is possible for foundations to make what they

call awards to public officials. Is there any difference in that, and
should that be permitted, and if so, should that be taxable income or
nontaxable?

Mr. COHEN. Well, you are asking me an embarrassing question be-
cause I hapened-

SenatorWILLIAMS. I did not mean to.
Mr. CohE:N. Because I happened to receive one of those awards, so

I suppose that my answer to that question would be a little bit difficult.
I not only received one but, of course, as you know, it was deemed

by the Internal Revenue to be nontaxable.
Senator WILLIAMS. Perhaps now you can answer the question real

well.
Mr. COHEN. But I do not believe in barring those kinds of episodic

awards, which are once in a lifetime, and way out in the public do-
main, and you do not know whether you are ever going to get it. I
did not know I was ever going to get one. I did not even know I was
being considered for one until a few days before they told me I re-
ceived it. So that no conduct of mine was related to it, although, I
suppose, one could argue the anticipation might have had some im-
pact on me.

But I believe that the Rockefeller public awards should not be
barred from Government employees, and they should be considered
as nontaxable.

Senator WILLIAMS. Well, there was nothing l)ersonal in the question
because it was my amendment we are trying to deal with. I think we
are both familiar with the circumstances in recent months, the pub-
licity of why this was brought so sharply to our attention about
Government officials being on the payroll either in the disguise of ex-
pense accounts or otherwise.

But I personally do question the propriety of it or the advisability of
it from a practical standpoint, because it could raise questions.

For example, we are dealing with the question now, will we or will
we not tax these foundations, and our committee will be voting on
that.

Government officials, will be making recommendations for or against
these measures which are of vital importance to them, and if one of
use, as members of Congress or as members of the executive, was the
recipient of one of these awards there could be a question raised in the
minds of some American citizens, perhaps properly or improperly as
to the propriety of it. And I just ask you, don't you think-do you
think it is a good matter of public policy that a government official,
while he is on the payroll of the Government, can receive compen-
sation in the form of travel expenses, awards or salaries for whatnot
from these foundations with whom we are going to making such vital
decisionsI
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Mr". CoUzN. As a general proposition, I think your position is
correct that a public official should not be subjected to any kind of
fa poss bili ty of being influenced by any monetary award or travel or
anything else.

would except unusual things that related to the Presidential
Award of Merit or a Rockefeller award that was so out in the public
domain that, you know, it was sui generis in terms of its nature. But,
generally speaking, I would say your position is one that I would
heartily endorse.

Senator WILLIAMS. Of course, in the particular case that was
brought to our attention which brought this into sharp focus to our
committee, the man explained it in almost the same manner, and yet
there was a difference but I just wonder where we can stop

I understand Rockeleller awards are made by Princeton University
from funds supplied by Rockefellers individuals, and that may be
rather thgn a foundation, I do not know.

Mr. Coni. Yes.
Senator WIrLLus. I do not know which way it would be, but we

were in agreement that as a matter of public policy it may be advis-
able tol imit them.

Mr. CoEmt. I think you are generally correct, yes.
I had two other points which I would like to make and, perhaps,

Senators would like to question me on them.
I want to make two points with regard to medical care that I

thought you would be interested Mi.
Senator WiLAms. Yes.
Mr. CoHi,. I think I share with the members of the committee and,

particularly, with you, Senator Williams, the concern about the rising
cost of medicaid, and I have two suggestions in connection with the
tax laws that I would like you to consider.

One of our big problems, why, among other things, medicaid costs
are going up is that there are at least 50 million people in this country
who have no Blue Cross, no Blue Shield, no major medical coverage
whatsoever, not a nickel or dime of it.

Now, the passage of the medicaid law presents a particular problem
because for those very low income people there is no incentive to take
out Blue Cross, Blue Shield from now on because if you live in a
State that said, let us say, if it were Iowa, and they said, "We are
going to take care of your medical bills if your income is less than
$2,000," if you have less than $2,000 there is no point in your taking
out Blue Cross because you could get it from medicaid, and if it is
New York, the medicaid coverage is set at $5,000, there is no point
in taking out voluntary medical insurance if your income is below
that figure.

I believe you ought to do two things in the tax lawv. First, you
ought to change the present deduction.

As you know,- the present deduction provision that Mr. Byrnes
~e ended some years ago was to allow a deduction of one-half
of any health insurance premiums up to $150. that is one-half of
"C0O,

Ia9_ gat that you modif that by giving individuals a 100-percent
'deduction, let us say, up to $100 or $200, to encourage lower income
people to get a comprehensive Blue Cross, Blue Shield policy that
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will be completely tax deductible if they had income that made it
taxable, and then deduct something like 50 or 25 percent above that,
let us say, up to $600, so that a person w.1uld be encouraged to buy acomprehensive policy.
Tret is one suggestion to put in the tax an effort to encourage the

lower income, noninsured people to purchase health insurance.
The other suggestion is this: I think you ought to make as a con-

dition of any corporation, employer, or trust, or any taxable unit in
this country that does use the tax laws to get a tax deduction because it
has a pension plan or a stock option plan, to require them-to at least
insure their employees for Blue Cross, Blue Shield, and major medi-
cal.

I do not see why you should give employers this tax advantage to
take care of their erp ployqAs ifor-old ag4 they omit- including a
protection against heal ',which, if they do noth~ve it, merely means
that you are going/klfinance it later on through mni 4icaid.

Senator WILLJAzks. I understand our )roposil is"khat all of the
employees be cered under a media a. cy whose sco e is at leastas broad as medicaid, and .h1a the mp oye wouldpay least one-

of co rage, isthaw at yo are sug-
gesting? I 7-1

Mr.Co N. That u be
Senate WiLLiAMS. At t& it f.Mi9hig, for which you

are one f the principal o , yo \ha/e that progra flyim le e ted ? ,..- 
\

Mr. nHEW. Ye4, si und( terentha < .

Senat r WHuLIA~i iet thtl%
Mr. Hnzzf. Bet than at; yes ir.-,'
Senat WmLIAs. As "reult ofj ur lt /
Mr. N,. Yes' Actfially,\yuou-t~e U s the- e genera Vpolicyoroee e. Under

emreas the F ral Gov en hsorteFeral emp oyee,t VUde
your Fede l employee health-i sunce system u have , master
contract co ring all employees, altugh re e some tions and
the Federal Gcvermhent'pya certi pueiftage of th'cost.

All I am sayi g, you can vamjithe tails, but if you Wntto see that
medicaid costs in\this country are reduced in the nxt 10 years, you
have got to do something about covering more pegpe under voluntary
health insurance. -g a ..... me v

Senator WILLIAMS. I agre-vith-you,-W have got to do something.
I am not unmindful of the fact that we had this medicaid program
put' through, you remember, you were one of the principal witnesses,
at an additional cost of $288 million above the then going program,
which was around $400 million, and which was going to bring around
$700 million total, and now it is close to the $5 billion figure, so that
is the reason that I recognize you as an authority on these escalating
costs of these medical programs.

Mr. CoHEN. I would say, Senator, I thought you were going to ask
me about that question.

Senator WnLLAMs. I am just relating history.
Mr. CoHmN. I thought you would remember the $238 million. It is

indelibly engraved in your mind and mine.
Senator WuLuArs. It is indelibly engraved in the minds of every

American taxpayer because we sold them a bill of goods, and they
are paying much more than that.
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Mr. CoHzN. No one who sat in this room could have possibly-and
I am sure it never passed your mind and it never passed my mind that
the States, the physicians, the hospitals, the people of this country
would have in any way, you know, used and abused medicaid to the
extent that it has up until now.

Senator WnHuMs. Of course, we all make mistakes. But the chair-
man of the committee at that time, the Senator from Virginia, was
most emphatic that the costs were underestimated if it were going to
be achieved, a small fraction of the results that were being held out.

Mr. COHEN. Yes, sir.
Senator WmLum.S And you know, he was a vigorous opponent of

the program on the basis that the costs were not realistic, and he had
some support because I was one.of those at the time.

Mr. COHENm. Yes, sir.
Senator WuLwMs. I do not mean to say we saw $5 billion costs,

but we did not think you could do all these things for $250 million,
either.

Mr. ConmN. No.
I want to make one other specific suggestion to this committee in

this bill, and that is that you authorize by law the publication of the
incomes received by taxpayers in which they receive $50,000 a year
or more from any payment, directly or indirectly received, from the
Federal Government. '

What I have in mind is, of course, the publication of the informa-
tion that I submitted to this committee before I left office, which gave
the numbers but not the names of those physicians and other practi-
tioners who received this amount of income from medicare.

However, I did not reveal at that time the individual names be-
cause the law, in my opinion, did not authorize me to do so.

I understand the committee has those names. I think it would be
ood public policy if the committee would put in the law an authoriza-

tion that there be a public access to the Members of Congress and for
the public of any who received more than a certain amount, whatever
amount the committee in its wisdom thinks fair to the public.

Senator AN ownON. What benefit would it be?
Mr. CoHN. Pardoni, sir I
Senator ANDErSON. How would it benefit the public?
Mr. CoHEn. How would it benefit the public? Because then I think

the matter would be out in the public.
If a man makes $100,000 or $200,000 of income from Federal pay-

ments under medicare and medicaid, I think that if he is doing it all
by himself he is either running a lot more people through his office
than he can give high-quality medical care or he is in some way sub-
mitting bills which I do not think are justified.

Senator WIuAMS. Well, it could be; we are checking that now. I
regret that you did not get interested in that until after you left office
because, as one member of this committee, we were trying to find out
some of that; and I noticed that you made your speech aferward.

Mr. CoiEN. No, sir. I submitted that information, Mr. Williams,
in my report to this committee before I left office.

Senator WULumS. Yes; but just about the time you left office.
Mr. Comn. Well, that is the first time I had the information.
Senator WiLuus. But we are getting the numbers
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One of the problems we had with getting that information was this
confusion within HEW.

Mr. CoumEi. Yes.
Senator WILLAMS. Of using the so-called Swiss bank account num-

bers for the doctors where we found some doctors having four or five
different numbers.

You might be interested to know that under the instructions of the
committee, they are now using social security numbers for the pay-
ments; so that it will be a very simple matter on the computer now to
find out what John Doe does.

Mr. CoHEN. I concur with that decision wholeheartedly.
Senator WILLIAMS. I was amazed when I went down through the

Department to see that that was the first time that they ever thought
of the fact that they could ever use the social security number as identi-
fication.

Mr. CohE.,. I did not know about that. I was not aware of that
until the committee brought that to public attention.

Senator WILLTAMS. Well, I do not know, they said that they had
never thought of it before; but it was a little surprising ' o find when
we have a law that every taxpayer in America who makes a payment
to another individual in the form of compensation must use their
social security number, we found the only violator of that law was the
agency itself which puts out the number.

Mr. COYIEN. I think we deserved an appropriate reprimand for that.
Senator WILUAMS. And we are having an embarrassing job con-

vincing our constituents where the agency that put out the numbers
under the law cannot follow its own laws.

Mr. COHEN. But I think you ought to go a step further now, Sen-
ator, and I think you ought to authorize by law, under whatever safe-
guards you want, or at least public access to certain of this information
with regard to the tax returns of certain individuals, and I think it
would be very healthy.

Senator WILL MS. Well, we were advised that, first, the Social
Security Administration had taken the position that they could not
turn this information, under the law, over either to the public, to the
committee, or to the Treasury Department itself which collects taxes.

But recently, as a result of reexamining the law, they found that
they do have the authority. We are told we do not need a law now;
that, the Social Security Administration can, under the existing law
as it is interpreted today, make available to the Treasur Department
and other Government agencies the information which they have in
their files.

Mr. COHEiN. But I am recommending going a step further than that.
Senator WILLTAMS. And make them do it; is that what you want?
Ir. COHEN. No. On step further. I am saying making public the

information. Ycu have them now and that is fine, and I hope you go
into them. I know of no specific statutory authority that permits you
to publicly release it, certainly I know of none that permits the Depart-
ment of HEW to release it, and what I am suggesting is public dis-
closure of that information under appropriate circumstances.

Senator WILLIAMS. I would be of the opinion that the Department
could, if they wished-I do not know, but this has been suggested to
the committee that we do this. It has also been suggested that under
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this guise of the right of the people to know, that they also publish
the list of the grants and the names and recipients of all the grants
that are made by the various departments. For example in HEW,
they make millions of dollars in distribution of grants ior various
purposes. What would you think about publishing a monthly list of
all of those grants and making it readily available?

Mr. COHEN. I think that is fine because, in my opinion, they are all
publicly available now.

Senator WiLums. They are if you go ask for them specifically;
yes.

Mr. COHEN. Now, the Ways and Means Committee wrote into the
bill in 1967, and you concurred in an amendment, which required
me--I was then Under Secretary-to personally sign all of those;
both Mr. Mills ana Mr. Byrnes were very much concerned about it,
and the wrote in the statute a requirement that the Secretary or
Under Secretary had to personally authorize those particular grants.

I was not very happy about it, I might say, because it was a big
ministerial function. But the amendment also provides that I send to
the Ways and Means Committee and to the Senate Finance Commit-
tee each quarter a record of those grants made under the applicable
titles of the Social Security Act.

Senator WnIAMs. Would that cover also your public disclosure of
grants that were, well, like your surplus property that was turned
over to the agency and then later disposed of by the agency to some-
body I

1r. CoHN. No; that is under another statute, but I see no reason
why it should not-

enator WMLIAMS. It should not be made public as well.
Mr. COHEN. I am for full public disclosure, I believe that. I go a

step farther. I think you ought to authorize by law either the publica-
tion or public access of every taxpayer who does not pay a tax, every
taxpayer whose tax is less than 10 percent of his gross income, includ-
ing the deductible items, and you ought to include every person who
is getting a very substantial amount of money from medicare, medi-
cait, farm payments, or otherwise, because I think that would be the
most healthy thing for our taxpayers to know, and I think it would
have-

Senator WILLAmS. Those files are readily available if somebody
asked for the specific file on John Doe's case now, are they not?

Mr. COHEN. No, sir.
Senator WILIAMX. Should they be?
Mr. COHEN. You can ask Mr. Woodworth, but my understanding

is those are not publicly accessible now.
Senator WILLIAWS. Perhaps we are talking about something else.

I am speaking of the grants ,o colleges.
Mr. COHEN. Oh, yes, sir.
Senator WILxAS. The grants that are made by HEW and other

various agencies.
Mr. COHEN. No, sir. There is a modification there. The actual notifi-

cation of the grant and the grantee is public information and is pub-
lished by the Department, but such matters relating to the action
of a particular council or the refusal to make a grant is not public.

Senator WLLIAMS. I am speaking of the grant itself.
Mr. COHN. All of those are public information.
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Senator WILLIAMS. Or of the transfer of surplus property, that is
publicly available.

Mr. COHEN. It is all public information. If that is not available
now for some reason or other-

Senator WILLIAMS. Of course, I know it is.
Mr. COHEN. As far as I know, when I was in the Department all

of that kind of information that. you are talking about was public
information and was available.

Senator WLLTAMS. I notice in your statement you also make
rather one revolutionary recommendation for taxing social security
benefits.

Mr. CoHEN. Yes, sir.
Well, let me discuss that for a moment. When social security was

first started in 1935 the law in effect was silent about the taxability
of social security benefits mainly because the benefits were so low in-
comes were low, that I think the congressional committees as well as
the sponsors could not quite conceive that anybody who received
benefits would be taxable, and probably that was so.

Since the social security contribution of the individual was taxable
as income, but the employer is not, no thought really was given to it
in the original act.

Then, as you know, the Treasury Department, under a provision in
the law that certainly was not specifically intended for that, where
it said no attachment, assignment, garnishment, or anything else,
shall apply to social security benefits, was interpreted to mean no tax
should apply to it.

Now, I think after 35 years, Senator, social security benefits are
substantial, they go to a lot of people and, as I tried to point out,
older people have a double deduction.

Senator WLIAmS. You are recommending that be repealed.
Mr. CoirmN. I recommend that be taken away, and everybody. at

least has, I think $1,524, that is not taxable in any kind of pension
benefit. You have got the private pension plans andthe Keogh plans,
and all that sort of thing. I think you have got to take another look at
the taxability of pension benefits generally, and if you do not want
to tax all of social security benefits for whatever good economic or
political reason, at least you ought to start taxing them, let us say,
about $100 a month or about $120 or $150, above a certain amount that
you thought, was a reasonable exemption for low-income people.

Senator WILLIAMS. To get back to the capital gains provision, un-
der existing law a public official, a Member of Congress can leave and
donate his papers to the university or some private library or some-
thing and get charitable deductions for those as a donation to charity.
At the same time, they did not cost him anything.

Do you think that should be taxable income on the basis of its ap-
praised value?

Mr. COHE-.. Well, I have not transferred my papers ,yet.
Senator WIL JAmS. Neither have I, so we are both in the same cate-

.gory.
Mr. Coi.rN. Simply because I am very much upset about that pro-

vision, and I do not. know what to do about it. I have some very valu-
able papers. that are mixed up with public papers and my privatepapers. JI have -made a legal instrument to transfer them to my alma
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mater, but I do not know in my mind what to do about transferring
them with regard to the tax status because it is kind of mixed up
with my public papers, and so on. I really do not know how to handle
it.

Senator WLLMAMS. As we mentioned before, we want to get charity
on the basis of wanting to give something rather than to receive some-
thing in return.

Mr. COHEN. Yes.
Senator WuLrAs. And I am not too sure that this would act as

a deterrent on a bona fide turning over. But anyway the bill does deal
with that.

Mr. Comu. Yes.
Senator WIAMs. I, too, will be affected. I am leaving after this

next year.
Mr. COHEN. I really do not know how to do that because, you see,

I am in a dilemma. I have items in my papers which, if I did not give
them to the university, it is quite true I could probably sell to some-
body else and get-

Senator WImLAws. But you would pay taxes on them.
Mr. COHEr. And I would have to pay taxes on them, that is the

point.
I have some letters in there from John Williams. If I wanted to sell

those letters, I think I could make a lot of money. [Laughter.]
Senator WILLIAms. Yes, sir.
Mr. CohmN. And you sent me some pretty hot letters, and I have

some from Senator Miller in my file, I am sure.
Senator WLLIuAs. We can exchange them and both make some

money. [Laughter.]
Mr. CoHnvi. I really do not know what is the right answer to that

question, I really do not.
Senator WLmAMs. I really appreciate it because I know you would

be affected, and so am I.
Mr. CoHEn. Yes.
Senator WmLAMS. I mean, there is nothing personal in this because

I, too, as you know, am planning to leave. But it has always been a
question in my mind, these Government papers that are accumulated,
while we are drawing a Government salary, they are accumulated by
Government secretaries on Government salaries as a result of our
work.

Mr. Comzn. Yes.
Senator WiU.IMS. And to the extent that we get a tax deduction

for them, say, we are in the 50-percent bracket and they are valued at
$20,000, it is $10,000 cash.

Mr. COHMN. Yes.
Senator WILIAMS. And the question is if they are going to be

valued, should we pay at least a capital gains tax. '±'he question comes
sharply to both you and me at this time because we are recommending
that capital gains in general be tightened up on everybody else in
America on their a appreciated assets, and so I think that before I can
move in and effectively tell John Doe that I think his capital gains
structure should be tightened and the tax raised in his field, either at
death or otherwise, I should be able to say how I want to deal with
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mine. That is where I am asking you to help me, how do you think
they ought to deal with yours?

Mr. CohEm. I really do not know that I can.
Incidentally, in the last 6 months where I have had more time, I

have visited a number of my friends, former Senators, Governors, Con-
gresmen, and the thing that is amazing to me is how many of them
did not save or give their papers to anyone. I am appalled.

Senator W IuAs. I know it.
Mr. COHEN. I am appalled at the fact that many people who I think

were very influential people in Congress, left office and did not do a
thing with them.

Senator WILLIAMS. A lot of them I know have given them to a his-
torical society and never took any credit.

Mr. COHEN. I want to encourage public officials to give their papers
to the universities. That is why I do not want to discourage some tax
advantage in that area. That is the reason for the doubt in my mind.

Senator WMIAMS. It is a little hard for me to talk about eliminat-
ing some of the tax advantages of John Doe when I say I do not want
to eliminate mine. I am just wondering how you would feel about that,
as an expert.

Mr. COHpr,. Well, I think what it will end up with, and I do not
want to make this a certainty, but I think what Tam going to do is to
give my public papers to the university and not take a tax advantage.

Senator Wmiiums. I was not speaking personally about this. There
is nothing personal--

Mr. COHm. Yes.
Senator WmwAu s. Because this happens tobe one that I personally

am going to be affected by, and every other Member of the Senate at
some time will. It is also equally true with former Presidents or fu-
ture Presidents.

It is a problem, something we have to deal with, and it is in the House
bill so we are going to be confronted with the answer.

Mr. CoTTmN. I am not quite clear. Maybe I did not observe it care-
fully. What does the House bill provide on that ?

Senator WMLLAUS. The House bill provides that you can donate
them to the university and take a deduction as though they were a
gift to charity, but it is offset by taxing them on that same basis as
though it were income, so there is no tax advantage in giving them.
You can give them or, you know, you can give them away or you can
just give them and not take a deduction, either way, but it is not a
case-

Mr. COemN. Does it work out that way ? If you give them and they
give you a $5,000 evaluation of it, and you take that deduction, and
then you must also---

Senator WUIAMS. Add the $5,000 in on your income.
Mr. COemN. So you come out neutral, then, is that it?
Senator WILLIAMS. That is right.
Mr. ComeN. You come out neutral.
Senator WmiUAms. That is correct.
Mr. CoHEa. Well, in general, I would say that is the right policy.

But I think it is probably going to inhibit some people giving their
papers to the universities.
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Senator WmiIAms. Or a simpler way around it, you could give them
and just call their value zero in both instances, but it averages out to
zero as far as the tax benefit is concerned.

Mr. Com. I think you ought to give them some tax credit though,
Senator. I think the House provision is a little too tough. Let me say
why I am really for a person to preserve their own papers. The wear
and tear on my wife about the collection of-

Senator WnLwis. In other words, the tax law won't allow any
depreciation on wives.

Mr. CoHeN. If you are going to keep a depletion allowance, I think
you ought to give a depletion allowance on wives, too.

Senator WrLTAMS. I think our wives think we are depreciating
faster than they are.

Mr. CovxN. I would urge you not to go as far as the House bill, and
see if e more intermediate measure could not be worked out.

In other words, I would give at least a $100 or $1,000 deduction, or
some minimal amount in order for Congress to at least say, if you give
your papers to a university, why, there is some tax advantage. It does
not have to be much, but ]ust a recognition that the person is making
a contribution.

1 think this is extremely important because I want the people of the
future to know the history of their country as indicated by the biog-
raphies of their leading citizens and legislators.

Senator WImuAMS. I agree with you, the importance of that, par-
ticularly the correspondence you and I have had, which is really im-
portant. [Laughter.]

Mr. ConEN.-Yes.
I will tell you some of that correspondence on medicaid is going to

be good reading later on.
But I really do think that we have not been historic minded enough

in this country in preserving the papers of distinguished statesmen
and people, and I know those kinds of people are not doing it pri-
marily for the tax situation.

Senator WILAAMS. I did not mean to infer that they were. I think
they should be preserved.

Mr. CormH. Idid not think so either, but ! think the recognition of
the difficulty and the problems and the various costs that are involved,
a minimal amount of tax exemption, a nominal kind, ought to be con-
sidered.
Senator WILLIABS. One suggestion has been that the House bill, as

I said, deals with it as income and as a deduction would be zero.
One suggestion was made that maybe it be taxed as capital gains

and then allow the deduction, which would be about halfway between.
Mr. COHEN. I see, that would give--that would give them about a

121/o percent deduction or--
Senator WnLLA MS. It would vary according to their rights in the

tax bracket they were in, give some advantage.
Mr. Cormx. But some minimal amount, yes. I would think that

would be important. I have been doing a lot of things since I left office.
and my wife and I went down to Florida, and we visited Mr. Forand.
You remember Mr. Forand who first introduced medicare. I stopped
in to see him and I said, "By the way, Aime, what did you do with
your papers "P
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He said, "I didn't do anything with them. I threw most of them
away."

I think that is a great calamity that a man like Mr. Forand, who
had been in Congress so long and had been connected with the Ways
and Means Committee did not save his papers. I think anybody col-
nected with the Ways and Means Committee and the Finance Com-
mittee ouaht to have his papers preserved, so I would like to
encourage it.

Senator Mmi.f. It. is good to see you, Mr. Cohen.
Mr. CoiEN.,. It is good to see you, Senator.
Senator MILLER. I notice in your testimony that is printed that you

make a statement relating to the exemptions for dependents, you say,
A more sensible policy would be $700 for the first child, $000 for the second,$500 for the third, $400 for the fourth, $300 for the fifth, $200 for the sixth, and

$100 for the seventh.
Then you refer to one man in one of the Government departments

who had 13 children, :ind you say, why subsidize him by the tax system
to have more children. I read correctly, do I not, from your statement?

Mr. COHEN. Pardon ?
Senator MILLER. I read correctly from your statement, do I not
You know when I read this, 1 thought back to the days when I was

in the Iowa Legislature, and we had pending before us a proposal by
one of my colleagues to cut back the allowance per child on a scale
similar to this in the ADC prograni. It was defeated rather severely. I
voted against it, but the argument was that you were adding penalties
to the children.

Mr. CoHENi-. Yes.
Senator M1ILLER. And it would seem to me that this could result in

more taxation which would deprive, especially large-family, low-in-
come people of proper care for the children.

Now, I think I see a similarity there between the advocacy of cut-
ting back on ADC, according to the number of children, and this
proposal.

Mr. CoJnrN. No, I did not, Senator. That is the distinction I would
like to make.

In AFDC the only people who are eligible as far as the program
is concerned are people whose incomes aretelow some minimum sta c-
ards that the State has determined to be a poverty or dependency
level, and if you have children who are in need, who are faced with a
situation that certainly the children should not be penalized.

But what I am saving is if you have a taxpayer Wi',o is making
income that is normally thought of to be taxable income, in the range
of taxable income, why, in effect, should I pay more income taxes? I
have limited myself to three children because I want my children to
get a good education and support them and so on, while another man
w has 13 gets, let us say, for 10 more, he gets $6,000 more exemption.

I perfectly admit lie needs it if he has got those 13 children. I under-
stand that to be a real problem.

Senator MLLER. That. is where I draw the comparison with the
AI)C because if you deprive him of the extra exemption he would get
normally you are going to squeeze a low income family which might
otherwise not be in a taxable situation.

33-805-69-pt. 3-37
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Mr. CoIIEN. Well, I would not do it so hard that it would be a
penalty.

Senator MILLER. Whatever you call it, if I am a low income family
breadwinner and I am now going to be thrown into a tax position,
whereas'with the straight $600 exemption I am not-

Mr. COHEN Let me ask you this, Senator, the $600 tax exemption
for every dependent is an absolutely illogical provision.

Senator MILLER. We are not going to argue about whether it is
realistic or all of that. But when you start to separate this out accord-
ing to the number of children in a family, I must say I can see certainly
in the low income areas, a situation not unlike that ADC question that
I brought up.

Mr. CoHVEN. No, I think it is different.
All I am arguing for is this, in principle: I think you ought to have

a higher amount for the first or second child. If you want to have $600
for a child, go ahead and do it, but then I think you ought to give
$1,000 for the first and $750 for the second, and if you want to give
$600 or $500 for every one more, that is fine, but I do not think it costs
the same in the household for every child after the first.

I think you ought to recognize the economics of bringing up chil-
dren. The cost is more for the first child. The others have a reduced
cost because of the light, clothes, and heat, and so on. Also, you ought
to in some way recognize Government population policy to encourage
people to concentrate on the quality of life for two or three of them.

I do not want to penalize any child or any family, but I would like
Government policy to recognize that we ought to put a lot more into
bringing up the first two or three children.

Senator MILLER. Well, I can see a lot of merit to your policy, but
I have very severe reservations about using the tax law as a means
toward that end just as I had very severe reservations about coming
down on the ADC allowance on a child, depending on the size of the
family, as an inducement for poor people not to have any more
children.

Mr. COHEN. I am not only saying poor people, I am saying rich
eople. I do not see why we gave Bobb Kennedy all of those tax de-
uctions for 13 children. He could affordto pay more taxes.
Why should high-income people who have a lot of children get

$600 per child? If he wanted-to-have more children, that is fine, but
I do not see why I should pay more taxes to support people who have
13 children.

Senator MIu.ix You have at least one member of this committee
who is advocating increasing it to $1,000 or $1,200.

Mr. CoHFN. Well, yes, andI would too for the first child.
Senator MILLR. I pointed out to him that this would to a high-

income or a high-tax bracket taxpayer result in quite a difference in
treatment compared to the low-income taxpayer.

Mr. ComEN. Let me say this, Senator. I was trying to argue here,
not for increasing or decreasing the total revenues. That is another
question. But if you do go to $1,000, and I think for the first child
$1,000 would be proper, and $750 maybe for the second child, but then
I sure would not go to $1,000 for every additional child. That is what
I am saying, you see.

Senator M~rjzFR. Well now, one other thing.
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I presume you would have a grandfather clause in this proposal,
and I do not mean for a grandfather-

Mr. CoiiE-. At least a father clause.
Senator MILLER. Those children are already in existence.
Mr. Com. Well I thought a good deal about that, but I am not

competent to really Agure that.
Senator MILLER. You are not a grandfather. [Laughter.]
Mr. COHEN. I want to say this, I think where this very distin-

guished committee and the Ways and Means Committee has really
overlooked the fact that you do not really consciously realize what
an important part the tax laws of this country have on social policy.

You can say all you waAt, and I have read the books, where it says
when we deal with tax policy we do not take social implications into
account, but the fact is you do.

When you give a deduction for a pension plan, you are encouraging
pension plans. When you give a tax advantage for stock options, 0you
are encouraging stock options. When you give a deduction tor medical
care, you are encouraging health insurance.

When you give a deduction for $600 for a child you are saying by
a law of the United States of America, we think it is nice for you to
have all the children .you want.

All I am saying is you ought to go through the tax laws of the
United States, and the committee ought to decide what it wants to do.There is a recommendation pending-before this committee, that John
D. Rockefeller made to spend $120 million a year for family planning,
and I support that, and it is going to come before your committee.

I am for it 100 percent.
All I am trying to say is, when you adopt that, think also about the

tax laws in relation to them. I am not wedded to this particular pro-
posal. I think you could very easily find. flaws in it.

But if you'change the child education in any way, then I think
you ought to consider what its impact is on families in the future.

Senator WILLIAS. Would the Senator yield? Just a brief observa-
tion on the line that the income tax deduction for children is not al-
together the determining factor.

As I stated earlier, I am No. 9 in f family of 11, and the last one
was born 3 years before the income tax law was initiated. [Laughter.]

Mr. ConE.. Senator it is very difficult to make these kinds-
Senator WILLAMS. And I am sure my mother would be delighted if

she knew that there was no income tax law in existence. [Laughter.]
Mr. CorEN. But, you see, this problem is really much more serious.

If we were discussing the population policy here, and I am not saying
this is the answer, maybe it is the wrong answer, I am willing to
adnit but I am deeply concerned about the fact that if, before the
end oi this decade our population is 300 million in this country, I am
deeply concerned where we are going to got the oil, the copper, whether
we are going to have clean water, clean air, whether the roads will
be congested.

The CMIRMAN. Might I just put in one more word, if the Senator
will yield to me for a moment and then I think I will be through.

Mr. Cohen, you have worked hard to try to find ways to make better
use of human resources and to provide people with opportunities. I
regret very much that my efforts and yours to put a lot of poor folks to
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work were frustrated by people who did not seem to agree. with that,
who did not seem to thiiik it is better to work than it is not to work aud
live along on welfare checks.

We are going to have another try in connection with this Nixon
recommendation, I suppose. We will see how we make out. But we
ought to also be tryin to find ways to provide day care centers-
good day care centers for these children of-these working mothers,
many of them on welfare now.

While you were testifying here I was talking to Mr. Bob Ball, and
he is thinking about setting up a day care center up at Baltimore
where you have got 15,000 people working for the Social Security
pro ram.Mr. Cormm. Yes.

The CHAIRMAw. And I know you have had some experience in try-
ing to help people who have problems.

As I recall, you told us about the problem you had with these ex-
pectant mothers who did not have husbands. You organized them into
one school to teach these young people to take care of themselves, and
their children. You might come down and take a look and make a
few suggestions and help encourage that kind of thing, because we
need to have pilot plans to show how these day care centers could op-
erate properly. If we had the right day care centers we would be able
to get a lot of people to work that we cannot do now.

Mr. Coemm. Senator, there is another provision that will just take
a moment. I do not think the House-passed bill changed the allowance
or the deduction for the working mothers who have a caretaker for
their children.

I think that ought to be looked into. I think when a woman goes
into work and she has to have day care for her children, the allowable
deduction in the tax law ought to be increased so that she has ade-
quate care for her children. Many of these welfare mothers after they
get off of welfare and go to work, and then having to pay for the
day care even if she is earning from private enterprise, substantially
enough, if she has got two children, it now costs may be $2,000 or
maybe $2,500 a year to put those children in day care, so she has got
to earn $5,000 or $6,000 in order to make it worthwhile.

I think you are discouraging many of those welfare mothers even-
tually getting a job, going to work, if they really have to take care
of their children.

The CHTArMANT. What you are going to have to do in the first place,
Mr. Cohen, it seems to me, is to have somebody look at that mother's
problem and find the answer to it. Then somebody is going to have
to pay for it. We ought to be willing to pay for it.

Mr. Conm. Right.
The CHAIRm.N. And your starting point has to be that you are not

going to save any money on that one case when you take that per-
son into your program. 'You are going to have to pay her more and
you are going to have to take better care of those children than was
happening before. Someone must provide guidance, and I think
that is one of our problems. We are spreading our caseworkers -oo
thin.

Mr. Couvx. Too thin.
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The CHAIRBIAN. I think we need to have some people, good solid
citizens, in that particular area, that particular community-if it is
a ghetto, somebody within a block of that person-who can help pro-
vide some supervision and help. Not a full-time worker but as a part-
time worker, to look after eight or 10 people to see that those people's
problems are properly supervised.

Then we need to put those people to work, and we will have to pay
them more. You should not plan on saving money by doing that on the
individual cases.

Mr. COIIEN. Right.
The CHAIRMAN. But then you ought to say when you put these

people to work and you provide for the children and you show them
how to do it right, then you gradually reduce their payments as those
people learn how to do something useful so they can proceed to earn
something for themselves.

Mr. COHEN. Right, and give them an incentive to do it, give them a
little bit more as they go into work. I completely agree with that
principle.

The CHAIRMAN. One of these days I think we ought to stop this
thing of every administration junking everything the other admin-
istration did. %I know it is perhaps good politics to come in and take
everything the other fellow did and throw it all out and make a com-
pletely new start.

What you really ought to do is, when a new administration comes
in is, to have a good excuse to junk everything that did not work, what
the other fellow did, and that is a good time to do it. But everything
the other fellow did that makes sense and works, you ought to build
on that rather than destroy it.

Mr. COHEN. I agree.
The CHAIRMAN. If I can give just one illustration of something I

noticed just in my own State one time. Here was a man running for
Governor, a good, highly motivated man, but, generally speaking. his
attitude was that everything the administration he was running against
did had to be crooked, it had to be corrupt, because he was charging
it with dealing with those kinds of people.

So when he got in, the first thing he did was to cancel all their high-
way contracts.

Well then, about the time they got ready to get his own highway
contracts going, before his contractors could mobilize and get on the
job. a war came along, so then he could not get the materials.

Bv the time the. war was over he was out of the governorship. The
result was that he had to go down as a do-nothing Governor, he could
not show a single yard of concrete he had poured, nothing. INell, I
mean, he could show some, but very little had been achieved.

By contrast, the same man he replaced came back and became Gov-
ernor again. and he did not cancel a single one of the other fellow's
contracts. He got credit for doing a fine amount of great work in
road building and improvements because everything the other fellow
had underway, he kept it right ahead, moving, and he proceeded then
to get his own contracts and tried to improve on that, but he kept the
good works of the other man, kept that rolling rather than lose all
that time.
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One of these days I think we are going to find that time is also a
precious asset.

Mr. CoiHE-. Yes.
Senator, could I make one more suggestion that I did not have in

my statement? You have a provision in the House-passed bill that, if
I recall, allows hospitals to be tax free or nonprofit institutions, some-
thing like that., simply on the basis of being a hospital, and I believe
very strongly that that should be amended so that a hospital which
denied receiving any individual by virtue of being a medicare or
medicaid recipient or being paid for by Federal or State funds or
being an emergency case on the ighways, if a hospital automatically
said, "We are not going to take those cases," I do not think they
should get a tax deduction.

The CITAIRMAN. That is a good point.
Now, I have got to go ani' vote, Mr. Cohen, but Senator Miller very

much wants to ask you some additional questions.
Mr. COHEN. I will be glad to stay.
Tie CHAIAN. If I do say, you are obviously one of the most ap-

pealing witnesses and one of the most articulate because you cannot
seem to get away from the witness stand. But if you would be good
enough to stay heire for a few minutes until Senator Miller comes back
so that he will have an opportunity to ask you some questions, please
do so.

May I say it is a real pleasure to see you back here again, and I
think your award that you got for your contribution to Government-
what award was that by the way?

Mr. COHEN. It was a Rockefeller award. I told Mr. Rockefeller at
the time I met him, if he and I put all his money and my money to-
gether, he could keep two-thirds of it.. [Laughter.j

The CHAIRMAN. Well, you deserved it, and you are very much en-
titled to it. I think that is one of the many good works of the
Rockefellers.

Mr. COHEn. Thank you.
The CHAMMAN. Thank you, sir.
When Senator Miller has had a chance to ask you his questions, we

will then quit for the day, and we will come back at 10 o'clock Monday
in public hearing.

The committee meets at 10 o'clock tomorrow in executive session.
Thank you. It is good to see you, Mr. Cohen.

Mr. CoHr.a. It js good to see you, Senator.
The CHAIRUAN. Glad you brought your wife along.
(Whereupon, there was a short recess.)
Senator MILLER. The committee will resume.
I only had a couple of additional questions, and I am sorry we had

to detain the witness.
Mr. ConEN. That, is all right, no problem.
Senator MILLER. Let me give you this problem that I have. It is one

of windfalls under the social security system.
Take the situation of an individual who has paid maybe $4,000 of

social security taxes or at least between him and his employer lie has
paid $4,000, or a self-employed person has paid $4,000, and the next
thing you know he ends up with a $20,000 or $30,000 or $40,000 tax
windfall or income windfall because as the years go on, having be-
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come eligible for social security, his payments far, far exceed the
amount of tax money that was paid into the Social Security Trust
Fund.

MAr. COHEN. Yes, sir.
Senator MILLER. I lave no )roblel witlh that if that income to him

is necessary to keel) him above the poverty level, because I recognize
that society and government at some level or other have an obliga-
tion to try to keel) our people above the )overty level.

But I must say I have a grievous concern over the individual who
may be in a $50,000 income bracket who is receiving these windfalls,
and especially when I realize that some wage earner who may be try-
ing to support a wife and two or three children and is making $5,000
or $6,000 a year is paying tax money in that is being used to help pay
for that windfall.

Now, my concern is such that I would like to do something about
it. I am wondering if this might be a sound approach: to provide that
these payments under social security would stop once the individual
had received back in the payments the amount of his own tax money
plus the amount that the employer had paid in in his behalf, plus any
interest ihat would be accumulated thereon at a proper rate, and they
would stop where he is above the poverty level of income.

If he nceds them to stay above the poverty level they will con-
tinue. Now, I would like your comments.

Mr. CoTmN. Well, I do not think I would be favorable to that, but
let me s" y whore I do agree with you in principle and then see if I can
develop t&is.

I believe that, as I said in my statement, some portion of the social
security benefit first, should be taxable, that is the first thing, because
as the present time, as you have said, many individuals received back
very substanti- fly more than they and tlieir employer have paid in
in contributions,* plus interest, and I think on the whole, this is of
interest to society by what we mean as to social security, you get a
guaranteed beneft.

I, therefore, favor some method for this higher income person of
making the social security benefit taxable above a certain level.

Senator MLLER. Yes.But if you do that you are only going to cut
down on his windfall.

Mr. COHEN. That is right.
Senator MILLER. In other words-
Mr. CoHiEN. Yes, but you are proposing-
Senator MILLER (continuing). The example I gave you, lie prob-

ably would have to pay maybe 30 percent on that., so he gets instead
of $26,000 worth of windfall, lie only gets $18,000 worth of windfall.

Mr. COHEN. Right.
But my point, let me develop why I think your approach to it is

not the most desirable way to do it. I think the basic approach when
you deal with retirement income, it is more important to an individual
toget certainty o0 continued income than it is to get larger amounts.

In other words, I think when anyone retires the assurance that they
are going to get a continuous income for the rest of their life is wlut
enables them to plan their arrangements and take it into account the
whole way that they want to live, the style that they want to live, and
their other obligations.
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So I do not favor any proposal that would automatically either
increase or decrease a pension simply because I believe that it is more
important, and I think that is what the wstords, "social security" mnean,
is to give a person a sense of-I used the word "guarantee," there is
no such thing as guarantee in an absolute sense in our society-but a
reasonable kind of guarantee that they are going to have continued
income.

Now, even if you tell me that the person is above the poverl y level
or any other level, obviously they ought to have some continued in-
come in order that they might be able to make their arrangements to
move where they want to move, their health conditions may be dif-
ferent from someone elses, so I could not be sympathetic with any-
thing that would cut a person's iiicome off after a certain point of
income.

Senator MILLER. Even though lie has not paid for it?
Mr. CoHEN. Yes. That has nothing to do with it.
Senator MILLER. Even though he does not need it?
Mr. CohtmN. But you say he does not need it, I mean, that is a rather

arbitrary decision. You said-
Senator Mnix. Well, he certainly, the example I gave you, I just

use that as one example, he does not need to have social security. Of
course, he would have the assurance that if the day came when that
$50,000 of annual income disappeared he would have the security.

Mr. CoHN.. Yes.
But here is the point. It is not that simple. You used the $50,000

example. But here is a case of a person whose income is $3,600 or
$3,800 or $4,200. That is not enough, while it is above the poverty level,
to take care of that person should he have medical care bills that are
not covered by medicare, have special problems of diet for his wife,
special problems of care for his wife or himself if he went blind.

In other words, what I am trying to say is you cannot make that
assumption in terms of that income so arbitrarily, and therefore I
think you have to give people some assurance of continued income
so they can take care of their special cases.

Now, I recommended in there that you take away the double $600
exemption, and that you tax some part of social security benefits. If
you did those two things together you would, in someway--and I
agree with you not completely, but you would-still give the aged per-
son the security of a continuing income but not give people in the
higher incomes the ve beneficial effects that they have now of a
combination of nontaxahility of social security plus a double exemp-
tion. I do not think you should have both of those.

Senator MILLER. I think that you and I are somewhat in the same
chain of thinking on this. The only thing I cannot quite understandd is
why you are happy about letting the high income person have a $18,000
windfall instead of a $24,000 or $25,000.

Mr. CoHEN. I will tell you why, and this will start another conver-
sation, and that is because I do "not want to inject a welfare concept
into the insurance system, and what you have done when you do that
by putting that kind of a total income test of the individual in, you
are saving that social security is basically a savings bank, noninsurance
kind of welfare system.
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First, you limit it to what the person has paid in, plus the interest,
if he has income above a certain level. Well, that is no real insurance
system. That is no real pension system. That is a glorified welfare
system.

Senator MILLER. We have it.
Mir. CoHEN.. Well, but I don't want to go in that direction.
Senator MIILLER. In those cases.
Mr. ComrE.%. But I do not want to go in that direction. That is what

I am saying. You asked me why I do not favor it.
Senator MILLER. You do not want to go in that direction. We are in

that direction whether you like it or not. Those windfalls are occurring
everyday.

Mr. &oHEN. Yes; but like you said, I think the windfalls should be
reduced, but I do not think you should necessarily try to eliminate the
total windfall.

Senator ILMLER. All right.
Mr. Cormx. That is what I am saying.
Senator MILLER. But you only want to reduce them by the amount

of the tax that would be placed upon them. And I gave you the exam-
ple of where you can have a windfall of $26,000 but reduce it by that
tax and you end up with $18,000 worth of windfall.

Mr. COHREN. Yes.
But, look, the whole beneficial value of social security during these

last 35 years, the same thing in the private pension plan, the same
thing in every plan, is to give the man who retired that sense of security
thathe is going to get that payment.

If you change that fundamental principle, in my idea, then you are
weakening the whole element of security in the program, and Iwould
say this, if you are going to do that for social security, do it for private
pensions, too; only give the man back the value of his contribution.

If you are going to apply it to social security, and consider social
security as an income-related system, then do not give the man in
private industry a different break because his deductions coming out,
the employer's deductions for private pension plan is coming out, of
the general taxpayer because he is getting a tax deduction for it.

Senator MILLER. Yes, that is the difference. It is paid by the general
taxpayer. It is coming out of the general fund of the Treasury which
is largely funded by taxation according to relative ability to pay, and
that is OK if we want to do that.

But this other one is coming out of a very regressive tax system.
Mr. CoI 2. Well, you ought to make the tax system of social

security less regressive and I have a number of specific suggestions on
that.

Senator MILLER. If we do not do that, but we continue what we are
doing, and I have not seen much indication from the other side of the
Hill to change it, then I suggest to you two things: I suggest to you,
one, that this is a windfall and, two, we are not changing the principle
just because we are avoiding the abuses of windfalls; that does
not mean you are changing the principle. Just because you say to a
relatively few, although totally they amount to quite a bit of drain on
the social security system, relatively few people, you are not going to
have a windfall, I do not'think it changes the fundamental thrust of
the system.
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Mr. COHEN. I would rather approach it from a completely different
point of view. I would make the social security tax system much more

regressive, by three measures: first, taxing a certain part of the
en'fits; second, giving a refund to people in the low-income groups of

part of the social security tax, and third, for the employer paying on
the payroll all the way up.

I think if you combine those three features you would have a much
more progressive system in social security.

Senator MILLER.'If you do that, do you not then change the system
from one of an insurance-type system to a welfare system?

Mr. COHEN,. No, sir; I do not think so. If I thought it did I would
not favor it, Senator Miller.

Senator MILLER. It is my understanding that the reason why the
Congress has continued to use the so-called regressive tax approach
is to preserve the concept of a social insurance system.

Mr. COHEN. Yes; but I do not believe it has to be as regressive
as it now is, is all I am saying. I think you can inject some progressive
features into the present program.

Senator MILLER. In other words, you would say that by making a
few little changes, we are not really changing the basic thrust of it,
and I say the same thing with respect to my hitting at a windfall.

Mr. CoHEN. I guess then there is just a difference in the way in
which we would approach the problem. I feel very strongly that hav-
ing it a general income condition to benefits overall would be an
extremely undesirable thing. I do not feel that requiring employers
on the entire payroll or giving individuals a refund or taxing social
security benefits violate the essential elements of a contributory wage-
related system.

For instance, I will give you another suggestion. There would be
nothing wrong, in my opinion, to keep the social security system and
have earmarked, let us say, a 1-percent income tax to finance part of
social security. I do not think that would make it less an insurance
system.

Senator MrLuR. Well, to the extent that you pay these windfalls,
I could go along with you. But when you pay these windfalls, not out
of the general fund of the Treasury but out of the social security sys-
tem, I think we are violating the best concepts, the best sensibilities,
regarding regressiveness, and also regarding equity.

Mr. COHEN. You and I might be able to agree on an alternative way
of financing the present benefits, but I certainly feel that psychologi-
cally for the bulk of American people an income conditioned benefit
would be viewed by them as being substantially a welfare system.

Now, that may be right, that may be wrong, but that is my personal
view about it.

Senator MILLER. I do not know how many of the average people
who receive this are particularly concerned whether it is called one
thing or another. What counts to them is the check that comes in, but
I must tell you that there are some individuals who, when they find
out about these windfalls and realize that they are paying for them,
especially when they are having a hard time making ends meet, are
rather unhappy about it, and I would like to try to do something
about it.
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You suggested one approach to not eliminate them but to cut them
down some.

Mr. COHEN. Yes, and it might well be, Senator, that if you are con-
cerned about the impact of the payroll tax on the individual, there are
several alternative ways of dealing with that. One could reduce that
tax and, as I say, put an earmarked income tax in it. In my opinion,
there is nothing sacrosanct about the present 50-50 financing in so-
cial security between the employee and the employer, because the
employer's 50 percent is immediately deductible. Let us say he is a
corporation, half of that comes off as a wage and salary expense be-
fore, whereas the employee has to pay, has to include that, as taxable
income immediately, and if you look at it, he is, in effect, paying a tax
on all of it. I think you might well look into that to see whether that
is the right way to approach it.

Senator MLLER. I was just going to come to that.
Mr. ComN. All right.
Senator MILLER. Take somebody who has received $2,000 of social

security, and he has got $10,000 of income. If I understood your
original proposal you would just make him report $12,000 of income
instead of $10,000. But-

Mr. COHEN. I did not propose that all of the social security income
be taxable.

Senator MILLER. How much would be taxable?
Mr. COHEN. Well, I suggested in my statement, either half or some

amount above a certain amount..
Senator MILLER. Well, we could start off by starting with the

$12,000-
Mr. COHEN. Yes.
Senator MILLER (continuing.) Or the two.
Mr. COHEN. Whatever it is.
Senator MILLER. And then reduce that by the amount of the em-

ployee's tax that has been paid because he'has already paid income
tax on it anyhow.

Mr. COHEN. That is right.
Senator MILLER. Andthat would get us into somewhat the area of

the way we are taxing pensions.
Mr. COiT N. Right. I think there is a good deal of merit in some

approach of that kind.
Senator MILLER. Yes.
Then, of course, once his total benefit payments exceeded the amount

he had paid in social security taxes, the hole amount would be sub-
ject to tax.

Mr. CoiE N. I think that is a little harsh, but I think the approach
could-

Senator MILLER. It would not be any more harsh than somebody
reporting and paying on a pension. Once his contribution on that
pension runs out, lhe pays tax on the whole thing.

Mr. COHEn. Yes. What I am suggesting, if it happened to be a
person just at the poverty level, then you might want to make at least
some kind of an additional exemption, you see.

Senator MILLE.R. Well, we are hoping by the time we get through
with this tax bill that this type of person will probably not even have
to file an income tax return.
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Mr. CoHEN. Yes. If that is so and they were not taxable, then I
think you have got a good point.

Senator kfmIJR. This has been a stimulating dialog here, and I
appreciate it.

Mr. COHEN. Thank you, Senator.
Senator MILLER. One last, question: you indicated that you were not

in agreement with the House proposal to levy a tax of up to 51) per-
cent, not to exceed $10,000 on a foundation manager engaged in self-
dealing; is that correct?

.Mr. Co-N. Yes.
Senator MILLER. I mi_-ht say that I am in agreement with you re-

garding the harshness of the Ilouse approach to the taxation of foun-
dations.

But I cannot get very sympathetic about a foundation manager
who is engaged in self- deafhng. Why shouldn't he have to suffer the
consequences and why shouldit they be quite severe as a deterrent?

Mr. COHEN. Well, I would only say this, Senator, first, if you are
going to do that, then you should do that for all business and every-
thing else. I mean, if there are any-I do not think you should single
out a foundation alone.

Senator MILLER. The reason we do is because the foundation is tax-
exempt, of course, where businesses are not.

Mr. Con.-%. Yes. But what you are trying to do, I think, let me put
it this way: as I read that provision, it is a little bit, different from
the way you stated it. As I read it, if an officer made a grant for-

Senator MIiFR. May I read the code here?
Mr. COHE:N. Yes, maybe you should.
Senator Mmrura. It should save a little trouble. I am reading from

pa e 18 of the House-passed bill, on initial taxes on foundation
manager:

In any case in which a tax is imposed by paragraph (1)-
And paragraph 1 is on the self-dealer-

there is hereby imposed on the participation of any foundation manager in an
act of self-dealing between a disqualified person and a private foundation, know-
Ing that it is such an act, a tax equal to 2% percent of the amount involved with
respect to the act of self-dealing for each year (or part thereof) in the taxable
period. The tax imposed by this paragraph shall be paid by any foundation man-
ager who participated In the act of self-dealing.

fr. CoEN.. Well, I see. Then, I'm sorry. I misread it.
Senator MILLER. I want to complete it.
Mr. COHEN. Yes.
Senator MILLER. Then a little further on it talks about additional

taxes on the foundation manager:
In any case in which an additional tax is imposed by paragraph (1), if a foun-

datlon manager refused to agree to any part of the correction, there is herelly
imposed a tax equal to 50 percent of the amount Involved.

Mr. CoHEN. I misread it, then.
Senator MiuiF. Then it goes on and points out, the maximum is

$10,000.
Mr. CoH-.N. Isn't there another provision, then, that provides for a

tax of approximately the same amount if he made a grant. or a pay-
ment to an individual that was ultra vires in terms of the scope of
the foundation or something? That is what I, when I read whatever
I was reading, I thought was so.
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Senator MILLER. There are other provisions. I was dealing with the
self-dealing provision, and to that extent you would have no objection ?

Mr. CoYTEN. No. I was talking about. what I think I read. I read
this all about 3 or 4 weeks ago, and so it is not too easy to recall it.
I thought that there was one provision that said if the official made
any grant that, in effect, the Internal Revenue Service determined to
be a grant that. was improper in term of the broad scope of the founda-
tions activities that were now excluded under his new interpreta-
tion such as, let us say, he inadvertently made a grant to an organiza-
tion that had a voter registration activity or that effectuated some
legislative change, then he could be subject to the 50-percent rule.

Did I not read that correctly?
Senator AI.r.El. What you are talking about relates to another sec-

tion of the bill entitled, -Taxes on Taxable Expenditures."
Mr. COHEN,-. Yes.
Senator MI.rR. And it says:
There Is hereby Imposed on each taxable expenditure a tax equal to 100 per-

cent of the amount thereof.

Mr. CoHEN-. That is the one.
Senator Miller (reading):
The tax ** shall be paid by the private foundation.

And then the next paragraph, "Tax on Foundation Managers":
There is hereby Imposed on any foundation manager who agrees to the inak-

ing of an expenditure. knowing that it is a taxable expenditure, a tax equal to
50' percent of the amount thereof.

Mr. COHEN. Yes, I think those two provisions are way too--
Senator 'MILLER. I agree with you with respect to the foundation.
Mr. CoiiE-. You are talking about the officer.
Senator MILLER. But where you have a manager who knowingly

does something like this-
Mr. CoHEN.-Does it say "knowingly"?
Senator MILLER. Yes, indeed, it certainly does. I will repeat it:
There is hereby imposed on any foundation manager who agrees to the making

of an expenditure, knowing that it Is a taxable expenditure.

When he takes advantage of a tax-exempt foundation, I must say
that I think that we have got to do something about that.

Mr. COHEn. However, though, I think-
Senator MILLER. I do not want to penalize the foundation.
Mr. CoHN.. Yes.
Let me say this: I just had not given enough weight to the word

"knowingly" there. I think that would change my opinion to a great
extent. But I am deeply concerned, Senator, that the language in
there that limits the operation of the foundation directly or indirectly,
that limits studies that could directly or indirectly have an impact,
on legislatures or legislators, I think is very unsound.

Perhaps that conditions my attitude.
Senator MILLER. I think now perhaps we are in a different area, and

I agree. The language of the House bill appears to he awfully broad.
Mr. CoE.,N. Yes.
Senator MILriE. And there have been other witnesses who have in-

dicated concern about. that, and I think that once we can agree upon
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language which will not be as broad or as far reaching, then you might
not object to that particular provision.

Mr. COHEN. Yes. I think if you change that provision, and with the
knowledge that the word "knowingly" is in there, I would have a
different conclusion.

But I want to say again that I think you are going to, as other
witnesses have said so much better than I can say, if you limit the
foundations and inhibit them from getting into any areas that would
eventually have an impact on legislators or legislatures, I think you
are losing the innovative, the creative value of the foundations to
suggest new ideas and to develop things that make this country, you
know, the kind of country it is, where there are new ideas and a
dynamic forward thrust, and I. urge very strongly you reconsider
that provision.

Senator MILLER. Thank you very much.
I apologize for holding you as long as we have had to, but I think

your testimony has been most beneficial.
(Wilbur J. Cohen's prepared statement follows:)

STATEMENT rY WILBUR J. COHEN, PROFESSOR OF EDUCATION, TIlE UNIVERSITY OF
MiICIIGAN

It is a distinct pleasure for me to come before this committee again, but in a
somewhat different role than my last several appearances.

You might well wonder why a man who has appeared before you so many
times for authorization of substantial expenditures should now appear on a
tax bill. I do not appear as an expert on taxes although, as you know, the
social security and unemployment taxes about which I had some expertise now
comprise about 15 percent of the total Federal expenditures.

I appear today because I believe in deciding on the content of this tax bill,
you should give consideration to its relationships to expenditures and to other
facts such as inflation, employment and unemployment and incentives. Such
broad general public policy considerations must be taken into account in your
decision on individual proposals and the entire bill.

May I say that since leaving Washington on January 20, due to forces over
which I had no control, I have had the benefit of being supported by the Univer-
sity of Michigan to think and write on matters of public interest, and to have
the opportunity to review public policy questions with my University Colleagues
in a non-partisan manner. I appear before you today only representing myself;
and it even may be that subsequently, after reviewing the evidence taken at
these hearings, I may modify or repudiate some of the views I express today.

May I first say that, whatever comments and suggestions I make today, I hope
my friends on the Committee on Ways and Means will not take them as a per-
sonal criticism. They labored hard and very well. They should be congratulated
on the scope and daring of their achievement. But as Lord Beveridge said: "The
good should not be the enemy of the better." This is a good tax reform bill,
but it can and must be made better.

ADDING TO THE INCREASES

There are numerous suggestions pending before your committee on how to
produce a greater tax yield in this bill. I support the general outlines of the
proposals by Senators Ribloff, Hart, and Kennedy. I particularly urge you to
eliminate accelerated depreciation for high-income and luxury housing, to tighten
controls on deductions for farm losses, raise additional taxes from capital gains,
authorize withholding of dividends and interest, r.nd decrease the depletion
allowances.

PRIORITIES

Why do I make this request? Because our nation is faced with a grave do-
mestic crisis. Our inner cities are rotting away. Our educational system is deteri-
orating in many places. Air pollution and water pollution are advancing in many
places. Congestion on the highways increases. Highway deaths are scandalous.



2351

We have needless hunger and poverty for far too many of our fellow citizens.
And our Infant mortality rate Is way too high for many groups. There are over
5 million of our aged who are living In poverty.

I must put the issue very frankly: our nation will be making a big mistak,
if the bill you report to the Senate reduces the total tax Income of the Federal
Government at this time.

You have an IEW appropriation bill pending In the Senate Appropriations
Committee which reduces the amount available for training more doctors and
nurses, which freezes the medical research capability of this nation, which ap-
propriates only about one-half of the authorization for elementary and secondary
education you enacted, and which limits the amount needed for pre-school educa-
tion. Quite frankly, gentlemen, if you vote for IEW appropriations this year
so far below the legislative authorizations and at the same time vote to decrease
the total tax yield to the Federal Government, you will be voting for further
rebellion and dissension not only on the campus, but in the churches, the streets,
the Inner cities, and elsewhere. I urge you to consider the seriousness and irn-
portance of this tax bill to improving our domestic situation In the next year
or two.

A study of a number of countries recently made by OECD shows that during
the period 1955-67 the annual growth rate for public expenditures on education
In the United States was 8.2 percent while the annual growth rate for the gross
national product for the years 1957-66 was 4.2 percent. This meant that for each
two points increase in public educational expenditures there was about a one
point increase in gross national product. In Yugoslavia, where the annual growth
rate for educational expenditures (1952-67) was 17.5 percent, the GNP grew 8.5
percent-more than double that of the United States.

In 12 countries (Austria, Germany, Canada, France, Greece, Italy, Japan,
Netherlands, Sweden, Turkey, Switzerland, Yugoslavia) the annual growth rate
of the gross national product exceeded that of the United States and in all but
one (Switzerland) of these 12 countries, the annual growth rate of public expen-
ditures on education exceeded the growth rate for the U.S.

I urge that you raise more revenue to increase our investment In education
this year.

Let me point out that President Nixon's Budget for fiscal year 1970 in the
Department of HEW recommends an appropriation of only about $4.6 billion
out of the $11.2 billion authorized under existing legislation with specific yearly
authorizations. In other words, there is a $6.6 billion gap.

Moreover, existing appropriation requests for uncontrollable items (welfare,
medicaid and general revenue contributions for social security and Medicare)
which total $9.3 billion for fiscal year 1970, are estimated to rise to $17.4 billion
by 1974, with no change in the legislation.

President Nixon has proposed legislative changes reducing Medicaid costs by
$400 million In 1970 and by Increasing welfare costs by $4 billion by 1972. The
latter figure Is undoubtedly understated in my opinion.

From the standpoint of Inflation, now Is the time that you should enact a
tax reform bill which would collect much more than you reduced taxes. From this
standpoint, I would suggest that this tax bill in 1970 should yield at least 32
or $3 billion more than the total reductions.

A bill which produces more reductions than Increases would be grossly short-
sighted. A bill which neatly balances reductions and increases may be a good
political bill, but it will fail to meet our nation's needs and could be termed an
"unstatesman-like" bill. A bill which produces more revenue than reductions
would be a recognition that our urgent domestic needs will be given priority.

Every 1% increase In the consumer price index will sooner or later result in
an increase of Federal Government expenditures of nearly $2 billion a year. Of
course, as prices rise. the tax yield will undoubtedly also be somewhat greater.
But the cost of Inflation will be built into salary Increases, retirement pay in-
creases, medical costs, and purchases.

STRETCIIING OUT THE REDUCTIONS

May I point out how easy it was to reduce taxes in 1964 and how difficult It has
been to restore them only partially in 1968 and 1969. Perhaps the reduction in
1964 was too much. Perhaps we should ask whether all the reductions In this bill
are too much In too short a time. I favor all the reductions, but it may be that
some should be spread over a longer period of time. Could I suggest that it might
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be both good economics and politics for part or some of any reductions to be
effective in 1970, and to stretch the full effect of the reductions over several
years, making some part of them effective the magic year of 1972 as well?

CONSERVATION AND THE NATIONAL INTEREST

I hesitate to venture into the field of depletion allowances about which the
Chairman of this Committee knows so much mo,'e than I do. But I must make
this point. If the depletion allowance is necessary to encourage drilling in this
country, why do we reduce or exhaust our domestic supplies, before using for-
eign supplies? Since we are rapidly running out of valuable domestic resources,
why don't we reduce the depletion allowances and save more of our domestic
resources for our children and grandchildren? This Isn't solely a matter of tax
yield above, it Is a matter of conservation patriotism, long-range planning. The
laie argument the oil companies make for retaining the present depletion allow-
ances persuades me to the contrary. I strongly urge you to reduce the depletion
allowance to 15 percent in the final bill. To do so, the Senate. in my opinion,
will have to pass a 10 percent provision in order to be able to get 15 percent In
Conference.

DEPENDENTS' BENEFITS

The present system of allowing an equal amount for each and every dependent
is neither well grounded In fa.t (as any parent can tell you) nor is it 'ntelligent
social policy to give a financial incentive to have more children. A more sensible
policy would be $700 for the first child, $600 for the second, $500 for the third,
$400 for the fourth, $300 for th. fifth, $200 for the sixth, and $100 for the seventh.
There was one man in one of the Government Departments who had 13 children.
Why subsidize him by the tax system to have were children?

This Committee took the leadership in making family planning services avail-
able in 1967 under Title V of the Social Security Act. Why not carry out the
social policy in your tax reform bill?

WITHHOLDING OF DIVIDENDS AND INTEREST

For the life of me, I can't understand why if withholding is proper for salaries,
why it isn't for dividends and interest. There is no question in my mind that you
may be losing some taxes by the present policy. This is a real loophole, which
should be closed. I strongly urge you to include withholding of dividends and
interest in this bill.

HEALTH INSURANCE PREMIUMS

Your Committee has accepted the principle that employer contributions for
health insurance are deductible as a business expense. You have concurred in
the practice of deducting from gross income one-half of any contributions for
health insurance premiums up to $300 a year. Certain medical expenses are
deductible.

You have also accepted financial responsibility under Medicaid for a large and
growing expenditure, but have neglected to assure yourselves that every possible
man, woman and child will be covered by health insurance instead of relying on
Medicaid.

I urge you to make as a condition of any employer, corporation, or trust ob-
taining any tax deduction for any contribution toward a pension, profit-sharing
or stock option plan or similar arrangement-that all his employees be covered
under a medical policy whose scope is at least as broad as Medicare, and that
the employer pay at least one-half of the cost of the employee coverage.

TREATMENT OF THE ELDERLY

I urged the House Committee on Ways and Means to simplify the reporting
of income and credits for the elderly. Although this part of the tax return is
the most complicated part of the entire return, no action was taken.

The double exemption for the elderly plus the exemption of social security in-
come coupled with the tax changes in the bill will relieve many lower-income
elderly persons from taxation. This is to the good. But many high-income elderly
persons still obtain a favorable tax advantage by virtue of these special pro-
visions. When you are making these other changes favoring the low-income tax-
payer, that is the time to make the reforms affecting the higher-income elderly.
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SOCIAL SECURITY CONTRIBUTIONS

I endorse the low income allowance in the bill. I believe you should also con-
sider the employee and self-employed person to claim a refund of one-half of
the employee or self-employed social security contribution, iC his income is below
the new level of non-taxability in the bill.

You might also consider taxing one-half of the social security benefit above a
minimum, such as $125 a month.

FOUNDATIONS AND CHARITABLE DEDUCTIONS

The provisions of the House-passed bill relating to Foundations aind Charitable
contributions raise major matters of social policy. You have been hearing from
many people on these provisions and you will hear much mnore before you coni-
plete these hearings. Because there has been adverse publicity on certain grants
made by some Foundations Is not ample grounds for discouraging the great work
of the Foundations which have stimulated some of the great medical, scientific.
literary and educational Innovations.

I urge you to make any amendments to these provisions effective for only two
years and to renew them independently and separately as a matter of long-range
national policy.

May I also point out if the 7% percent tax on net investment income of a pri-
vate Foundation is a minimum tax, then the principle should apply equally to
all other charitable, as well as business, enterprises. A policy of non-discrimina-
tion should be applied.

The sanctions In the bill for a violation of the provisions relating to Founda-
tions is clearly punitive. To tax a Foundation 100 percent for any amount paid
for a so-called improper purpose Is unwise. A 50 percent penalty should be the
maximum.

May I point out to the Committee if there Is any logic to this provision, then
the same penalty should apply to all improper expenditures of any taxpayer.

If the punitive taxation of any improper purpose Is retained in the bill, then
I believe expenditures for such purposes should be reported fully and publicly
so there can be public review of the impact of such policy on the contribution of
foundations to the national interest.

Instead of the special and punitive taxes on Foundations in the House-passed
bill, I recommend substitution of filing fees.

COMPARATIVE TAXES WITH OTHER COUNTRIES

I appreciate that the American taxpayer is desirous of both tax reform and
tax reduction. But the demands of a dynamic, urban, Innovative society cannot
be carved out without substantial taxes. The question is how much and who
should bear the burden.

In 1965, total tax revenues in the United States (Federal, State, and local)
were equal to 27.3 percent of the gross national product. This was made up of
9.3 percent direct taxes on individuals and families, 4.5 percent on corporations.
9.3 percent in indirect taxes (including real estate taxes) and 42 percent in social
security taxes.

Table 1 shows 12 countries which were paying more than the United States in
taxes in relationship to GNP, and 12 countries which were paying less. Note
that In the list of those paying more than the U.S. are industrial countries which
are In the forefront of industrial development. Among the 12 countries paying
less than the U.S., one finds only Australia, Japan and Switzerland; the re-
mainder are smaller, less affluent nations.

Of course, if you ask any individual if be would like his taxes reduced, the
answer is going to be close to 100 percent. The truly civilized man would answer
-what are the alternatives and consequences of such action?

The fact Is that among the Industrial, affluent, and Incentive economies of the
world, we are not paying the highest taxes. This is not an argument for higher
taxes, or to retain existing taxes. It is simply a fact that the overall burden of
taxes in the U.S. is less than many other countries.

33-865--69-pt. 3----38
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TABLE .--- TAX REVENUES IN RELATION TO GROSS NATIONAL PRODUCT, 1965,
BY COUNTRY

(7ountriee in whioh the tax revenue a8 a percentage of (NP in relation to the
United State8

MORE
Austria----------------
Belgium----------------
Canada----------------
Denmark................
Finland-----------------
Frknce------------------
Germany
Italy -..................
Netherlands------------

Norway ----------------
Sweden
United Kingdom

35.1
29.7
31.0
29.7
29. 4
38.5
34.3
29.7
34.1
34.9
89.0
30.3

LESS
Australia................
Bolivia
Chile
Colombia
Greece
Ireland
Japan
Korea
New Zealand
Portugal

South Africa
Switzerland

24.1
12.8
23.7
11.8
20. 8
24. 8
19. 8

9.0
26.3
19.0
16.9
20.9

source: "Facts and Figures on Governent Finance," 1969, Tax Founda.tion, p. 32.

TABLE 2.-TAX REVENUES IN RELATION TO GROSS NATIONAL PRODUCT, 1965, ibY MAJOR TAX CATEGORIES

Direct taxes

On dn
Total taxes Individuals corporations

Social
security

Indirect
taxes

United States ......................... 27.3 9.3 4.5 4.2 9.3
Belgium ............................. 29.7 - 7.0 1.9 8. 6 12.2
Canada .............................. 31.0 7.4 4.8 2.1 16.7
Germany ............................. 34.3 7.9 2.5 9.8 14.2
United Kingdom ...................... 30.3 9.3 2.1 4. 8' 14.1
Sweden.......................... 39.0 17.7 2.3 6.2 12 8
Japan.. ......................... 19.8 4.4 4.0 3.5 8.0

Source: See table 1.
FURTHER REVIEW

Mr. Chairman, the economic and social implications of this tax bill are so
substantial and so far-reaching it would be foolhardy to think that the final
bill will be a model of perfection or unanimity of agreement among all affected.
The Surrey tax study was a monumental achievement and Stan Surrey should
be given the Treasury Award of Merit for what he and his associates produced.

I suggest you write into the tax bill two provisions:
1. That the Treasury Department issue a comprehensive report with two years

after the enactment of the bill which provides the Congress and the American
people with all the necessary Information on the implementation of this act. The
Freedom of Information Act should apply to the tax bill.

2. A Presidential Commission of 12 distinguished citizens should be appointed
to review the law. aud. its, application and make recommendations to the Presi-
dent and the Congress for any. capges Stch a Report should be published on
December,: 1, 10,721.

I think such studies should include some way to reduce local -residential
property taxes as a method of fizinlug elementary and secondary schools. I, for
one am opposed to the President's sbare ,revetu*.proXsaL as longas (1) there
... ateiStotWblhdo nt haye, a StateIncometa,0 and (2), imch a proposal does

" nwt ar t ttre wlbe.some reduction In property taxes, and (8) that a
substantial portion of the money will be used for education, and, (4) Congress

-1

/4 4~.41>.



2355

has not appropriated the full amounts authorized under existing education
legislation.

I believe the House Committee on Ways and Means, the Senate Committee on
Finance, and the Joint Committee on Internal Revenue Taxation should take
jurisdiction of the shared-revenue proposal and consider it together with the
proposals for overhaul of our welfare system, the tax system, and the improve-
ment of the social security, medicare and medicaid program.

In this connection, I must make clear that I do not support the proposal pend-
lug before your Committee for a tax credit to.: tuition fees for higher education.
While there is substantial support for this .:'Am the higher income earners, it is
wrong in principle and in practice, and would not be helpful to higher education.
My criticisms against this kind of proposal are on record while I was an official
of the Department of HEW under three Secretaries. I reaffirm my opposition as
a citizen and as a Dean of a Unive;sity Schol -of Fducation.

Senator MILLER. The coyfiiittee will be adjourned .until Monday
morning. .,' e " e"n,

(Whereupon, at 4,:60 p.m., the commit adjourned:, to-reconvene
at it) a.m., Monday-eptember 22, 11!t69.)
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Written Testimony Received by the Committee Expressing an
Interest in the Subject of Financial Institutions

STATEMENT OF WILLIAM H. BODINE, PRESIDENT, SAVINGS AssocrATIox LEAGUE OF
NEW YORK STATE

Mr. Chairman and members of the Committee:
My name is William H. Bodine, President of the Savings Association League

of New York State. The Savings Association League of New York State deeply
appreciates the opportunity to present its views on H.R. 13270 the tax reform act
of 1909 and the treasury proposals as they relate to taxes on thrift institutions.

In 1962, when the Congress last enacted tax legislation directly affecting
savings associations, it provided three alternative bad-debt reserve formulas
properly recognizing their need for building reserves against possible future
losses from their long-term investments In the American home. The Congress
clearly appreciated the social need these institutions serve. Savings and loan
associations have consistently responded to the public's demands upon them and
more then justified the trust delegated to them by the Congress.

When our business was singled out for special tax treatment in 1962, it was the
treasury's stated opinion that it would not consider further adjustments for a
period of 10 years pending a study of the effect of the '62 bill on the revenue flow.
The treasury admittedly states that the revenues anticipated from savings and
loan associations have been on target-although those from mutual savings
banks have not. For emphasis we reiterate that the savings and loan business has
paid taxes anticipated by the Revenue Act of 1962. It did not exploit the special
provisions of the '62 law to avoid taxes. The special provisions of this law were
used only as an appropriate response to a social desirable public need.

The 1929-32 Depression clearly demonstrated that savings and loan associa-
tions need a higher bad debt reserve allowance than other corporate lenders. Re-
stricted as they are on both the asset and liability side of their structures, they
require special provisions to insure adequate accumulations of loss reserves. In
the depression years ('29-'32) mutual savings banks weathered the storm with
loss reserves ranging from 12 to 14 percent of assets. They emerged from that
holocaust with little damage. Savings and loan associations went through the
same storm with reserves averaging about 5 percent. The result was that only one
half of 12,000 institutions survived the crisis. Certainly this clearly demonstrates
the need for adequate loss reserves against potential losses from long-term mort-
gage investments.

The House Bill and the Treasury's proposal would place these institutions
in Jeopardy. Many of them will be unable under existing competitive pressures
to meet mandatory reserve requirements. The forced liquidation which would
ensue would seriously reduce the potential supply of residential mortgage
funds.

Without attacking the merits of the House or Treasury proposals in their
application to the savings and loan business, we feel that a very simple
question must be answered. Is there a social need for specialized lending in-
stitutions in the housing field-such as savings banks and savings and loan
associations? If the answer is affirmative, then the thrift business is entitled
to such treatment as will guarantee not only its survival but its effectiveness
in serving this special field. Rather than imposing additional taxes-reduc-
ing their potential for meeting ever increasing demands-means should be
devised for increasing their capacity to render a public service.

These associations do fulfill in a meritorious way the purposes for which
they were chartered. The Friend Report (authorized by Congress in 1966 rep-
resents the most comprehensive analysis of the savings and loan business ever
undertaken) produced by the University of Pennsylvania is a broad endorse-
ment of the business. Rather than restricting these institutions the study is
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concerned primarily with maximizing the usefulness of savings and loan as-
sociations and of related financial institutional arrangements for advancing
the social objectives they are designed to serve. In considering the tax aspects,
the study states that "it is likely that commercial banks have been a greater
beneficiary of Government policy than savings and loin associations as a re-
sult of their ability to provide checking accounts for their customers, the pre.
scription of interest payments on such accounts, the significantly lower cost
of time and savings deposits to them than to the associations (perhaps ol
the order of one-half of 1 percent) as a result of thi. convenience of one-
stop banking, and the limitations placed on the entry of competitors. ('oin.
niercial banks also receive other benefits from the Government, including a mnor
favorable tax treatment than is accorded to nonfinancial corporations, though
not so favorable as the tax treatment extended to the associations." Subsiffles
directed to specific intermediaries again referring to the Friend Report nay
be justified on the basis of the belief that this provides greater control over
the successful implementation of housing policy than leaving the investment
decision in the hands of a diversified lender (though, even with specialized
intermediaries, the past effectiveness of housing policy leaves much to be
desired).

In summary we concur with the position of the United States Savings and Loan
League and the National League of Insured Savings Associations that the Com-
mittee retain the present provisions in Section 503 of the Internal Revenue
Code of 1954 providingg special bad debt reserve formulas for savings and loan
associations.

However, we do go one step beyond their stated position. We feel retention of
the 3 percent alternative is desirable for precisely the reasons stated heretofore,
buttressed by the fact that this provision provides an additional incentive for a
maximum response to a need for housing capital. Its exploitation-the reason
given for its proposed elimination--can be prevented by the adoption of two
simple conditions limiting its use to institutions truly responding to public de-
manda We therefore recommend its retention subject to restriction of its use
to institutions having at the beginning of a taxable year:

(a) 79% of their assets Invested in qualifying loans as defined by the
I.R.S., and

(b) having in such assets a total investment not less than that of any pre-
ccediig year.

Let us also make the point that a measure of competitive parity should not be
restricted to tax considerations. Restrictions on investment options, or access to
sources of capital are, in the final analysis far more important as a study of the
conclusions reached by the Friend Report will confirm.

Finally, with regard to a measure of subsidies-the special privileges enjoyed
by commercial banking-we cite the fact that Dr. Friend, in making an oral sum-
mation of his studies before a meeting of the Savings and Loan Advisory Council
on June 24 of this year, was asked whether an attempt was made to m'.asure in
dollars the value of governmental subsidies enjoyed by our commercial banking
system. He reported that this had been done-that the total was so large as to be
rated "incredible" and "many, many times" that which thrift institutions by
reason of special tax treatment enjoy.

We therefore conclude that the housing market and the needs of our people
will best be served by complete retentiton of the present provisions for taxing
thrift institutions.

CONGRESS OF THE UNITED STATES,
Housa OF REPRESENTATIVES,

Wahington, D.C., October 3, 1969.
Hon. RUssELL B. LoNG,
Chairman, Fiance Commnittee,
U.S. Senate, Washington, D.C.

DEAR M. CHAIRMAN: In spite of a continuous growth record for the last
several years, housing In Puerto Rico has not been able to keep up with the
needs of our citizens, mostly due to the fact 2lat for the first half of the centrY
there was very little housing construction.

In this respect, mortgage bankers in, Puerto Rico depend almost totally on
stateside banks and investors as a market for their residential mortgages. A
substantial part of their market is made up of mutual savings banks.
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The present high level of interest rates has substantially affected housing
starts in Puerto Rico just as much as in the rest of the country. Since we are
already experiencing a serious limitation in the flow of mortgage funds to Puerto
Rico it is of great importance to us that bad debt allowance for mutual savings
banks be kept at the present rate and that no changes be made on the investment
standards presently applicable to mutual savings banks. Otherwise, due to the
limited capacity of Puerto Rico's own financial institutions, housing in the island
will undoubtedly be seriously affected.

I trust this matter will receive your Committee's favorable consideration.
Sincerely,

JORGE L. C6RDOVA.

MECHANICS SAVIN0S BAN1C,
Hartford, Conn., September 22, 1969.

Hon. THOMAS J. DODD,
U.S. Senate, Old Senate Ollec Building,
Washington, D.C.

DEAR SENATOR DODD: We understand that the Senate Finance Committee, which
Is considering revising the tax treatment of financial institutions, plans to report
a tax reform bill to the Senate by the end of October. We urge you to contact
your colleagues on the Finance Committee, urging them not to change the pres-
ent tax treatment of mutual savings batiks. If the Finance Committee decides
to change the present law, however, we believe that the provisions in the House.
passed Tax Reform bill (H.R. 13270)-with modifications designed to permit
mu :ual savings banks to continue to meet the housing credit and other commu-
nity needs of our state-would be less harmful than the Administration proposal.

The reasons why the present law should be retained, and the modifications
needed in the House bill if the Finance Committee decides to change the law, are
Indicated below:

1. The present tax provisions relating to mutual savings banks and savings and
loan associations accomplish for housing exactly what the Congress Intended-a
strong stimulus to residential mortgage flows. Furthermore, current tax liabili-
ties of savings banks are rising and will rise significantly further without chang-
ing the tax laws. Thus, retention of the present tax provisions is desirable both
from the standpoint of housing, as well as from the standpoint of increasing tax
payments by thrift institutions in the years ahead.

2. Both the Administration proposal and the provisions in the House-passed
Tax Reform bill (H.R. 13270) relating to financial institutions would reduce
the supply, and increase the cost, of mortgage credit for housing and urban
revitalization programs. Because both proposals will increase tax payments of
mortgage-orlemed thrift institutions more sharply than those of commercial
banks, the compdwitive position of thrift institutions will be weakened and savings
will b diverted increasingly to nonmortgage uses. Commercial banks already
have important (ompetitive advantages because of their broader powers. Ulti-
mately, many thrift institutions might feel it necessary to convert into corn-
niercial banks and edopt their nonmortgage lending orientation. In any event, if
thrift institutions are not permitted to set aside realistic bad debt reserves,
they will have to provide for future losses from after-tax dollars, further increas-
ing the cost of mortgage credit.

3. If the present law must be changed, however, the House-passed bill, with
modifications, would be less harmful to housing than the Administration pro-
posal, because the House bill at least recognizes the need of thrift institutions for
a bad debt reserve allowance for future mortgage losses. While mortgage losses
have been small in the postwar inflationary boom, history shows that losses can
be concentrated and substantial in a future economic decline or even in a period
of relatively stable prices and real estate values.

4. Therefore, the bad debt provision proposed by the Administration, which
would be based on a six-yca" moving average of recent actual loss experience,
would be totally unrealistic and would compel prudent lendcrg to shift funds
away from mortgages to less rikky investments. Moreover, according to industry
estimates, the Administration-proposed "special deduction" of 5 per cent of gross
interest income from residential and certain other loans could not be used by
about one-half of the savings banks. Thus. the "special deduction" proposed by
the Administration would provide a poor "incentive" for residential lending.
Savings banks. in any event, need no special incentive for residential lending,
but rather a realistic bad debt reserve provision for future mortgage losses.
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;5. In o-,der to provide for a realistic bad debt reserve provision, and reduce
the harmful impact on housing and urban revitalization programs, the House
bill should be modified to:

(a) Permit inclusion of all mortgage loans, rather than only residential
and certain other loans, for purposes of meeting the 72 per cent investment
standard, in order to avoid discouraging the flow of funds into types of
mortgage lending essential to the rebuilding of our cities; and

(b) Retail the 60 per cent of income bad debt reserve allowance in the
present law, rather than reduce it to 30 per cent over a ten-year transition
period as in the House bill, so that mortgage-oriented thrift institutions carl
compete more effectively for savings with commercial banks which liave
much broader powers and competitive advantages.

6. In summary, if the Congress decides to adopt either the Admirt'.stration pro-
posal, or the House bill without these modifications, another diw.nsion will be
added to the present mortgage and housing crisis, and the costs of housing
America will be permanently increased. Whether, or by how much, these costs
are increased, is for the Congress to decide.

Sincerely yours,
RICHARD B. HASKELL, President.

RHODE ISLAND HOSPITAL TRUST NATIONAL BANK,
August 22, 1969.

Hon. JOHN 0. PASTORE,
New Senate Offlce Building,
Washington, D.C.

DEAR JOHN: As Pr.- ient of a large commercial bank in 'Rhode Island, I feel
it is important that y.,, Jiould be aware of the potential adverse ramifications
in the business commu,.iy of this state if the proposed legislation pertaining
to the tax treatment of gains and losses on securities and bad debt reserves is
enacted.

The Tax Bill which has been reported out by the Ways and Means Committee
includes a proposed change in the treatment of capital gains on securities tranis-
actions of banks. Presently, banks are subject to capital gains rates on n.et long-
term profits. I understand the proposal is to subject such profits to taxes at full
rates. To be sure, the existing system has been an advantage enjoyed by banks
and has encouraged them to purchase longer term bonds issued both by the U.S.
Government and, state and local Governments, especially when the marl:et made
such investments available at a discount. As you no doubt realize, banks have
been an extremely important factor in these markets. In fact, they are recog.
nized to have been the dominant factor in the municipal bond market over a
period of recent years. A change in the tax treatment would clearly have a
discourag,g effect in this regard, and I suspect you would find that security
purchases by banks would thereafter be generally confined to shorter term
issues, especially avoiding those which sell at a discount because by their very
nature, discount issues carry inferior coupons.

Such a change in attitude would, in my opinion, be a severe blow to the work-
ings of the high-grade bond markets because a very important source of inter-
mediate to longer tern buying power would disappear, and the ability of the
U.S. Treasury and local Governments to finance their needs in the longer term
markets would be curtailed, perhaps drastically. If, as a result, such financings
were confined to shorter term borrowings, the effect on the overall economy could
be most unsettling.

While the proposed legislation might seem to be closing a "loophole," I think
the advantage which the Treanury Department would hope to gain is far more
apparent than real. If my earlier reasoning is correct, which I think it is, then
banks would avoid purchasing those discount securities which promise future
capital gains at maturity. Therefore, there would be no capital gains to tax
regardless of the rate. Granted there could be a short-term advantage to the
Treasury Department because of those securities which are already owned at
discounts, but this too could be considerably diluted as portfolio managers moved
out of these issues at little or no profit prior to maturity for reinvestment in
other areas.

In, summary, I think the advantage whi'h is available to the banks under the
present system creates many desirable side. effects in the workings of the markets
for Government bonds and the orderly; financing of federal, state, and local
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projects. Furthermore, to remove this advantage would in large part merely redi-
rect the strategies of investment officers so that, in fact, the Government would
realize very little additional revenue.

Also included in the proposal are restrictions on Bad Debt Reserves. Since
1960 this country has been in an unparalleled economic trend. Business has been
virtually bursting at the seams. This of course has meant greater prosperity
for the business community, and failures have ben at a minimum, giving a
somewhat distorted picture of loan losses to banks.

Present government policies are aimed to curb the mounting inflation resulting
from the free-wheeling period of the past few years. Undoubtedly as these
policies begin to take hold, business failures and resulting loan losses could be-
come a major problem for the banking industry. Many businesses today are built
on the psychology of inflation and could be vulnerable in a period of extremely
tight money or recession. In this situation the inability of the banking industry
to rely on established reserves will bring on a reluctance to venture rescue
dollars. One of the results of volatile growth in the economy in recent years is
that the bank depositor is practically the forgotten man. He has been replaced
by the glamour of the investor. Historically banks have the strongest responsi-
bility to the depositor and this fact should not be overlooked. We must cite the
position of 'the various regulatory agencies supervising banks. In periodic exami-
nations these agencies classify loans in such categories as "substandard" and
"doubtful" far in excess of actual losses. In many instances these are so-called
"work-outs" and require a great deal of attention to salvage to avoid substantial
losses to the bank, and in periods of economic stress the bank and the depositor
become vulnerable.

Banks today are being asked to participate in so-called Ghetto loans, which by
their very nature are marginal at best. Again with the protection of depositors
in mind, banks will be reluctant to participate to any great extent In a program
of this nature unless they are fully guaranteed from loss by the Government, or
adequate protection Is provided by reasonable reserves.

It is also apparent that there is a lack of equality In allowed reserves for
similar financial institutions. Savings and Loan Associations and Mutual Savings
Banks have long enjoyed a competitive advantage in the way reserves are
calculated. If Commercial banks are to generate and maintain a strong position
In mortgage financing in direct competition to these other financial Institutions,
they should at least be competitively equal in respect to allowed reserves.

The thoughts that I have set forth above are a sincere desire on my part to,
inform you of the possible consequences of further restrictive legislation against
the financial community. I hope that in your deliberations in the Congress as a
Senator of the State of Rhode Island, you will give every thought to making it
possible for the banking industry in this state to provide the necessary financial
impetus to help in keeping the business community in a position to meet the eco-
nomic needs of its citizens.

Kindest personal regards,
Most sincerely,

CLARENCE H. GIFFORD, Jr.,
Chairman of the Board and President.

THE FIRST NATIONAL B&NK
OF SCOM81OxO, AZA.,

August 16, 1969.
Heon. RUSSEu, LONe,
Senate Office Building,
Washitgton, D.0.

DEAR SENATOR LONG: This letter is addressed to you as an individual Senator
as well as Ohairman of the Senate Finance and Taxation Committee. It has to
do with some provisions of the Tax Revision Law which affect all of us.

'No doubt you will have received the attached statement on two of these items
from other sources, but these are so well expressed In these statements that I
feel that this would do a better Job than I can do in explaining my personal
feelings in the matter.

In regard to the tax treatment of capital gains and losses on bonds and other
evidences of Indebtedness of banks, I certainly do not ask any special favors for-
banks, but I do call attention to the fact that banks are quasi-piblic in nature-
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and have done a great deal of work in helping to handle the government bond
marketing as well as helping to stabilize the markets on other securities.

Our particular import would be the treatment of- capital gains on bonds
already held by banks. Our purchase of bonds in many cases has been with
the understanding that the appreciation in value would be treated as a capital
gain and would be taxed In this manner. For this to be changed on bonds already
in our portfolio would mean a tremendous loss to our bank and we feel would

'not be just. Certainly if this change is to be made, some provision should be
made about a cut-off date so that bonds purchased in good faith by banks and
which show a capital gain would still be treated as a long term gain and taxed
as such rather than as ordinary Income. It will mean a tremendous loss to us
to have this done otherwise.

I am sure that it is recognized that if this change is made, the price of low
coupon bonds would go down considerably on the market, and this would have
a bad effect on the assets of many institutions.

The attached statement on bad debt reserves is also very reasonable and
I trust will receive the attention of the committee. It has long been recognized
as being in the interest of the public for banking institutions to set up reserves
for bad debts which would partially cushion against losses which could occur
in the event of a deflationary period in our economy.

You may be sure that your consideration of these matters In a favorable light
will be most highly appreciated.

Thanking you and with best wishes, I am
Sincerely yours,

JOHN W. GAY, President.

TAX TREATMENT OF CAPITAL GAINS AND LOSSES ON BONDS AND OTHER EVmENCES
OF INDEBTEDNESS OF BANKS

Commercial banks can treat losses on sales of debt securities as deductions
from ordinary income and profits as capital gains. Thus, the tax saving on any
net losses is at the marginal corporate income tax rate (now 52.8 percent includ-
ing the 10 percent surcharge) and the tax paid on long-term gains is at tile
capital gains rate (now 27 percent including the 10 percent surcharge). These
tax provisions apply equally to savings and loan associations and mutual savings
banks although commercial banks have had to bear all of the criticism for this
nonsymmetrical tax treatment.

These gain and loss provisions are now in the process of being changed. The
proposed legislation would continue to treat losses on debt securities as ordinary
losses but would treat both short and long-term gains as ordinary Income.

Although the proposed change in tax treatment is likely to have a strong effect
on bank portfolio management and procedures, its effect on such operations and
profits is likely at this point to be less important to Congressmen than its effect
on the Government and the economy. For example, the tax change would prob-
ably have a significantly adverse effect on the smooth functioning of the Gov-
ernment securities market, the attainment of debt management goals, the execu-
tion of Federal Reserve monetary policy, and the general flow of bank credit to
serve the economy.

But there is also a question of equity and in this connection it is possible that
many members of Congress are not fully aware of the immediate consequences
of the proposed legislation. Most banks now hold discount Government bonds
which were bought in good faith that they would continue to have capital gain
treatment. These issues were acquired at a low yield to maturity and only under
the existing capital gains rules would the yields after tax match those on high
coupon securities issued more recently. Indeed, the change in tax treatment as
presently written is already having a sharply adverse impact on Government
security prices which is harmful for all investors. More particularly, the enor-
mous losses in market values already pose, a very serious problem regarding the
adequacy of the capital funds of most banks.

Aside from the Immediate consequences, in terms of safeguarding the public
interest, It should be stressed that the legislative history of the present non-
parallel gain and loss treatment shows that it was not given to banks for their
own profit. The intent of the Treasury and the Congress was to provide an ef-
fective mechanism for easing the problems of public debt management, smooth-
ing the 1kw of Government securities to ultimate investors, and facilitating the
normal ezpaneon of loans to private borrowers.

I



2365

It is generally recognized that a viable dealer market is essential to Govern-
ment financing as well as to the effective execution of monetary policy. But the
proposal is bound to have a harmful impact on the Government securities mar-
ket since it would reduce bank investment, underwriting and trading in Govern-
ment securities, especially in intermediate and longer-term issues where the
risk of loss is greater than on short-term Issues. The market is already thin in
these areas and the consequences of the change in tax treatment would be to
make it even thinner. As a result, the Government securities market would
suffer not only in terms of lessened activity but also in regard to the ability of
dealers who make the market function, to match sales and purchases.

Reduced participation by banks as investors and underwriters could seriously
hamper the achievement of long-range Government debt management objectives.
Banks are a very large and active part of the Government security distribution
system. They initially acquire more than 60 percent of all Treasury coupon
issues allotted to private investors. Lessened bank participation especially in
handling intermediate and longer issues would interfere with attempts to
lengthen the average maturity of the debt and would increase the congestion in
near-term maturities. If banks are less willing to underwrite and hold new inter-
mediate-term issues, the Treasury would find it necessary to pay substantially
higher rates on such offerings than might otherwise be required.

This would drive up other key rates such as on mortgages and municipal securi-
ties with a consequent harmful impact in these sensitive areas of the economy.
It should also be stressed that bank gains and loses on securities are largely
the result of normal day-to-day operations. In conducting such operations banks
typically absorb Governments during recessions when bond prices are rising and
sell Governments when credit demands are high during recovery periods when
bond prices are falling. This economic function is often performed at a loss. To
the extent that changes in tax treatment increase risks and decrease profitability,
the flexibility in the flow of bank credit to business and consumers would be
impeded. The proposed tax treatment change is likely to make the task of the
Federal Reserve in controlling bank credit expansion more difficult. To avoid
risk, many bankers would tend to concentrate most of their investments in the
short-term area of the market which would provide greater liquidity for ex-
panding loans during inflationary periods.

What is most important for Congressmen of all persuasions to realize is that
the present treatment of bank gains and losses is wholly in the public interest,
since it is an essential factor in the smooth distribution and marketing of Govern-
ment securities, in the execution of monetary policy, and in maintaining the flow
of bank credit. When viewed from that perspective, changing the present provi-
sions is likely to prove far more expensive to the Government than the immediate
tax gain involved.

BAD DEBT RESERVES

The House Ways and Means Committee has reported tax reform legislation,
which would revise bad debt reserve provisions. The legislation provides that
commercial bank bad debt reserves would be limited to a six-year moving average
of actual losses. As a transitional rule, actual losses (presumably in excess of
recoveries) would be allowed as a deduction and not charged against the present
reserve. Thus, if the bad debt reserve of a bank is larger than its latest six-year
loss average, the present level could be maintained, but could not be increased
until the average loss experience exceeded the existing bad debt reserve level.

A new bank would be allowed to use the industry average based upon losses In
the current and five preceding years for their first 10 years if it produces a larger
bad debt deduction than that based upon the individual bank's actual experience.

Two important questions are raised by these changes: (1) Would the reserves
be adequate? (2) Would the proposals result in equitable treatment of all banks?

In response to the first question, it should be emphatically pointed out that
reserves would not be adequate. The bad debt reserve of any bank should be
more than an allowance for ordinary loan losses. In reality it should be its first
line of defense against sharp losses in the event of a business downturn. No in-
formed person today would deny that a severe recession could happen. In fact,
one of the concerns of those now leading the fight against inflation is that the
economy might be pushed too far, and into a recession.

The effect of an economic downturn on loan losses of banks is clearly demon-
strated by the Treasury's own figures in its "Tax Reform Studies and Proposals."
Actual commercial bank losses (net of recoveries) during the moderate 1960-61
recession increased nearly fourfold from $54 million in 1959 to an average of
almost $200 million in 1960 and 1961.
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The figures also show that loan losses of commercial banks rose sharply in the
1960's and amounted to more than one-half of allowable bad debt deductions for
tax purposes in 1966. Moreover, during this period of unparalleled economic ex-
pansion, the rate of actual losses to the deductions for reserves rose from 34
percent in the first full recovery year of 1962 to 52 percent in 1966. Thus, it Is
,clear that establishing bad debt reserves on the basis of a moving average of
past years' losses would result in inadequate reserves, if a future recession of
some severity should occur.

Banks occupy a crucial position in the economy as suppliers of credit and as
depositories for most of the nation's money supply. Thus, the closing of a bank
has more serious consequences for a community than the failure of some other
business of comparable size. This unique role of commercial banks is responsible
for the elaborate supervisory system devised by tho States and the Federal Gov-
ernment to maintain bank safety and continuity.

An important present day factor is the growing pressure in Government circles
in and out of Congress for banks to expand their lending to small business, par-
ticularly in the inner cities. One may well ask if it is reasonable to expect loans
to marginal borrowers to be expanded when simultaneously the allowable
reserves against losses on such loans are being significantly reduced.

On the question of equitable treatment, the proposals clearly discriminate
against new banks or those not fully up to the present 2.4 percent ceiling. It is
important to put all banks, established as well as new, on a par with regard to
losses relative to loans outstanding. This can be done only through a uniform
percentage ceiling.

Significantly, when the present reserve formula was established in 1962, the
Treasury fully agreed with the banking industry that a uniform ceiling as a per-
centage of eligible loans was the fairest and most logical approach to the
problem.

In summary, the first line of defense against excessive losses by banks in high
loss periods Is the bad debt reserve. Although the FDIC instills public confidence
in the banking system, it cannot prevent loan losses, nor can it prevent the dis-
ruption that truly serious losses might bring. An adequate level of bad debt
reserves is clearly an economic necessity. If the possibility of a severe recession
cannot be ruled out, the present formula is not excessive.

Moreover, on the grounds of equity, the proposed treatment of new banks, or
of banks which are building toward the present reserve ceiling, is clearly dis-
criminatory. The fairest approach is to treat all banks on the same basis. In that
respect, the present percentage formula is both logical and equitable.

The Ways and Means Committee has also approved a change In the taxation
of the mutual financial institutions, which over a ten-year transition period
would limit their bad debt reserve allocations to 30 percent of net income rather
than the presently authorized 60 percent of net Income, which most savings and
loan associations use, or 3 percent of the increase in qualified real property loans,
which most mutual savings banks use, and which would be eliminated outright.

However, the Committee is making no change in the provision permitting thrift
institutions a ceiling of 6 percent of total mortgage loans outstanding. In con-
trast, the Committee is eliminating the commercial bank ceiling of 2.4 percent
of loans outstanding. This is discriminatory. Commercial bank reserves are effec-
tively frozen to current levels, while mutual savings banks and savings and
loan associations can, within the 60-30 percent of net income restriction, con-
tinue to add to their reserves up to their 6 percent ceiling. Not only is the
present ceiling of thrift institutions higher than for commercial banks but, what
is worse, the amount of the thrift institution ceilings will continue to rise as
their loans expand. Thus, the Committee is increasing the present advantage
thrift institutions enjoy in building reserves. This is moving in the wrong direc-
tion with respect to tax uniformity among financial institutions. August 1, 1969.

FIDELITY BANK OF COLONIE,
Latham, N.Y., October 2, 1969.

Senate Finance Committee,
Wa8hington, D.C.

DEAR M. VAIL: I appreciate the opportunity to direct the attention of the
Committee on Finance to the adverse effects section 441 of the Tax Reform Act

-of 1969 (H.R. 13270), as passed by the House of Representatives, will have on
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the small commercial banks organized since 1964. As so frequently Is the case, the
plight of small businesses is largely overlooked by organized industry repre-
sentatives as they present the positions of the giants of their industry. I believe
this has happened in connection with section 441 of the Tax Reform Act.

PROBLEMS OF NEW BANKS GENERALLY

The success of a new bank in establishing and maintaining its existence as
an independent banking institution corresponds generally with its ability to at-
tract deposits, which in turn is to a great extent dependent upon the establish-
ment of a vigorous program of extending loans to prospective depositors. In
pursuing a vigorous loan policy, a new bank cannot exercise the loan selectivity
possible by an established bank. This undoubtedly causes new banks to neet a
need for banking services in the community which would not otherwise be satis-
fied and is therefore socially desirable. It does, however, result in greater bad
debt experience for new banks, necessitating a larger reserve for bad debts in
their case. Mog'eover, because of the smallness of a new bank's loan portfolio,
a few bad debtf' can have a disproportionately large effect. The Tax Reform
Act as passed by the House makes no distinction between established and new
banks, but rather determines a new bank's bad debt reserve essentially on the
basis of the experience of old established banks. Moreover, the ten-year net op-
erating loss carry back rule it provides is, of course, of little or no benefit to new
banks in weathering adverse bad debt experience.

THE BAD DEBT PROVISIONS OF THE ACT DISCRIMINATE AGAINST NEW BANKS

The bad debt reserve provisions of the House passed version of the Tax Re-
form Act of 1969 aggravate the competitive problems of new banks, particularly
those banks which were organized and capitalized between 1964 and 1969 with
the expectation that they would be permitted by the Federal income tax laws
to establish bad debt reserves comparable to those established by their long-
,established competitors, without impairing their capital,

REVENUE RULING 65-92

April 5, 1965, the Internal Revenue Service promulgated Revenue Ruling 65-92,
1965-1 Cum. Bull. 112, which revised the method of computing bad debt reserves
of banks. Under the ruling a bank was allowed to establish and maintain bad debt
reserves in an amount equal to 2.4% of Its outstanding loans. The ruling pro-
vided that permitted increases in a bank's bad debt reserve did not have to be
made in any particular year, but generally, could be made (and the deduction
therefor taken) in later years. This latter provision was significant to new banks
since in the usual case a new bank is not in a position to increase bad debt reserves
without impairing its capital. This was not a problem for established banks since
they had earnings from which bad debt reserves could be established. As a result,
during the period from 1965 to the present, many established banks have been
able to accumulate sizable bad debt reserves under Rev. Rul. 65-92 which
obviously puts them in a competitively stronger position.

PROVISIONS OF SECTION 441 OF THE TAX REFORM ACT

Under section 441 of the Tax Reform Act, bad debt reserves of banks will be
based upon the individual bank's bad debt experience for the taxable year and
the five preceding taxable years. In the case of a new bank, for the first ten years
of its existence bad debt reserves will be determined upon the basis of the ex-
perience of financial institutions generally during the six years preceding the
taxable year. Generally, if the bad debt reserves of a bank at the end of its last
taxable year beginning before July 12, J969, exceed the bad debt reserves com-
puted on the new basis, section 441 provides that the bank may continue to
maintain reserves at that higher level. The effect of this is to permit an estab-
lished bank that has been able to build up substantial reserves under Rev. Rul.
65-92 to maintain those reserves. I have no quarrel with the reasonableness of
this provision. It constitutes a fair transition rule as applied to established
banks. However, it Is of little benefit to a new bank established during the period
Rev. Rul. 65-92 was applicable which has not been able to accumulate a signifi-
cant bad debt reserve. Rather, it puts such a bank In a disadvantageous com-
petitire situation relative to its long-established competitors. I believe that banks
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created during the applicability of Rev. Rul. 65-92 on the assumption that the
rules therein contained would permit them to accumulate bad debt reserves com-
parable to those of their competitors should also be provided a transition rule
designed to meet their situation.

THE FIDELITY BANK OF COLONIE, UPSTATE NEW YORK

The Fidelity Bank of Colonie was organized in October of 1965 and opened
its doors for business on January 3, 1966. It was capitalized by stockholder sub-
scriptions of $1,650,000.

During its first several years of operation, Fidelity was unable to establish a
provision for bad debts without creating a deficit undivided profits account,
thereby producing an impairment of its capital to which the bauk regulatory
authorities would undoubtedly have objected. Moreover, under section 441 of the
Tax Reform Act, Fidelity will not be permitted in the future to accumlate a re-
serve out of earnings comparable to that which its competitors have been per-
mitted to accumulate in the past..

PROPOSED AMENDMENT TO SECTION 441 OF TAX REFORM ACT

I believe section 441 of the Act should be amended to permit banks organized
after April 5, 1965 (the date of Rev. Rul. 65-92), and before July 11, 1969, to
continue to compute their bad debt reserves on the basis provided by Rev. Rul.
65-92 for a period of ten years from their creation. Such an amendment would
have a very moderate immediate effect on revenue collections and in the long run
would have no appreciable effect. It would be fair to long-established banks and
would provide a reasonable benefit to new banks to offset the competitive ad-
vantage prior bad debt reserve rules have created for old banks. Absent such an
amendment, these new banks, which were capitalized on the assumption that
the Federal income tax bad debt reserve rules contained in Rev. Rul. 65-92
would apply to them, will find themselves unfairly disadvantaged by the enact-
ment of section 441.

If such an amendment is not adopted, Congress should, as a very minimum, pro-
vide rules similar to those contained in section 832(e) of the Internal Revenue
Code under which banks created during the period of applicability of Rev. Rul.
65-92 would be permitted for a period of ten years to continue to compute their
bad debt reserves in accordance with that ruling if they invest the tax benefit
of the differences between the yearly increases in such reserves under section
441 of the Tax Reform Act and the amount determined under the ruling it
noninterest bearing Treasury "tax and loss" bonds. Such bonds should be re-
deemed by the Treasury In future years as, and to the extent, the difference
between the reserve determined under Rev. Rul. 65-92 and the reserve deter-
mined under section 441 of the Act narrows. Moreover, the bonds should be
issued in such form as will permit their use as collateral for deposits of public
funds.

Respectfully,
PATRICK J. RYAN, President.

SEPTEMBER 10, 1969.
The Honorable Members of the Senate Finance Committee,
U.S. Senate, Wa-8Wao, D.C.

GENTLEMEN: As suggested by your Chief Counsel, Mr. Tom Vail, I would like to
direct your Committee's attention to a serious problem that exists in the Inter-
pretation of sections 541 through 565 of the Internal Revenue Code (personal
holding companies) and its application to banks of limited powers and the inabil-
ity of many lending or finance companies to meet the exemptions afforded in
section 542(c) (6).

First of all, permit me to thank your for the opportunity of having this testi-
mony included in the printed record of the hearings on tax reform legislation.

The problem that has arisen in this matter to do primarily with the interpreta-
tion and application of section 542(c) which section defines exceptions from the
personal holding company designation as defined in section 542 (a).

Section 542(c) (2) states that a bank as defined in section 581 of IRC is to be
afforded an exemption from personal hOlding company taxes. At the present
time, it appears that IRS is not willing to interpret section 581 so as to include
industrial loan associations, Morris plan type banks, etc., regardless of the fact

P
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that these type of Institutions have already been determined to be banks within
the meaning of section 581 in four previous cases decided in the Federal Courts.
The cases referred to are as follows: (1) Valley Morris Plan vs. Commissioner,
305 Fed. 2nd 610; (2) Morris Plan Bank of New Haven vs. Smith, Collector 125
Fed, 2nd 440; (3) Staunton Industrial Loan Corporation vs. Commissioner, 120
Fed. 2nd 930; and (4) Mutual Savings and Loan, Inc., vs. C.I.R., 1941 B.T.A.
1204.

Section 581 states than "bank means a bank or trust company incorporated
and doing business under the laws of the United States (including laws relating
to the District of Columbia), of any State, or of any Territory, a substantial part
of the business of which consists of receiving deposits and making loans and
discounts, or of exercising fiduciary powers similar to those permitted to national
banks under section 11(k) of the Federal Reserve Act (38 Stat. 262; 12 U.S.C.
248(k) ). and which is subject by law to supervision and examination by State.
Territorial, or Federal authority having supervision over banking Institutions."
I will attempt herein to bring to light some of the injustice built into the per-
sonal holding company portion of the tax code, and to offer some suggestions
with regard to affording the relief required to permit legitimate companies to
remain in business.

At this writing, Norfolk Industrial Loan Association (NILA), of which I am
President, is embroiled with IRS over the question of whether NILA is afforded
an exemption from personal holding company taxes by the exceptions afforded
In section 542(c) (2) and/or 542(c) (6). The tax year involved are 1964, 1965 and
1966.

To give you some background ort this case, I would like to state that NILA was
licensed in 1959 as "a bank of limited powers" under Chapter 5, sections 6.1-227
through 6.1-242 inclusive of the Code of Virginia. NILA is subject to supervision
and examination by State Bank Examiners of the Bureau of Banking, State
Corporation CommiqAon of the State of Virginia. As of December 31, 1964, NILA
had loans and discounts in the aggregate sum of $1,604,415.06 *and more or
December 81, 1965.

' 't'b rnrd to P Wih t-n iRl part of the bu'4neqq belnr that of receiving
deposits, NILA had outstanding as of December 31, 1964, certificates of debenture
in the amount of $770,500, part of which represented funds placed with the Asso-
ciation through fiduciary relationship. In 1964 NILA had a total of $357,157 in
funds which it had received from guardians of estates, infant, incompetents,
etc. In many instances these funds were placed with the Association by order of
Courts of Record of the State of Virvinia. As you gentlemen can readily see there
is. no reason whv this Association should not meet the definition of a bank as
defined In section 581. Yet the facts of the matter are that NILA has been de-
clared by IRS as not meeting the definition of a bank as defined by section 581
and has been assessed $95.246 in additional taxes and interest (no penalties)
for the years 1964 and 1965. A claim has been filed in the United States District
Court in Norfolk, Virginia, for the return of these taxes which NILA feels were
improperly and exceesively assessed.

Section 542(c) (6) outlines exemptions afforded lending or finance comnanles
If they meet certain tests as defined in subsections (A) through (D) inclu 'ive.
There is no way that a great many lending and/or finance companies can meet
the requirements of these tests unless they are willing te. greatly change the
type of business they are handling, plus dismiss key executives, managers and
Pmnloyees who are also shareholders so as to be In a position to meet the test
outlined In subsection (C) which subsection refers to expenses directly allocable
to the active and regular conduct of lending and ,finance business. To qualify ex-
renses must equal or exceed 15% of the ordinary gross Income from active and
regular conduct of lending and finance business. This section states in effect, and
has been interpreted to mean, that when attempting to meet Its requirements
you cannot consider salaries naid to officers, managers and employees who are
shareholders, or members of their families, even if they are not stockholders, nor
can you consider Interest paid on funds borrowed for relending when attempting
to meet the 15% test. As you gentlemen can readily see, the largest expense a lend-
ine or finance company generally has is the salaries of its principal officers, man-
agers, employees, and the interest it pays on funds borrowed. When you eliminate
these two items, you eliminate the larger portion of expenses that a lending or
: flimnce company has and thereby create'a situation whereby many lending and
finnnce companies fail to meet the tests outlined for the exemption afforded by
section 542 (c) (6).

33-865--69-pt. 3- 9
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Our research into the legislative history of the personal holding company tax
section indicates that it was never the intent of Congress to subject legitimate
industrial loan associations, Morris Plan banks, and lending or finance companies
to the unreasonable taxes (70% of undistributed personal holding company In.
come) called for in the personal holding company tax section.

In fact, Mr. Sidney L. Cohen, CPA, Boston, Massachusetts, In an article written
for Prentice-Hall, Inc. in their 1906 edition states, "Section 542 (c) (6) is a revela.
tion in tax legislation, since it simplified its prior counterpart by streamlining
the PHC exemptions for finance companies. Thus, the lending and finance com-
pany exception provides a more comprehensive and livable escape hatch for the
PHC claselUcation." He further states, "The House report on the Revenue Act of
1964 concluded that it would be desirable to have one exclulion avaailable for all
four of the above categories of lending or finance companies. At the same time
it saw no need for purposes of the personal holding company provision to restrict
the type of loans which these companies could make since this is properly a
matter of regulation of State law governing these lending or finance businesses."

Mr. Cohen further stated, "Because of the harshness of the penalty of the sur-
tax, the Courts have commented that if Congress had intended otherwise it
would have provided for relief. They have gone along with the letter of the law
and applied the technical rules as the law provides. However, a study of the
legislative history shows that with the lapse of time, Congress has provided
more and more relief to deserving legitimate cases. Insofar as certain types of
finance companies are concerned this relief has taken the form of a percentage
expense test, favorable treatment given to rentals, group affiliates, bank affiliates,
a redefinition of the gross income percentage test and other technical changes."

Therefore, as you gentlemen can see, the intent of Congress Is one thing while
the interpretation and application of the exceptions from the personal holding
company taxes are In reality another.

It is the opinion of this Association, its CPA's and attorneys that section 542
(c) (6) is in fact a trap that many legitimate licensed institutions are subject to
being caught in. If relief is not forthcoming, or if IRS does not take a more
reasonable attitude toward it, you are going to see a situation develop where
many companies including this Association are going to be forced to liquidate or
merge with large publicly held companies because of their inability to meet the
exceptions afforded In the sections referred to herein.

Now I'm sure, some of you gentlemen will suggest that escape from P110
classification can be obtained by meeting the stock ownership test outlined in
section 542(2) by selling its stock to a larger number of shareholders and there-
by avoiding the five individuals owning 50% or more in value stock ownership
test. This again does not necessarily work on the main streets of America. In
fact, in the case of this Association, NILA has been attempting since 1959 to go
public with no less than six stock brokerage firms including some of the largest
on the East coast. In addition, NILA has mailed more than 60,000 pieces of mail
in an attempt to interest residents of the State of Virginia in purchasing its
securities which include common and preferred stock. At this writing, NILA has
132 common and preferred stockholders, and still has a situation whereby five
stockholders own more thav, 50% in value of its stock. The reason being that
from time to time NILA is forced to sell stock to its existing principal stock-
holders in order to avoid being subject to the thin corporation doctrine.

The problem with the present tax code as I view it from Granby Street here
in Norfolk, Va., Is that it to no longer workable. It is far too complicated. As a
corporate executive I can truthfully say that I have never personally met a CPA
or an attorney who has sufficient knowledge of the present tax code to satisfy
the requirements of corporate executives. What is happening in this Country
is that the Federal bureaucracy has been tremendously successful in alienating
the younger generation and the system is now being extended to promote a tax
revolt the likes of which this-Coutry has never witnessed before. In my opinion,
approximately 70% if not all of the present tax code should be completely
scrapped and a greatly simplified code should be adopted in its place. The present
code is tUIed with traps and pitfalls that. ,defy the abilities of tax experts to
understand, There is very little aolid ground left that CPA's and tax attorneys
can use to state without question that their Judgment-n a particular matter is
sound and unauallable. There Is no reason that the code cannot be simplified
so-that thk avexgp OPA can understand It. As I see it, most corporate taxpayers
d4 not.object io paying reasonable taxes; but they want the traps removed so
that they know where they stand and what they owe and that the advice they
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are forced to rely on can be trusted. I personally have reached the point where
I have lost complete confidence in CPA's and tax lawyers because of events that
bave transpired In our dealings with IRS in the last several years.

I would like at this point to go Into some detail in an effort to point out the
unreasonableness and the injustice which Is the end result of a corporation caught
in the personal holding company trap.

In the case of NILA It should be noted that IRS arrived at a determination of
Its assessment for additional corporate income taxes by substantially reducing
the addition to reserve for losses set up by the taxpayer from $42,000 to $2,019;
however, this Is another matter which will soon be litigated In court. If we accept
the Internal Revenue Service's adjustment In the reserves for losses account of
the taxpayer, we arrive at a 1964 corporate income of $30,786.77 for the calendar
year ended December 31, 1964. On this regular corporate income, NILA has paid
an assessed tax of $50,576.22, which represents 164% of its normal corporate
income, assuming that it was not a personal holding company.

The situation for the year 1965 is that NILA has been assessed and has paid
a tax equal to 120% of its regular corporate income, again assuming that it is
not a personal holding company.

The effect of the payment of these taxes and interest (not including any pen-
alties whatsoever) on the Associatiop's financial position is that they wipe out
all but $2,019 of NILA's reserve for losses account, completely eliminates its re-
tained earnings account, plus eliminates all of its paid in surplus and impairs
the capital structure of the Association. By their action, IRS has endangered
and impaired the safety of hundreds of thousands of dollars in funds deposited
with NILA by guardians of estates, infants, incompetents, and the savings of
numerous elderly people and small hard working day to day workers whose in-
vestment in NILA's certificates of debenture in many cases represents most of
their cash savings.

If any of you gentlemen can offer a defense for this type of injustice, I would
like to hear it

In the event this Committee is desirous of affording some measure of relief for
small closely held industrial loan association, Morris Plan type banks, and
lending or finance companies, it would be my suggestion that section 581 of the
code be amended so as to eliminate the following portion, "a substantial part
of the business of which consists of receiving deposits" This would have the
effect of recognizing industrial loan associations and Morris Plan type banks
for what they are and that Is, banks of limited powers, legitimately licensed and
supervised by the various states.In addition, it would be my recommendation that subparagraph (i) of sec-
tion 542(c) (6) subparagraph (B) Exceptions, be eliminated entirely or amended
to read 120 months, in place of 60 months.

I furthermore recommended that section 542(c) (6) subparagraph (C) be
amended to permit as a deduction of expense in arriving at the 15% expense test
of ordinary gross income so as to include compensation of employees of lending
or finance companies regardless of whether or not they are shareholders and
interest expense paid for the borrowing of funds for the conduct of its leading
or finance business. I see no reason why small lending or finance companies
should be forced into a position of dismissing or requiring its officers, managers
and/or employees to sell shares of stock that they might own in the company
which they are employed by in order to meet the 15% deductions test outlined in
this section. To me this is gross discrimination against small lending and
finance companies.

Unless some relief is forthcoming promptly you will see a situation in which
hundreds of small companies will be forced to merge or liquidate in order to
decape the injustice of the personal holding company tax.

, I sincerely hope that this Committee will see fit to amend the Internal Revenue
Code so as to permit small closely held legitimate licensed industrial loan asst-
elations, Morris Plan type banks and lending or finance companies to survive,
Thank you.
U'Respectfully submitted.

D. H1. BupILAGE. President.

8ATEENT OF 3. AUSTIN WHITE, J. A. WHITE & CO., CENTHAr, TRUST TOWEiR,
CINOINNATI, OHIO

".Probably the most widespread and vocal opposition to the tax reform bill, as
&ssed by the House, is against two sections: (1) the proposal to Include interest
from state and municipal bonds in the "limit on tax preferences" (Sec. 801 of
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the bill); and (2) the proposal to include such Interest in the "allocation of
deductions" (See. 302 of the bill)-and I'm opposed to both of these proposals.

But in this statement I should like to concentrate on one provision of the bill
(Sec. 443) about which there is not heard so much hubbub of opposition, but
which, If allowed to stand as is, will cause undue and unjust hardship to thou-
sands of banks throughout the nation. In the words of the House Ways and
Means Committee (on page 130 of its "House Report No. 91-413, Part 1), this
Sec. 443 "eliminates the present preferential treatment accorded -to financial
Institutions' transactions in corporate and Government bonds and other evidences
of indebtedness by providing parallel treatment of gains and losses on these
transactions. Under the bill, financial institutions are to treat net gains from these
transactions as ordinary income instead of as capital gains; they will continue
to treat net losses from such transactions as ordinary losses as under present
law."

Now this sounds fairly innocuous. But I beg your indulgence while I try to
point out an amendment that should be added to prevent both undue and unjustly
harsh treatment that will result to the thousands of mostly smaller banks across
the nation, from the broad application of this Sec. 443 if it Is not amended.

By way of introduction, let me say that I am the proprietor of a relatively
small municipal bond house, T. A. White & Company, established in Cincinnati
in 1937. I own no stock In any bank, and I presently have practically no bonds to
sell to banks. But for thirty-lye years, since 1934, I have specialized in selling
bonds to commercial banks. This, and much "extra-curricular" work done chiefly
for my bmink clients over these 35 years, give me, I think, a sound basis to speak
authoritatively and intimately of the Investment policies and problems of com-
maercial banks.

First, let me quote again from "House Report No. 91-413, Part 1" wherein on
page 129 under "Reasons for change" the House Ways and Means Committee
states (underscoring is mine) "Transactions of financial institutions in corporate
and government bonds and other evidences of indebtedness do not appear to be
true capital transactons; they are more akin to transactions in inventory or
stock In view of the size of the bank holdings of these items and the extent of
their transactions in them. Moreover, financial institutions now maximize their
tax advantages by arranging their transactions in bonds In the light of existing
market conditions in order to realize gains in selected years and losses In other
years."

Right here, let me state unequivocally that of the 14,000 Or so banks in the
nation, probably 85% to 90% of -them do not ,follow such a practice of "arranging
their transactions in bonds." Those that do follow such a practice are the larger
banks. If this See. 448 is allowed to become law without an amendment such as
I suggest later, the Committee's effort to get at a practice followed by only a rela-
tively few large banks will penalize unduly and, I repeat, unjustly, the many
thousands of smaller banks who do not even follow that practice.

Second, please note from the above quotation that the Ways and Means Com-
mittee refers five times to "transactions" in bonds. This constant use of the word
transactions, would infer that the Committee's attention was concentrating on
at least fairly frequent buying and selling of bonds, as contrasted to the far
more common practice amongst the thousands of banks of simply buying bonds
once as an Investment and holding them to collect at maturity.

My point is that a distinction should be made between "'transactions" of buying
and selling bonds, and the one-time purchase of bonds for investment that are
held constantly to maturity and simply collected when due. When a bank buys
a bond and holds It for a year, or three years, or five, ten or twenty years, and
then sends it in for collection at maturity, that co-ald hardly be considered "trans-
actions" In bonds, especially in the light of the Committee's further reference -as
a "*reason for change" that "financial institutional now maximize their tax advan-
tages by arranging their transactions in bonds in the light of existing market
conditions in order to realize gains in selected years and losses In other years"

Quite possibly the Committee did not intend to penalize the legitimate one-
time purchase of bonds held to maturity as ,an investment. Indeed, the actual
wording of the bill itself (H.R. 13270, page 264) reads as follows (italics
mine) : ."(e) BOND, ETC., LOSSES 4AN GAINS OF FINANCIAL INSTITU-
TIONS.-'por purposes of this subtitle, In the case of a financial institution to
which section 85 or 598 applies, the saie or exchange of a bond, debenture, note,
or certifcate, or other evidence of indebtedness, shall not be considered a sale or
qxchane ota capital avet.1 Now-certainly sending a bond In for collection when
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it matures (or is called for payment), could hardly be properly called a sale of'
the bond. But I cannot be so sure that some Internal Revenue Agent might not
call the collection of a bond at maturity an "exchange," for cash, though certainly
that would seem to be a strained interpretation of the meaning of the word
"exchange."

Our problem here is that many thousands of banks, if indeed not all of them,
have purchased bonds at prices below par, for investment, and they fully expect
to hold such bonds to maturity. When such bonds are collected at maturity at par
(their face value), the bank technically has a gain, which is the difference be-
tween the purchase price below par, and the par value collected at maturity.
Under a broad interpretation of See. 443, without some amendment, this "glin"
will far too likely be taxed in full as ordinary income, particularly in view of
the broad comment of the Ways and Means Committee quoted at the outset of
this statement (from page 130 of "House Report No. 91-413, Part 1") : "Unwgr
the bill, financial institutions are to treat net gain from these transactions a%
ordinary income instead of as capital gains."

But, as I have Indicated above, the "net gains from these transactions" should
be considered quite differently from the technical "gain" which a bank earns whenl
investing In a bond at a discount below par and holding it to maturity and then
sending it in for collection at par. This latter type of gain is not the type of
gain which I feel the Committee wanted to tax as ordinary income, since it is
really a delayed collection by the bank of part of the investment return at which it
agreed to invest In the bond when the bank originally purchased the bond for
investment.

At the risk of being too technical, allow me to go into this point a bit further
as it forms the basis of my argument for a protecting amendment to Sec. 443.
Due to the high interest rates prevailing generally over the past four years (not
just in 1969), probably 75% to 85% of the bonds that have been available
in the market have had to be sold at discount prices below par, because they were
issued in prior years when interest rates were lower. For example, a bond issued
say in 1962 with an interest rate of 3% has not been worth its face value, or
par, for the past several years, because of rising interest rates in general. No one
would buy such a bond today, nor last year, nor the year before at its face value.
But, a bank might have been willing to invest in such a 3%0% bond in 1907 at a
yield of 5%. This means of course that the bond would have to be purchased at a
discount price, below its par or face value, let us say at 90 cents on the dollar, or
90% of its par or face value. Now, the bank which buys that bond at 90, and
holds it to maturity is not reaping a gain of 10% of its face value Ip the normal
connotation of gain, nor, I think, in the sense that the Ways and Means Committee
considered "gains from transactions." Rather, this 10% of face value which the
bank collects after holding the bond to maturity is just as much a part of the
investment return, or yield, as the interest coupons collected semi-annually while
the bank owned the bond. The only difference between this "gain" and the
interest coupons is that the bank had to wait two years, or five, ten or
twenty years to collect this part of its interest, whereas the bank collected the
3% coupons each year.

So, kor all of the above reasons, and, I repeat, to protect many thousands of
banks across the country from undue hardship from too broad an interpretation
of See. 443, 1 earnestly urge the Committee on Finance to add an amendment
to this See. 443 to make certain that its does not apply to bonds purchased for
investment and held to maturity (or call payment date). This could be accom-
plished, I believe, by adding the following italicjzed words to this paragraph
quoted above from page 264 of H.R. 13270: "(c) BOND, ETC., LOSSES AND
GAINS OF FINANCIAL INSTITUTIONS.-For purposes of this subtitle, in the
case of a financial institution to which section 585 or 593 applies, the sale or
exchange of a bond, debenture, note, or certificate, or other evidence of indebted-
ness, shall not be considered a sale or exchange of a capital asset," but a bond,
debenture, note, or certificate, or other evidence of indebtedness purchased for in-
vestment and. held to maturity, or to the call payment date if called prior to
maturity, shall be considered a capital asset.

Now If, after considering all of the above points, you should perchance still
refuse to amend this Sec. 443 to differentiate between "gains from transactions"
and the one-time purchase of bonds for investment that are held constantly to
maturity, then let me point out the injustice that will be done to many thou-
sands of banks across the nation by the retroactive feature of this Sec. 443 as
it stands now. There is no "grandfather clause" in the section as now drawn.
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There is no consideration given to the effect of this See. 443 on prior commit.
ments by a bank, which would be represented by bonds still owned and not yetmatured but purchased a year, or three, five, ten or even twenty years ago.
The effective date of this See. 443 reads simply as follows (from page 265 of
H.R. 13270)-"The amendments made by this section shall apply with respect
in taxable years beginning after July 11, 1969."

In other words, this Sec. 443 as now drawn will require bluntly that starting
next year all bonds owned by a bank will no longer be considered capital assets,regardless of whether the bonds represent new purchases or purchases made
five, ten or twenty years ago! I sincerely hope you will agree that it is eminently
unfair thus to make this change retroactive.

As stated above, over the past four years or so because of high interest rates,
probably 75% to 85% of the bonds available in the market have had to be priced
at discounts below theler face value, because the bonds had been issued in pre-vious years of lower interest rates-and for the five or six years before that per-
haps half or more of the bonds available in the market had to sell at discount
prices for the same reason.

This situation has been true of all bonds, Government, municipal and corpo-
rate, and as a result, over the past decade practically all of the 14,000 banks
throughout the nation have purchased, in the aggregate, hundreds of millions of
dollars worth of bonds that had to be purchased at discount prices below facevalue in order to eolupete with the declining market, and, most important, many
millions of dollars worth of such discount bonds are still owned by many thou-
sands of bank.4.

Now, here is the important point that deserves your careful and honest con-
sideration. In all of those purchase commitments involving these millions of
dollars of bonds, a very important consideration in the making of these com-
mitments was the realization that such bonds would be considered capital assets,
and the "gain" represented by the appreciation to par at maturity would be
taxed as a long term capital gain. As of course you know the maximum tax rate
on such long term capital gains has been 25%, and it was on the basis of such
a tax rate that these commitments were made. And now, if you do not amend
this See. 443 to keep it from being retroactive, you are about to double thattax rate, on commitments made previously, even as long as years ago. I ear-
nestly hope you will agree this would be unjust.
I See. 448, as now worded, will result in banks having to put into ordinary In-
come taxed at regular rates the full amount of the "gain" represented by the ap-
preciation to par at maturity of the discount on bonds purchased beluw par. Of
the 14,000 banks in the nation, relatively few now earn net taxable income of less
than $25,000; so that the vast maojrity of them pay the regular corporate tax
rate now at about 50% (48% plus the surtax). Hence. I repeat, if you do not
amend See. 448 to keep it from being retroactive, you will in effect be doubling
the tax rate retroactively on commitments made even years ago. In the example
mentioned previously, of a bank that purchased a few years ago a 3%% bond at90. the bank in making the commitment understood that the 10% appreciation to
par at maturity would be subject to a maximum tax rate of 25%. It would be
unfair, and an injustice, to make that bank pay twice as high a tax rate on
that appreciation just because the bond matures in 1970 or beyond. The Injustice
that would be thus done is magnified to great proportions if you realize, as you
should, that this simple example would be repeated in hundreds of thousands
of commitments prevfouely made by thousands of banks across the nation.

I most strongly urge you to eliminate at least these injustices by amending
See. 448 with some such wording as the following underscored words added
to See. 448 as quoted from page 264 of H.R. 13270: "(c) BOND, ETC., LOSSESAND GAINS OF FINANCIAL INSTITUTIONS.-"For purposes of this sub-
title in the case of a financial institution to which section 585 or 593 applies, the
sale or exchange of a bond, debenture, note, or certificate, or other evidence of
IndebetdnesW," purchased after July 11, 1969 "shall not be considered a sale
or exchange of a capital asset."

Thank you for your consideration.
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FARM CREDri ADMINISTRATION,
Washington, D.C., September 12, 1969.

lHon. RUSSELL B. LONG,
Chairman, Committee on Finatce,
U.S. Senate, Washington, D.C.

DEAR MR. C i.m.Afmv: On behalf of the 13 banks for cooperatives and the Fed-
eral Farm Credit Board, I request the attached statement be given favorable con-
sideration by your Committee in its deliberation on H.R. 13270, the Tax Reform
Act of 1909.

Our request is only for clarification of the tax treatment of the 13 banks for
cooperatives. We believe this could be accomplished through the addition of three
sentences to the report that will be Issued by the Committee on H.R. 13270.

The specific language suggested for that report is included in the attached
statement under the heading, "Summary of Proposal."

The first sentence Is introductory.
The second sentence Is intended to assure that the additions to the bad-debt

reserve accounts by the banks for cooperatives be treated in the same manner
as those of commercial banks whenever the banks for cooperatives have repaid
the investment of the Government and become subject to Federal Income tax.

The third sentence suggested for the report would confirm the position of
Congress that a small part (over the years it has averaged less than 5 percent)
of gross Income of the banks for cooperatives should be accepted as patronage
-income for income tax purposes, which was clearly the intent of Congress as
stated In the legislative reports and history when Public Law 88-528 was con-
sidered in 1964.

We appreciate your consideration.
Sincerely, E. A. JAENrKE, Governor.

Attachment.
STATEMENT

Summary of proposal
In view of the specifl provision In section 441 of H.R. 13270 aq to the deduction

to be allowed commercial banks generally for Federal income tax purposes, for
additions made to a bad-debt reserve, and the scope of the Tax Reform Act of
1960 in other respects, the Farm Credit Administration urges that there should
also be clarification of the Federal income tax treatment of the 18 banks for
cooperatives which operate under its supervision:

First, to assure that the banks for cooperatives, each of which first became
subject to Federal income tax when, it recently retired all of its Government
capital, and whose loans are similar to the loans made by commercial banks
generally, may be allowed a deduction for annual additions to a reserve for
losses on loans which does not exceed that allowable to commercial banks
generally for taxable years before the tax reform bill becomes effective; and

Second, to assure that a deduction may be allowed for the full amount of
patronage dividends paid by a bank for cooperatives, so far as concerns such
amount representing net earnings from business done with or for borrowers
from the bank, In accordance with the Intention indicated by the congres-
sional committees which in 1964 recommended enactment of Public Law 88-
528 to amend the Farm Credit Act of 1933.

It is suggested that such clarification can be accomplished, even without spe-
cific amendment of the bill, by including something like the following In the
'report of the Senate Committee on Finance on the Tax Reform Act of 1969:

The Committee considered two aspects of the Federal income tax treat-
ment of the 13 banks for cooperatives, which operate under the Farm Credit
Act of 1933 and the supervision of the Farm Credit Administration to make
loans to farmer cooperatives, and is of the view that there can be clarifica-
tion without additional legislation. Because of the similarity of the loans
made by the banks for cooperatives and the loans made by conmmercial banks
generally, it Is considered that a bank for cooperatives for the years since it
recently became subject to Federal income tax may and should be allowed
on annual deduction for additions to a bad-debt reserve as is allowable
for commercial banks generaly under Revenue Ruling 65-92 while that
ruling continues applicable. Further, the Committee believes that the rela-
tively, insignificant portion of patronage dividends paid by a bank for co-
operatives which Is from temporary investments rather than intereet col-
lected on loans may and should be accepted as from business done with or
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for the farmer cooperatives that borrow from the bank, in accordance with
the intention heretofore indicated in connection with the enactment of
Public Law 88-528 (Sen. Rep. No. 1453, H.R. Rep. No. 1368, 88th Cong.,
2d Seas.).

Bank* for cooperative
The 13 banks for cooperatives, one in each of the 12 farm credit districts and

a Central Bank in the District of Columbia, were established under the Farm
Credit Act of 1933 to make loans to eligible farmer cooperative associations en-
gaged in marketing farm products, purchasing farm supplies, or rendering farm
business services. The loans are made with funds obtained by selling the con-
solidated debentures of the bawks in the public securities market. The lending is
on a self-sustaining basis; and each bank is required to operate on a cooperative
basis for the benefit of the farmer cooperatives which borrow from the bank and
now own its capital stock, and withoutprofit to anyone else.

Each of the 13 banks for cooperatives was started with capital stock owned
by the United States and became subject to Federal income tax only after all of
its Government capital was retired: Two each year on June 30 of 1965. 1966,
1967, and 1968; and the other five on December 31, 1968. The first year for which
a bank for cooperatives is subject to Federal income tax, therefore, is the year
after all of its Government capital was retired.

Further information about the banks for cooperatives will be included as may
be helpful in the separate explanation of the two deductions, and the desired
clarification of each. which now follows.
Bad-debt reserve deduction

As developed in more detail later under this heading, the similarity of loans
made by a bank for cooperatives to loans made by a national or other commercial
bank has been considered to entitle a bank for cooperatives to the same Federal
income tax treatment as is allowed such other banks for annual additions made
to a reserve for losses on loans. The basic statutory provision is section 166
of the Internal Revenue Code which allows "a deduction for a reasonable addi-
tion to a reserve for bad debts" (in lieu of a deduction for debts which become
worthless). In 1965, Revenue Ruling 65-92 (C.B. 1965-1, 112) in effect specified
the annual deduction which would be commercial banks for additions to a bad-
debt reserve, until the accumulated reserve equals 2.4 percent of outstanding
loansL Section 441 of HR. 13270 would cut back the deduction allowed commer-
cial banks for additions to bad-debt reserve and base it on the ratio of losses
to outstanding loans for the current year and the 5 preceding years. However,
whatever provision in this respect is included in the tax reform bill as finally
enacted, it is urged that a bank for cooperatives should be allowed a deduction
for annual bad-debt reserve additions which does not exceed that provided in
Revenue Ruling 65-92 for commercial banks generally for the years that ruling
is applicable.

By its terms, Revenue Ruling 65-92 is applicable only to "banks", as therein
defined, "a substantial part of the business of which consists of receiving deposits
and making loans and discoun-ts". Although the banks for cooperatives make loans
and discounts, their business does not include receiving deposits. Because of this,
Revenue Ruling 65-92, by its terms, is not applicable to a bank for cooperatives.
Thus far, too, the Internal Revenue Sei-vice has not seen fit to broaden Revenue
Ruling 65-92 to include banks for cooperatives; or to apply a similar ruling to
them; although either course is considered to be within the present statutory au-
thority of the Internal Revenue Service to allow a deduction for a "reasonable"
bad-debt reserve addition. In any event, as developed in the next three para-
graphs, the loans made by the banks for cooperatives are of the same general
character as those made by commercial banks, and such similarity is considered
to Warrant a deduction for annual additions to a bad-debt reserve which does not
exceed that allowed commercial banks generally under Revenue Ruling 65-92
for the years that ruling in applicable.

Under the farm Credit Act of 1963, as amended, the banks for cooperatives are
authorized to obtain loav funds by selling their consolidated debentures in the
public securities market (12 U.S.C. t184n) and to make loans to cooperative as-
sodiations as defined in the Agric6ltural Marketing Act, as amended (12 U.S.C.
11$4le), The types of loanu made by a bank for cooperatives are generally in-
dicatod by the following fr6m the Agricultural Marketing Act definition of a

£ ./
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farmer cooperative association to which such loans may be made (12 U.S.C.
1141J) :

* * * the term "cooperative association" means any association in which
farmers act together in processing, preparing for market, handling, and/or
marketing the farm products of persons so engaged, and also means any
association in which farmers act together in purchasing, testing, grading,
processing, distributing, and/or furnishing farm supplies and/or farm busi-
ness services * * *

A bank for cooperatives makes loans for all of the foregoing purposes. This
includes seasonal loans (usually payable within 12 months) to help finance in-
ventories of farm products and supplies for farm production, receivables, and
operating expenses. It also includes term loans (payable over more than 12
months, but ordinarily not in excess of 20 years) to help finance construction of
physical facilities and purchase of equipment required by the cooperatives to
render needed services for their members.

At June 30, 1969, the banks for cooperatives were financing 2,955 farmer co-
operatives with total loans outstanding of $1.6 billion. The average amount of
loans outstanding to a borrower at that time was $540,000. About 78 percent of
the 2,955 accounts had loans totaling $300,000 and under. However, 22 percent
of the number had 87 percent of the loan volume outstanding. Studies by the U.S.
Department of Agriculture have shown that the banks for cooperatives provide
about 60 percent of the credit used by farmer cooperatives in the United States.

Commercial banks make the same types of loans to both private and coopera-
tive corporations with similar security and repayment provisions. However, com-
mercial banks, in financing a wide diversity of individuals and businesses, avoid
the risks of lending to a single industry. Opportunity for such loan portfolio
diversification and risk diminution is not available to the banks for cooperatives.

In the circumstances, it Is urged that the Committee may see fit to indicate, in
its report on the tax reform bill or otherwise, that It sees no objection to a bank
for cooperatives being allowed a deduction for annual additions to a ba4-debt
reserve which does not exceed that provided under Revenue Ruling 65-92 while
that ruling is applicable as to commercial banks generally, for any year that a
batik for cooperatives is subject to Federal income tax. This is all the more deemed
reasonable because overall the total deductions claimed by the 13 banks for
cooperatives for their taxable years thus far have actually been only about half
of the deductions allowable under the revenue ruling for commercial banks
generally.
Patronage divided deduction

In its report on the tax reform bill or otherwin, it is urged that the
Committee on Finance also -express approval or recognition of the intention
heretofore indicated by Congress in 1964, in connection with the enactment
of Public Law 88-528, as to the deduction to be allowed for patronage divi-
dends paid to its borrowers by a bank for cooperatives when it becomes sub-
ject to Federal income tax. The intention is that all of such patronage divi-
dends should be accepted as from business with or for borrowers from the
bank; and that the relatively insignificant amounts, if any, from temporary
investments, need not be distinguished in this respect from the interest collected
from borrowers on their loans This Intention was expressed in reports of the
Agriculture Committees of Congress which in '1964 considered and recommended
Public Law 88-528 inasmuch as it Involved an amendment of the Farm Credit
Act of 1938 to enable a bank for cooperatives to meet certain requirements of the
Internal Revenue Code. To meet an objection that the intention was not hereto-
fore before the Committees of Congress which have Jurisdiction on tax legisla-
tion, the matter is now being presented to the Committee on Finance.

The Farm Credit Act of 1933, as amended in 1955, requires a bank for coopera-
tives, at the end of each fiscal year, to pay patronage dividends to the farmer
cooperative associations that are borrowers from the bank (12 U.S.C. 11841). All
patronage dividends are paid in the proportion that the amount of Interest
earned on the loans of each borrower bears to the total interest earned on the
loans of all borrowers during the fiscal year. From 1955 to 1964, the Farm Credit
Act required such patronage dividends to be in surplus account allocations and
class C stock, and there was no authority to pay patronage dividends in money.

In 1964 the Intention of each bank for cooperatives was to complete retire-
Ment of its Government capital within the next several years after which it
would be subject to Federal income tax. It then would be necessary to meet the
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requirements of the Internal Revenue Code applicable to any corporation operat-
ing on a cooperative basis (sibchapter T of chapter 1, §§ 1381-8), if the patron.
age dividends of a taxable bank. for cooperatives were to qualify for deduction
from gross income in computing taxable income. One .of such requirements is
that at least 20 percent of a patronage dividend be paid in money (§ 1388(c) (1)).
To meet 'this requirement, Public Law 88-528, approved Augu9t 31, 1964, added
a sentence to the Farm Credit Act (12 U.S.C. 11341(b), last sentence) which in
effect requires a bank for cooperatives to pay stich portion of its patronage
dividends in money. (presently 20 percent) as will permit ita taxable income
to be determined Without including such patronage dividends.

What we are now concerned with, so far as concerns the patronage divi-
dends of a bank 'for cooperatives qualifying for deduction, is the definition in
the Internal. Revenue Code to the effect that the patronage dividends should
represent net earnings from business done with or for borrowers from the
bank (51388(a) (8)).' The banks for cooperatives exist only to make loans
to, -eligible farmer cooperative associations, mostly with funds, obtained by
periodically selling their consolidated debentures In the public securities mar-
ket. All of the earnings of a bank for cooperatives consist of interest col.
elected on loans made to farmer cooperatives except that there are relatively
Insignificant earnings from funds on hand which may be Invested in inter-
est-bearing securities or loaned to other Farm Credit Banks temporarily. In-
asmuch as-each bank for cooperatives must keep on hand a sufficient amount
of funds so that it at all times may be in a position to make loans as
required in its district, it is considered that any earnings from the funds
4o held are" no less from business done with or for the farmer cooperative
asoclations that borrow from the bank than is the interest paid by such
operatives on their loans. This Is supported not only by the terms of the

±964 amendment to the Farm Credit Act, but also by the following from the
sports of the congressional committees which recommended the 1964 amend-
ment (Public Law 88-28) to the Farm Credit Act (Sen. Rep. No. 1453, p. 5,
H.1L Rep. No. 1868, p. 4,88th Cong, 2d Ses.) :

Another requirement of subchapter T, if the patronage allocations and
• refunds of a bank for cooperatives are to be deductible from its gross in-

come in cmputing taxable income, is that the amounts involved shall
corze wtt]n the definition of a.patronage dividend as that term is de-
fined, in sucbapter T. One element of the definition Is that such amounts
come out 6f earnings from business done with or for patrons. In the case
of a bank for cooperatives, practically all or at least as much as 95 per-
cent of its gross Income comes as a result of the loans made to the
fariheis cooperativeethat borrow from the bank. There also may be a
very minor amouirt of Income from securities In which a bank may Ir-
esand! from, tempOrarily, surplus funds that -it may have loaned to other

banks of the, cooperative farm credit system. These latter amounts are
relatively Iniganiflcaut an4 the intention is that it should not be nec-

:essary to distinguish them from the interest, collected on loans Insofar
as- concerns being derived from business with or for the borrowing co-

Thus far the Internal Revenue Service has not seen fit to acknowledge concur-
rence in such intention, presumably only because the 1964 amendment to the
Farm- Credit, Act was recommended by the Agriculture Committees and was
not then considered by the Committees of, Congress which have jurisdiction of
the tax provisions of the Internal Revenue Code. It is to meet this objection on
the paft of the Internal Revenue Setvice that the matter is offered for review
bybthe Committee on Finance. Based on such review, it is hoped that the Com-
mttee on Finaene may see fit to Indicate that there Is no objection to giving
efect to PUblic Law 88-28, ast the deduction for the full amount of patron-
age ditiE dftdin,.aeeordanee with the Intention indicated in connection with its

t*et1t I&,1964 (en Rep No: 1453, H.R. Rep. No. 1368f' 88th Cong., 2d Sess.).
Ui i OveraU the amounts involved, as noted -above, are no more than 5 percent of

SOW s4 come; andAn terms of net earnings or patronage dividends, the per-
cptageinVolw4 Is even le&sif any.

W.
,

I ' i



2379

MEMORANDUM OF MARINE MIDLAND BANKS, INC., SUBMITTED BY J. FRED
SOILOEILKOPE IV, CHAIRMAN OF THE BOARD

The purpose of this memorandum is to bring to the Committee's attention
some of the serious economic issues presented by the provisions of H.R. 13270
affecting commercial banks. Marine Midland feels most strongly that the Com-
mittee should be aware of these issues before acting upon the provisions and that
thus far these issues have not been adequately presented to the Committee.

H.R. 13270 is the most comprehensive revision of our income tax code since
its inception. One of it major purposes, in which Marine Midland concurs, 1s
to cure existing tax inequities.

Marine Midland has followed the course of H.R. 13270 from the Tax Reform
Studies and Proposals of the Treasury Department published early this year
through the present hearings before your Committee. Although much has been
said of the revenue effects of the House bill, no study has been made of the effect
of the proposals concerning financial institutions on the nation's monetary sys-
tem, the heart of which is the commercial banks. The absence of such funda-
mental considerations concerns Marine Midland greatly, in view of the pre-
cariousness of the nation's economy and our almost uncontrolled inflation.

H.R. 13270 would adjust taxes on commercial banks by treating net long-
term capital gains on securities as ordinary income, and by changing the meas-
ure of the bad debt reserve computation.

The existing law providing for non-parallel capital gains treatment of bank
securities portfolios was enacted to encourage banks to liquidate security hold-
ings to satisfy private sector loan demands. Clearly the intended effect has been
realized in the continued economic growth of this nation since the end of World
War II. Having proved to be an effective tool, should it now be eliminated
permanently?

What effect will this proposal have on the bond market generally? Certainly it
will further reduce an already thin market. In addition, it undoubtedly will
increase the cost of money to every state and municipal government, as well
as-the Federal government. In this inflationary time, is it wise to enact perma-
nent legislation which either would add to inflation or severely restrict public
improvements? Will the commercial banking system be as willing to invest in
municipal and other government securities to the substantial extent it has in the
recent past? Or, is the intent of Congress to shift the supply of money for Fed-
eral, state and municipal governments away from the commercial banking
system?

Furthermore, the assumption is that parallel treatment Is equitable treatment.
This is not necessarily so. There are many instances in the Internal Revenue
Code of "non-parallel" treatment for the same transaction, such as Section 1231,
involving trade or business assets of corporations, none of which are changed by
H.R. 13270.

In any case, is there a sound reason why such treatment should apply retro.
actively to securities held on July 11, 1969 as provided in the bill? These securi-
ties were acquired with the expectation that gains would be taxed as capital
gains and their: effective yields were computed on that basis. Is it equitable to
alter the tax treatment for securities held prior to the announcement of this
change?

With respect to the proposed bad debt reserve provisions, no study has been
made of the effect of the decrease in capital which commercial banks will suffer.
Commercial bank capital is the ultimate measure of the strength of our banking
system, as well as the confidence of the public in that system. The basic question
is whether it is more in the public interest to continue the incentive to commercial
banks to develop and hold their own capital funds out of current income as pro.
tection against severe losses, or whether the government should underwrite those
capital requirements in the future through tax loss carry-backs.

Overall it would appear that these two provisions will require commercial
banks to shoulder a disproportionate share of the additional revenue anticipated
under H.R. 13270. The additional revenue anticipated from commercial banks by
these provisions totals $300 million, which constitutes over 12% of estimated
additional revenue from the bill. Excluding the anticipated revenue from the
repeal of the Investmcnt credit, the provisions affecting commercial, banks are
the third largest source of additional revenue anticipated by the bill.
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This result has been Justified on the basis thaat the effective rate of tax paid by
etriwiwvelal bunks has declined considerably in recent years. Substantially In-
creased investment In tax-exempt securities accounted for virtually all of this
decrease in effective tax, and almost none of this decrease is attributable to
increases in bad debt reserves or gains on the sale of bonds. Yet, should com-
mercial banks be penalized for responding to the burgeoning money needs of
state and local government?

Moreover, the Committee should be aware that in computing the alleged de-
cline In effective tax rates, no allowance has been made for the higher interest
yield on taxable securities which the banks have foregone by investment in
lower yield tax-exempt securities. If the interest foregone by commercial banks
were added to economic income, taking into consideration the additional tax
which would have been paid, the effective tax rate on commercial banks would
have actually increased since 1964.

As we have said, Marine Midland's concern is that with respect to commercial
banking, which occupies such a unique and sensitive position in our national
economy, there has been no in-depth economic study sufficient to justify the enact-
ment of these proposals.

It may well be that these proposals would be justified by stuch a study. But
can the nation take the risk that it might be otherwise? Marine Midland does
not believe so and respectfully urges the Committee to defer action on these
proposals until their economic and monetary effects have been adequately
Studied and the results of such studies presented to Congress.

Such a study need not be time consuming, and Marine Midland stands ready
to assist in any way this Committee may desire to help accomplish such a study
as expeditiously as possible. We believe that the Congress should fully under-
stand the ramifications and effects of these proposals which so fundamentally
affect our financial system before acting upon the provisions in H.R. 13270
hffecting commercial banks.

Lonm MOR'IOAGE Co.,
San Antonio, Tex., September S9, 1969.

Senator RALPH YARBOROUGH,
Old Semate Offce Building,
Washingtlon, D.C.

DEAR SENATOR YAMOOUGE : On behalf of continuing to make PHA and V&
loans In our San Antonio area, we respectfully urge you once again to contact
your colleagues on the Senate Finance Committee and urge them not to change
the present tax treatment of mutual savings banks.

We close approximately 150 HA and VA loans per month in our office. Many
-of these loan, are on low-cost housing and, under normal conditions,. 90% of
-our money comes from eastern mutual savings banks.

We feel that tax proposals by the Administration thus far would certainly
impair the flow of funds into the FIHA and VA programs In our area, and we
are surely fearful of having another dimension added to the present mortgage
and housing crisis.

Your understanding and consideration in this matter will be sincerely
appreciated.

Very truly yours,
XoE Lopga, President.

Crrizis s STATx BANK,
Dlolieott, Tar., ATtguat 29, 1969.

Hon. RALPa' W. YAN8oROUGH,
Old Senate Office Biuading,
Woshlraton, D.C.

DzAn RALPa : I am handing this to 4- a while you are In League City for the
Labor Day party, which to Sunday, August 31, with the hope that you will be
able to read It possibly on the plane or some other time when you are not busy
with telephones, etc. 'the Mouse of Representatives passed H.R. 13270, which
lududes a change in the reserve for losses for bad loans as regards banks. Tbe
new provision would permit banks to set up reserves (before taxes) of only .2%
of outstanding loans This means a reserve 'r $2,000.00 for each $1,000,000.00 of
loans. Frankly, this is absurd and obviously so. Heretofore, the reserve has been
2.4%; and while this has been more than adequate in good times, it is certainly
not out of line during times of business recession. Bank reserves are not created

" ,
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for the purpose of what is apt to happen In good times, but for eventualities of
what could happen in bad times.

Nothing is more vital to a sound and growing economy than a banking struc-
ture In which people have confidence, and which Is able to take legitimate risks.
The present law, of course, permits no adding to the reserve once it has reached
2.4%. It does permit keeping the reserve at that size. This enables the bank to
take legitimate risks, which they obviously could not do with reserves as pro-
posed in this new bill.

It Is my belief that all of the authorities, State and NotiorO, which have
responsibilities towards bank operations and soundness will raise their voices
against this ridlculcus provision. Banks are generally in good condition now due
to substantial reserves. This is particularly -true of the older banks. Under the
proposed law, a substantial reserve could be eroded away by losses until the
reserve Is reduced to .2%. This would mean banks would naturally not make
loans which they felt had any element of risk. This would not be in the public
interest.

It is Inconceivable that the Senate would concur In all parts of the House
bill; and certainly I cannot believe that It will go for this section on reserve for
losses, because by weakening the reserve provision and thereby weakening the
banks, It will damagethe public as It will force the banks to be far more restric-
tive In the kind of credit they extend.

I would appreciate your reactions to these points and any suggestions you
have as to what we might do towards getting a proper approach from the
Senate.

Thanking you, I am cordially yours,
W. G. HALL.

VICTORIA SAVINGS AND LOAN ASSOCIATION,
Riverside, Calif., September 17, 1969.

Hon. GEORGE MURPHY,
Senate Office Building, Washington, D.C.

DEAR SENATOR MurPhy: The Tax Reform Bill passed by the House of Repre-
sentatives would gradually raise the effective tax rate from 17% to almost 34%
for savings and loan associations by reducing the permissible bad debt deduction
3% each year for the next 10 years. Consequently, at the end of the 1.0-year period,
savings and loan associations would be deducting only 30% of net income for bad
debts rather than the existing 60% of net income.

I have Just completed a study of the impact on the housing market by doubling
the amount of taxation of savings and loan associations for the California iav-
Ings and Loan League. I realize the high national priority Congress has placed on
new housing during the next decade and though you might be interested in a copy
of this background material in order to help you make a decision at the time this
matter is presented to the United States Senate for final action.

In the event there is any additional information you should desire, please call
upon me and I will attempt to provide It.

Sincerely yours,
DONALD 0. NELSON,

Senior Vice President.
10nclosure.

A S7UDY OF THE IMPACT ON THE HOUSING MARKET BY DOUBLING TIE AMOUNT OF
TAXATION OF SAVINGS AND LOAN ASSOCIATIONS

A. STATEMENT OF PROBLEM UNDER REVIEW

The Tax Reform Bill passed by the House of Representatives would gradually
raise the effective tax rate from 17% to almost 34% for savings and loan asso-
ciations, by reducing the permissible bad debt deduction 3% each year for next
10 years. Consequently, at the end of the 10-year period, savings and loan assl.
clatlons would be deducting only 30% of net income for bad debts rather than
the existing 60% of net Income.

B. HIGH NATIONAL PRIORITY OF HOUSING DURING NEXT DECADE

Housing Secretary George Romney has stated that housing must become the
top priority Item for our nation once the war in Vietnam is over and Inflation
is licked.
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The special Governmental Commission established by Congress in May, 1968,
and headed by Harvard Professor James S. Duesenberry, has emphasized that
inflation must be controlled if the nation hopes to meet its goal of building 26
million new housing units in the next 10 years.

National Association of Home Bulders. President Eugene Gulledge, has stated
that housing starts will fall in 1969 by as much as 40% from 1968 levels. This Is
before doubling the tax rate of savings and loan associations which provide the
major source of funds for housing. The trend towards lower housing starts will
intensify In 1970, at a time when demand for housing exceeds 2 million units per
year. Unless availability of funds for housing increases this year, starts will dip
to an annual rate of I million units before the year 1969 is over. If taxes on sav-
ings and loan associations are doubled, money for housing will be even shorter
in supply.

Recently, Dr. Miles L. Colean, noted economist, stated the major provider of
funds for home mortgages, both in the past and future, e re savings and loan asso-
ciations and the Federal National Mortgage Association.

Chairman Wright Patman of the House Banking and Currency Committee,
informed the House during the recent tax reform debates that "housing starts
are expected to drop to 1 million this year, far short of the average 2.6 million
needed each year for the next 10 years. Everyone familiar with the matter
knows that the single major source oi funds for one-to-four family housing units
is the savings and loan association. The Committee reports show that savings
and loan associations have been paying taxes at a rate anticipated by Congress;
that, indeed, it is necessary to preserve the inducement for them to continue
investing in real estate mortgages."

Housing Subcommittee Chairman William A. Barrett of Pennsylvania, told
the House members:

"It Is well known that our Nation is witnessing a dangerous decline in home
construction and the shortage of housing credit is reaching crisis proportions.
At no time in my memory has the home buyer had so much difficulty in obtain-
ing home financing and this is one of the most pressing social and environ-
mental needs of the American people.

"Only a small portion of mortgage loans of savings and loan associations are
at the current rate and yet they must pay dividends at the current rate-so
the difference between their income on mortgage loans and the cost of money
makes it most difficult for them to supply the money needed for housing.

"Therefore, I was greatly concerned to learn that this tax reform bill would
worsen the situation by imposing additional taxes on the Nation's savings and
loan associations who are by far the largest providers of home mortgages.
Surely it is pennywise and pound foolish to impose additional expenses at this
time-on the savings and loan associations who we look to for the bulk of our
home loans.

"I appreciate the desire to treat all financial institutions In a like manner,
but I hope that the tax bill that is eventually enacted will not contain a heavier
tax load on the hard pressed thrift and home financing industry so they may
continue in the struggle to meet our housing goals. Tax equity is indeed im-
portant-provided we do not lose sight of the net effect upon the important
national goals established by this Congress."

0. IMPORTANCE OF SAVINGS AND LOAN ASSOCIATIONS IN FURNISHING MAJOR PORTION

OF FUNDS NECESSARY TO MEET THE NATIONAL HOUSING GOALS ESTABLISHED BY

CONGRESS

Savings and loan associations are about the only investors maintaining heavy
commitments in the home mortgage market. Other housing investors have aban-
doned the field to take advantage of higher yields in other investment sectors.
For example, th commercial banks are bidding for Eurodollar funds at rates
as high as 13% which is even more lucrative than their short-term investments.
Life insurance companies left the home mortgage field in favor of commercial
mortgages where they can get a "piece of the action" as well as the higher interest
yields on this type of lending. Mutual savings banks eased off on home mortgages
in favor of equity loans. Savings and loan associations are the basic home
mortgage lenders and by law and regulation (IRS also) are restricted to this
field and need a lower effective tax rate If they are to supply the necessary
funds for the home mortgage market. Because of their long-term credit, greater
reserves are required to meet unforseen economic recessions and depressions.
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Commercial banks, who are involved in short-term credit"With commetisurate
higher yields require lesser reserves. ? ; 1 .,

The following information, charts and graphs, -reproduced from the United
States Savings and Loan League Fact Book for 1969, reflect very succinctly and
clearly that during the twenty-year period from 1947 to 1968, the residential
mortgage need has grown more rapidly than any other single type of capital or
credit requirement. Further, that savings and, loan a88ooiations are specialized
ittttions limited by law and regulationmg to the financing of residential dwell-
ings to the etent that at year-end 1968, they had allocated 91.7% of their total
savings balances to loans on homes and apartments. And finally, that savings
and loan associations hold approximately 44% of all such residential mortgages
with the commercial banks a distant second with about 14% of the total.
Residential Financing

Since the end of World War II, the housing market has been one of the largest
users of borrowed funds In the American economy. This is the one fact that must
be emphasized in any review of residential housing.

When Americans scan their nation's landscape, they see great steel mills, mas-
sive automobile and aircraft factories, a huge network of public roads, big offices
and a complexity of public buildings ranging from town halls to state capitols,
small schoolhouses to enormous publicly supported universities.

This view creates the impression that demands by government and Industry
for borrowed funds outstrip demands for mortgage money to finance homes and
apartments. But the fact is that the residential mortgage need has grown more
rapidly than any other single type of capital or credit requirement.

In the years since the end of World War II, total corporate debt has grown
more than mortgages outstanding on homes and apartments (Table 22). How-
ever, when the capital and credit requirements of corporations are separated
on the basis of their maturities, the growth of both short- and long-term borrowing
by corporations trails behind the growth In mortgages.

The Increase In residential mortgages has been more than double the growth
in consumer debt and the debt of state and local governments, and almost seven
times the growth in farm debt.

TABLE 22.-POSTWAR GROWTH IN MAJOR TYPES OF OEBT

[In billions of dollars)

Yea rend

Type of debt 1947 1968' Increase

Federal debt ..................................................... 222.4 314. 1 91.7
Nonfarm mortgage debt on:

Residential properties ........... ......................... 34. 8 298.5 263.7
Commercial properties ---------------...---------------------- 9. 1 70.9 61.8

Consumer debt ...................................... 11.6 112.8 101.2
State and local government debt .................................... 15.0 129. b 114. 5
Corporate debt:

Short term ................................................... 62. 8 292. 5 229.7
Long term .................................................... 46. 1 293.5 241.4

Farm debt ------------------------------------------------------- 8.6 50.0 41.4

1 Preliminary.

Source: Federal Reserve Board.

Another perspective of the size and growth of mortgage debt emerges by
comparing mortgages with all other kinds of private debt and all other private
debt of individuals (Table 23). Residential debt as a percentage of all other
private debt rose from 21.9% In 1940 to a high )f 41.4% In the early 1960s.
Slated another way, by the mid-1960s borrowings secured by homes and apart-
ments rose to a point where such financing was nearly half the total credit ex-
tended to American businesses and families.

Residential debt has always played a big role in the balance sheets of in-
dividuals, families and unincorporated businesses. By 1950, the mortgage
debt of $55.8 billion had moved ahead of all other debts of Individuals. This
relative advance continued into the early 1960s. While the rise of residential
mortgages has since eased, it remains the largest market for loans in the
noncorporate segment of our economy.



Typ" of mortgage oan
The data on mortgage loans outstanding are reported on the basis of the type

of property securing the loan. The classifications include residential loans, which
are subdivided Into one- to four-family and multifamily loans. The other classic.
flcations are mortage loans on farms and on commercial properties.

These classifications recognize the difference in the motives and stimuli in
both the extension of credit and the assumption of the obligation. This method

,of reporting also permits each type of loan to be studied separately to determine
its response to social, economic and financial changes.

An improvement in statistical reporting In recent years is represented by the
separation of the data on multifamily and commercial mortgage loans. Until
quite recently these two items were combined into a single figure, making it
difficult to observe the changes that were taking place in the important area
of apartment financing.

At year-end 1068, loans outstanding on one- to four4amily homes represented
the largest segment of mortgage loans. They totaled $251.5 billion, 63.4% of all
mortgage loans (Table 24). Multifamily loans accounted for $47 billion, or
11.8%. These two set -knts brought residential mortgages to $298.5 billion, or
76.2% of all debt secured by the real estate (Chart 13). Commercial property
loans amounted to $70.9 billion, or 17.9%. Trailing far behind were mortgages
secured by farms, at $27.5 billion, or 6.9%.
Holders of mortgage loans

TABLE 23.-COMPARISON OF RESIDENTIAL MORTGAGE DEBT AND ALL OTHER TYPES OF PRIVATE DEBT

[In billions of dolarsl

Residential mortgages
as a percentage of-0

Total Other Other
residential All other private All other private

mortgae1 private debt of private debt of
Year end debt debt i Individuals I debt individuals

1940 ................................. $23.1 $10.5 $29.9 21.9 77.31945 ................................ . 24.3 115.7 30.4 21.0 79.91950 ................................. .3 191.0 48.9 29.0 113.11955 ................................ 102.5 289.1 77.0 35.5 133.1
1960 ................................. 161.6 404.1 101.3 40.0 159.51961 ................................. 176.1 432.6 108.3 40.7 162.6
1962 ............................. 192.3 467.7 119.5 41.1 160.91 , ................................. 211.2 510.6 134.5 41.4 157.0
1964 ............................. 231.1 559.0 149.1 41.3 155.0
1965 ................................. 2501 618.5 166.2 40.4 150.5
196 ........................... 263.8 681.8 183.5 38.7 143.8
1967....... *...... .............. " 279.8 731.6 197.2 38.2 141.9
196 a ............................... 298,5 805.3 219.3 37.1 136.1

I All private debt outstanding less residential mortgages.

I All private debt outstanding less residential mortiaes and corporate debt.I Preliminary.

Source: Federal Reserve Board.

Savings and loan aseolation8 tower over all other lenders in the amount of
credit extcndcd to the mortgage market. Of the $896.9 billion outstanding at
year-mnd 1968, $180.8 billion, or 88% of the total, was held by associations (Table
25). Far below were life companies at $70.1 billion, 17.7% of the total. They
were followed by commercial banks with $65.7 billion, or 10.6%, and mutual
savings banks at $53.5 billion, 13.5% of the total.

Other holders of residential mortgages accounted for $78.8 billion, or 19.3%
of the total. Within this grouping are the federal agencies, which held $21.8 bil-
lion, or 5.5% of the total. The agencies Include the Federal National Mortgage
Association, the Federal Housing Administration, the Veterans Administration,
and the Farmers Home Administration. The balance Is held by such diverse
organizations as the trust departments of commercial banks, pension funds, non-
profit Institutions, credit unions, real estate companies and individuals. Six states
hold mortgages as a result of direct lending programs embarked upon in the
Immediate postwar period.
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ALLOCATION OF SAVINoS RESOURCES

The savings which the public entrusts to financial institutions have been the
major source of funds for residential loans over the years. Be#dee difference
in mortgage loan holdings, there are great differenoe8 among finanolal Metitu.
tinsa in the portion of saWngs placed in mortgage loots.

TABLE 24.-MORTGAGE DEBT OUTSTANDING, BY TYPE OF PROPERTY

lin billions

Residential properties

I- to Multi- Commercial Farm All
Year end 4.family family Total properties properties properties

1940 ............................. $17.4 $5.7 $23.1 $6.9 $6.5 $3.51945 ............................... 18.6 5.7 24.3 6.4 4.8 35.51950 ............................... 45.2 10.1 5.3 11.5 6.i 72.8195 ............................... 88.2 14.3 102.5 18.3 9.0 129.91960 ............................... 141.3 20.3 161.6 32.4 12.8 206.8
1961 ............................... 153.0 23.0 176.1 36.4 13.9 226.31962........................... 166.5 25.8 192.3 41.1 15.2 248.61963........................... 182.2 29.0 211.2 46.2 16.8 274.31964........................... 197.6 33.6 231.1 50.0 18.9 300.1
1965........................... 212.9 37.2 250.1 54.5 21.2 325.81966........................... 223.6 40.1 263.8 59.9 23.3 347.01967 ............................... 236,1 43.7 279.8 64.5 25. 5 369.81968, .............................. 251.5 47.0 298. 5 70.9 27.5 396.9

1 Preliminary.
Note: Components may not add to totals due to rounding.
Source: Federal Reserve Board.

Savtgs and loon aesookationh are speoialized institutions limited by law and
rcgulations to the flnaneing of residential dwellings. Thus, a high proportion of
the having& they hold arc placed i residential loans. At year-end 1968, they
had allocated 91.7% of their total savings balances to loans on homes and apart.

rents (Table 26). This high pcroentago has been oharaote*tio of assooiations
over the pears.

Mutual savings banks have the power to invest in a wider range of assets than
savings and loans, burt they have allocated a high percentage of their savings
balances to the residential sector of the economy. At year-end 1968, their holdings
of loans on homes and apartments amounted to 72.5% of their total savings
balances.

TABLE 25.-MORTGAGE LOANS OUTSTANDING, BY TYPE OF LENDER AND TYPE OF PROPERTY, YEAREND 1968

lin billions of dollars)

Residential properties
Total

Farm Commercial Multi. 1-to 4. mortsale
Type of lender properties properties family family Total debt

Savings and loan associations ....... () 10.1 10.6 110.1 120.7 130.8
Mutual savings banks .............. .. 6.6 11.7 35.0 46.7 53.5
Commercial banks .................. 3.8 20. 5 2.7 38 8 41.4 65. 7Life Insurance companies ............ 5.8 21.9 12. 7 29.6 42. 4 70. 1All others .......................... 17.8 11.8 9.3 37.9 74.3 76.8

Total ........................ 27.5 70.9 47.0 251.5 298 5 396.9

1 Preliminary.

I Less than $50,000,000.

Note: Components may not add to totals due to roundIng.
Source: Federal Reserve Board.

Commercial banks and life companies are at the other end of the scale. The
bauks placed a much smaller 22.5% of their time and savings deposits In resl.
dentlal loans. Such loans accounted for 22.6% of the total resources of the life
companies.

88-863--W-pt. 8-40
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One- to four-family home loans
...Thh bulk.otf he mortgages financing one- to "four'.family homes are held by

savings and. loan as#ooiatione (Chart 16). Their $110.1 bll"o of 8uoh loans at
year-end 1968 accounted for 43.s% of the, total (Table 27 and Chart 17).

In recent years the commercial bank share of such, loans has tended to rise,
bringing their year-end 1968 holdings to 15.4% of the total, close to the share
they held in the late 1950s. Life companies, on the other hand, have held an
Increasingly smaller percentage. Their current 11.8% is down sharply from
20% of the total typical of the early 1950s.
Slowdown in home loan growth

There wa.s an abrupt slowdown in mortgage loan growth in 1966, largely con-
centrated in the one- to four-family sector. Loans secured by such homes grew
each year by a net of over $15 billion from 1963 through 1965. This growth
dropped to $10.4 billion in 1966 as tight money hit the mortgage market (Table
28). Multifamily home financing also slowed in 1966, with the annual growth
dropping to $2.9 billion from $3.6 billion in 1965. This contraction was not as
dramatic as the one which occurred In one- to four-family home loans.

The contraction In growth of home loans becomes even more dramatic when
an adjustment Is made for the support given the market by federal agencies,
mainly the Federal National Mortgage Association.

When the increase in holdings of federal agencies is subtracted from the total
annual increase, the resulting figures show the change In one- to four-family
loans held by financial institutions and Individuals. In 1965 such private lenders
added a net of $15 'billion to their home loan portfolios. In 1966 their net acquisi-
tion dropped to a low $7.9 billion.

TABLE 26.-SHARE OF SAVINGS DEPOSITS ALLOCATED TO RESIDENTIAL MORTGAGE LOANS

[In percent)

Savings Mutual Lifeand loan savings Commercial insurance
Yearend associations banks banks I companies '

1964 .............. --------------------- 92.4 74.7 24.8 23.9
1965 ................................... 92.7 76.5 24.1 24.2
1966 ............................................... 93.0 76.8 23.9 24.3
1967 ............................................... 90.6 74.3 22.4 23.5
1968' ............................................. 19.7 72.5 22.5' 22.6

'Residential mortgage loans as a percentage of total savings and time deposits of individuals, partnerships and cor-
porations.

2 Residential mortgage loans as a percentage of total assets.
a Preliminary.
4 June 30.
Source: Federal Reserve Board.
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TABLE 27.-MORTGAGE LOANS OUTSTANDING ON 1- TO 4-FAMILY NCNFARM HOMES, BY TYPE OF LENDER

In millions of dollars'

Savings and Mutual Life in- Federal
loan asso- savings Commercial surance Government Individuals

Yearend ciations a banks banks companies agencies and others Total

1950 ................... 13,116 4,312 9,481 8,478 1,468 8,315 45,170
1951 ................... 14,844 5,331 10,275 10,610 2,063 8,588 51,11
1952 ................... 17,645 6,194 11,250 11,757 2,523 9,131 58,500
1953 ................... 20,999 7,373 12,025 13,195 2,770 9,732 66,094
1954 ................... 25,004 9,002 13,300 15,153 2,770 10,448 75,677
1955 ................... 30,001 11100 15,075 17,661 3,015 11,398 88,250
1956 ................... 34,04 12,990 16,245 20,130 3,534 12,134 99,037
1957 ................... 37,996 14,110 16,385 21,441 4,687 12,998 107,617
1958 ................... 42,890 15,640 17,628 22,374 4,662 14,493 117,687
1959 ................... 49,535 16,887 19,200 23,583 6,256 15,393 130,854
1960 ................... 55,386 18,369 19,242 24,879 7,136 16,275 141,287
1961 ................... 62,395 20,022 20,038 25,641 7,310 17,588 152,994
1962 ................... 69,761 22,149 22,129 26,374 7,359 18,710 166,482
1963 ................... 79,058 24,717 24,910 27,331 6,169 20,002 182,187
1964................. 87,172 27,394 27,220 28,525 6,001 21,265 197,577
1965 ................... 94,225 30,064 30,401 29,589 6,396 22,262 212,937
1966 ................... 97,423 31,673 32,803 30,233 8,876 22,637 223,645
1967 ................... 103,327 33,467 35,275 29,763 10,730 23,498 236,060
19682 ................. 110,145 35,047 38,765 29,570 13,194 24,750 251,471

I Beginning In 1966, Includes real estate sold on contract, 1967 and 1968 data exclude mortgage holdings of several
associations in liquidation.

I Preliminary.
Source: Federal Home Loan Bank Board.

TABLE 28.-ANNUAL CHANGE IN MORTGAGE LOANS OUTSTANDING ON 1- TO 4-FAMILY NONFARM HOMES, BY
TYPE OF LENDER

[In millions of dollars]

Savings and Mutual Life in- Federal
loan asso- banks Commercial surance Government Individuals

Year ciations0 savings banks companies agencies end others Total

1950.................. $1,999 $948 $1,525 $2,385 $292 $402 $7,551
1951 .................. 1,728 1,019 794 2,132 595 273 6,541
1952 .................. 2,801 863 975 1,147 460 543 6,789
1953 .................. 3,354 1,179 775 1,438 247 601 7,594
1954................. .4,005 629 1,275 1,958 0 716 9,583
1955 ................... 4,997 ,098 1,775 2,508 245 950 12,573
1956 ................... 4,003 1,890 1,170 2,469 519 736 10 787
1957 ................. 3,992 1,120 140 1,311 1,153 864 8,580
1958 ................... 4,894 1,530 1,243 933 -25 1,495 10,070
1959 ................... 6,645 1,247 1,572 1,209 1,594 900 13,167
1960 ................... 5, 851 1,482 42 1,296 880 882 10,433
1961 .................. 7,09 1,653 796 762 174 1,313 11,707
1962................... 7,366 2,127 2,091 733 49 1,122 13,488
1963------------------.. 9,297 2, 568 2,781 957 -1, 190 1,292 15,705
1964...................8,114 2,677 2,310 1,194 -168 1,263 15,390
1965................... 7,053 2,670 3,181 104 35 97 1,6
1966 ................... 2,858 1, 609 2,402 644 2,480 375 10,368
1967 ................... 6,030 1,794 2,4,2 -470 1,854 861 12,54t
19682 ................. 7,083 1,423 3,490 -193 2,464 1,252 15,519

I Preliminary.
I Beginning In 1966, data include real estate sold on contract; 1967 and 1968 data exclude mortgage holdings of several

associations In liquidation; 1968 data reflect adjustments for conversion of a savings and loan association to a mutual
savings bank. Net increases for these years have been adjusted to eliminate the effect of these changes.

Source. Federal Home Loan Bank Boarcl.
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The snail-like recovery of housing starts in early 1966 held the growth in
home mortgage loans in 1967 to the low level of $12.5 billion. Federal agencies
accounted for $1.9 billion of this increase, leaving financial institutions and other
private lenders with an increase of only $10.7 billion, a growth that was less
than that of the recession year of 1961.

The increase in home mortgage loans climbed back to the $15 billion level in
1968, bringing these loans back to their pre-1966 growth. However, federal agen.
cies again gave a powerful as:3st by building up their portfolio holdings by $2.5
billion, leaving financial institutions and other lenders with a growth of $13.1
billion in their home mortgage loan holdings.

This growth approximated that of 1962, when they added $13.4 billion in loans.
These figures, particularly the acquisitions by nonfederal lenders, support the
conclusion that home mortgage lending has not fully recovered from the monetary
knockdown of 1966. It has shown no real recovery during the past two years.

Mortgage versus other private debt
There are many ways to structure figures on financial flows to test thc! premise

that the home mortgage market is not obtaining its share. One method compares
the increase in residential mortgage debt with the increase in other debt of indi-
viduals and unincorporated businesses (Table 29).

In each of the five-year periods between 1940 and 1965, the increase in mort-
gage loans was substantially larger than the increase in other types of debt or
credit outstanding in the private, noncorporate sector of the economy.

In the years from 1965 to 19C8 the relationship reversed. The amount of credit
extended for nonhousing activities rose more than did the credit extended tor
residential mortgages. This change in the credit picture can be traced to the
unusual monetary conditions that have made the last three years so different from
any other period since World War II.
Mortgage loans not competitive

Much of the slow down in gr)wth of residential and home mortgage loans can
be traced to the reduced savings flows into the specialized financial institutions
such as mutual savings banks and, particularly, savings and loans. These institu-
tions provide the bulk of the funds entering the mortgage market, and a slow
growth of their resources retards the growth of their loans outstanding.

D. EFFECT OF INCREASED TAXATION OF SAVINGS AND LOAN ASSOCIATIONS ON FUNDS
AVAILMILE FOR HOME MORTGAGES

Reserves have long been considered as the means of providing long-term mort-
gage lenders with a cushion that would permit these lenders to absorb losses
on real estate arising from an economic collapse similar to the depression of the
1930'S.

Naturally, we must have faith in the ability of the fiscal' and monetary au-
thorities to avoid severe recessions, but we must look to the reserves of the
associations as the first line of defense against any such catastrophe.

The ratio of reserves of all savings and loan associations in the United States
to total mortgage loans outstanding as of December 31, 1958, was 8.3%; whereas,
on December 31, 1968, the reserve ratio had dropped to 7.8%.

Savings and loan associations have paid taxes during the past 6 years as
follows:
U.S. Treasury data: Amount

1963 ---------------------------------------------- $115, 000,000
1964 ------------------------------------------------ 122,000,000
1965 ------------------------------------------------ 126,000,ooo
1966 9------------------------------------------------ 8,000,000

Federal Home Loan Bank Board data:
1967 ------------------------------------------------ 95,000, 006
1968 ----------------------------------------------- 150, 000, 000

Total --------------------------------------------- 706,000, 000
If the savings and loan associations had been subject to the proposed doubled

taxation during this 6-year period, the additional taxes would have amounted to
approaimately $700 million. Since associations had to allocate 5 to 6 percent of
loant growth to reserves, s8uc increased taxes would have prevented us from
making about $11 billion in real estate loans during this 6-year period, because
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we would not have had te retained Income to provide the necessary reserves for
growth in loans. This $11 billion is approximately 20 percent of the $52 billion
In loan growth actually experienced by the savings and loan associations during
this 6-year period. This tax increase would amount to approximately 750,000
residential units lost to the housing market.

By using the most conservative projections, It is estimated that savings and
loan associations over the next 10 years would pay, under the proposed tax
reform, $660 million in addition to our existing taxes. Because of our reserve
requirement for loan growth, this tax increase would amount to a withdrawal
of about $11 billion from the home mortgage market which equates to approxi.
lately 750,000 housing units.

By using more realistic standards based upon our normal growth pattern, the
additional tax burden could amount to $1 billion which would mean a withdrawal
of approximately $16 billion from the housing market or the equivalent of about
1 million residential units.

After the 10-year period when the full impact of the proposed doubled taxation
is in effect, the loss in mortgage funds could approximate $5 billion per year
which is the equivalent of about 325,000 housing units annually.

E CONCLUSIONS

In summarizing the Impact of doubling the amount of taxes to be assessed to
the savings and loan associations, the following facts stand out very clearly:

1. The amount of money available by savings and loan associations for home
mortgages would be greatly curtailed, and

2. A vacuum would be created in meeting the national housing goal of 26
million new units over the next 10 years as set by Congress with the withdrawal
of the savings and loan associations to a lesser role In providing needed home
mortgage funds, and

3. Based upon the record of performance over the past 20 years by other finan-
cial intermediaries, it is rather clear that they will not fill this vacuum, partic-
ularly during periods of tight money and high interest rates, and

4. If the Government Is going to meet its obligation to provide the required
26 million new housing units, It certainly should consider subsidizing an alread.v
proven home financing industry in the private sector of our economy rather
than turning to some new rapacious governmental agency.

COLONIAL MORTGAGE Co.,
Montgomery, Ala., September 29, 1969.

Hon. JAMES B. ALLEN,
New Senate Office Building,lWa~ingtott, D.O.

DEaR SEhNAToa ALLEN: We understand that the Senate Finance Committee is
considering revising the tax treatment of financial institutions, including mutual
savings banks. The present tax treatment has strongly stimulated the flow of
savings bank mortgage funds into Alabama. We urge you to contact the members
of the F'inance Committee to ask that they leave the tax treatment of mutual
savings banks as it is.

If, however, they insist that the present law should be changed, we believe that
the provisions in the House-passed Tax Reform bill (H.R. 13270), with modifi-
cations designed to permit mutual savings banks to attract savings and channel
out-of-state mortgage funds into Alabama and other capital-short areas, would
be less harmful than the Administration proposal.

The present tax provisions relating to-mutual savings banks and savings and
loan associations accomplish for housing exactly what the Congress intended-
a strong stimulus to residential mortgage flow. Both the Administration proposal
and the provisions in the House-passed Tax Reform bill relating to financial in-
stitutions would reduce the supply, and increase the cost, of mortgage credit for
housing. Because both proposals will increase tax payments of mortgage-oriented
thrift institutions sharply. the competitive position of thrift institutions will be
weakened and savings will be diverted increasingly to non-mortgage uses. If
thrift institutions are not permitted to set aside realistic bad debt reserves, they
will have to provide for losses from after-tax dollars, further increasing the cost
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of mortgage credit. You are well aware that we are extremely dependent upto
out-of-state funds for mortgage credit. Obviously, we would be one of the first
to suffer from any overall reduction In mortgage credit.

If the present law must be changed, the House-passed bill, with modiflcations,
would be less harmful to housing than the Administration proposal. At least the
House bill recognizes the need of thrift institutions for a bad debt reserve allow-
ance for further mortgage losses. In order to provide for a realistic bad debt
reserve provision, and reduce the harmful impact on housing and out-of-state
lending programs, the house bill should be modified to:

1. Permit inclusion of all mortgage loans, rather than only residential
and certain other loans, for purposes for meeting the 72% investment stand-
ard, in order o avoid discouraging the flow of funds into commercial loans
which we also sorely need.

2. Retain the 60% of income bad debt reserve allowance in the present
law. rather than reduce it to 30% over a ten year transition period, so that
mortgage-oriented thrift institutions can compete more effectively for
savings.

We know that you are acutely aware of the present mortgage and housing
crisis. We are afraid that if the tax laws pertaining to the thrift institutions are
materially changed another dimension to this crisis will be added. Please use
your Influence to help minimize this crisis.

Sincerely,
B. PHIL RICHARDSON, President.

Hon. RusSELL B. LoxNo,
(Ohafrman, CJommttee on PFnance, U.S. Senate,
Wa l ngton, D.7.

DEsA MP. CUAIRIVAN: I am very much concerned by reports that section 442
of the pending tax reform bill would have serious adverse effects on the institu-
tions that finance, more than half of our nation's housing. As Chairman of the,
Senate Banking and Ourrency Committee and its Housing Subcommittee, I have
continuously endeavored to further our nation's housing goals. Mortgage credit
is the key to meeting these goals, and any impairment of the traditional source
of credit flowing from the thrift institutions would make It impossible to attain
our national objective&

Jit seems inconsistent to me for the Congress, on the one hand, to pass legislation
designed to increase and update our nation's housing goals and, at the same time,
consider tax nieanures which would adversely affect the thrift institutions that are
prinmTily financing home buyers.'In fact, I am told that the Treasury Depart-
ment's proposals, the taxation of thrift institutions, particularly savings and
loan associations, would encourage these associations to increase the rate of
interest en home mortgages and also encourage them to invest in other types of
loans that have a much higher rate of return.

The-Tresmuy Department has taken the position that commercial banks, sav-
ings and loan associations and mutual savings banks should all be taxed at the
same effective rate. The Treasury would remove that section of the Internal
Revenue Code which requires savings and loan associations to invest 82 percent
of their assets in home loans and necessary operating investments. The removal
of these investment standards presumably implies that the Congress will do this.
The Federal Home Loan Bank System was set up to encourage thrift and home
financing, and I do not, as a Senator or as Chairman of the Legislative Committee

o with juriedietion over these institutions want to see them go into automobile
financing or the commercial lending business In general. The bomebuilding in-
dustry t in serious trouble. The cost of money is already out of sight and the
aveilatillty of bome financing is at dangerously low levels. Rousing starts are
down- 0 percent on a sea onally adjusted basis, and we can expect a further drop
d"rn the balance of this $e"r.

W or these zwebaoni I hope the Senate Finance Ooimnttee will oppose any tax
increase on rift Insttutions at a time when every dollar we can possbly obtain
is needed to'aid our sagging homebuilding and home financing industry.

JoiNi SPARKMAN.
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Written Testimony Received by the Committee Expressing an
Interest in the Subject of Capital Gains

STATEMENT OF JOHN C. BOGLE, CHAIRMAN, BOARD OF GovERNORS OF THE
INVESTMENT COMPANY INSTITUTE

This statement is presented on behalf of the Investment Company Institute,
61 Broadway, New York, New York, and is directed to the changes proposed
to be made by sections 511 and 514 of H.R. 13,270 In the Federal capital gains
tax structure.

We oppose removal of the 25% "ceiling" rate on "long-term" capital gains
and extension of the holding period from 6 to 12 months. In this connection, we
note that the Administration, speaking through Secretary of the Treasury
Kennedy, strongly recommended on September 4, 1969 to the Senate Finance
Committee the continuation of the 25% ceiling rate and retention of the 6
months holding period.

We take this position because in our view the effect of imposing such addt-
tional burdens on capital gains will be to discourage desirable investment in
business, particularly new enterprises, to reduce rather than increase tax
revenues, and, of particular importance to mutual funds and their over 5
million shareholders, to impair the depth and liquidity of the national securities
markets and to interfere with the orderly carrying out by mutual funds of
sound investment policies.

The Investment Company Institute is an association of 261 mutual funds
(technically known as open-end investment companies) and their investment
advisers and principal underwriters. Our member mutual funds have over
5 million shareholders, assets of over $45 billion and represent approximately
93% of the total assets of all U.S. mutual funds.

Mutual funds provide their shareholders with diversification of investment
risk, skilled professional management and a variety of other services. Mutual
funds thus make available to the investor of modest means the type of invest-
ment management and diversity that was once available only to the wealthy
investor who could afford to hire a private investment counselor. Mutual fund
assets are invested in a very wide selection of common stocks, preferred stocks,
bonds and U.S. government debt obligations.

The mutual fund is a unique investment vehicle in that, in addition to con-
tinuously offering its shares to the public, it stands reedy to redeem its own
shares at any time at the then current net asset value per share. It therefore
serves investors, small and large, as an excellent medium not only for the
accumulation of an equity investment over a period of time but also for easy
liquidation of such investments when investment goals have been realized.
The amount invested in the average mutual fund account is $5,100.

As of June 80, 1969, the mutual fund members of the Investment Company
Institute had in their shareholder accounts:

2,805,892 regular shareholder accounts where the dividends and capital
gain distributions were being automatically reinvested in mutual fund
shares. This Is a favored form of systematic savings;

257,770 shareholder accounts which were "systematic withdrawal" ac-
counts--providing for periodic payments (usually monthly) to the share-
holders. These are a favored type of account for retired persons.

Over $2.8 billion dollars of long-term capital gain dividends were distributed
to shareholders of mutual funds in 1968.

L GENERAL

We believe that the provisions of Sections 511 and 514 of H.R. 13,270 which
would eliminate the alterative capital gains tax rates and extend the holding
period from 8 to 12 months, would be regressive in their effect. They would have
a harmful effect on both mutual funds and their shareholders. The direct effects

(2393)
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on mutual fund shareholders, while similar to the effects on the holders of any
other security, are even sharper in impact

Mutual funds are advised and managed by highly trained and skilled money
managers who are in the business of determining on a continuous basis the
investment merit of companies In whose securities they invest. An increase In the
tax rates on portfolio changes resulting from prudent Investment decisions is,
In substance, the exaction of a penalty on the Investment skill of the manager.
Furthermore, the proposed Increase in the holding period would have the un-
healthy effect of deterring a fund manager from making a desirable portfolio
change for an inordinate period of time. The tax impact of realizing a short-term
rather than a long-term gain would be a powerful factor in freezing an invest.
ment when sound investment discretion calls for disposing of it,

On the other band, we have seen nothing that gives true economic support to
these proposals. The Justifications in the Ways and Means Committee Report
for the proposed alternative tax rate changes and those in the "Summary of H.R.
18,270" prepared for the Finance Committee, do not rest on any statistical or
economic base. They rely wholly on discusson, of "equity" as between tax.
payers and the need for deriving additional tax revenue from the "super rich"
(Summary, p. 81) and "high income" taxpayers (Committee Report, p. 146).

We urge that these are superficial and far too limited considerations on which
to erect a sound capital gains structure. The importance of capital transactions
to the economic life of the country demands that capital gains tax rules reflect a
proper balance between revenue yield to the government from a capital gains
tax, and burdens on capital formation and mobility.

Tested by these criteria we do not believe that there is any Justification
lo: making the federal income tax on capital gains more burdensome than it
already Is.

U. INCREASE IN CAPITAL GAlS TAX BURDEN---EMOVING TiE 25-PERCENT CEILING

A removal of the 25% ceiling on capital gains would obviously increase the
capital gains tax on many transactions.

The present capital gains tax structure is an immense producer of tax revenue
to the government as shown by the figures on the following table:

"NET CAPITAL GAINS" INCLUDEL IN ADJUSTE'O GROSS INCOME ON TAX RETURNS

Number of tax
Year Amount returns

1963 .................................................... $5,700,000,000
1A....................................................... 7.900000"000

, .0200000,000
9,950,000,000

107 .............................................................. 5 K 000,000

4,900.000
5,300,000
5,900,000
6, 000,000
6,900, 000

Note: These are the amounts Included. adjusted gross Income on Income-tax returns; tax Collections on capital gains
are eot report seprately. From Commissioner's annual report and statistics of Income.

These figures clearly show the importance of capital gains revenues to the
national economy, and warn that only a well documented statistical and eco-
zkonmC case should provide the basis for tampering with the structure producing
these revenue yields,

We do Rot belieVe tat an economic case against the present capital gains
tax structure can be made out on the basis of a relatively few taxpayers of very
blg nome n high deduction&

'aTe act is, as oongrew has recognised, that Increased burdens on capital
gais place In Jeopardy the tax revenues from capital gains. People with sav-
.- gs available for investment will naturally be more reluctant to risk their sav-
ings In capital transactions when the prospects for capital gains are diminished
b an increased rate of tax or by an undue protection of the period when their
S ve~enoat miut remain at risk despite an adverse change In circumstances. To
the " xtent. OM Peoia cafrain from sales l capital asets, whether it, is a rela-
,, * rip re t eisllilig stock or a relatively poorer person selling bin private

OA:- m m ent c the determination of whether these sales will
**~.~s~v.s~tsna~yaffected by bow miuch of the proceeds will be

taknfr'ni mInvetr by federal and state taxation. With respect to those
: ,' tseact' e which do not take place because of adverse effects of these proIV.ro-
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posals the federal government would be in a position of having given up 25% of
something in return for 38%% or32%c% of nothing.

What seems to have been glossed over in the proposal for an Increase from
25% to a 381% capital gains tax ci,!ling In the last live months of 1969, 35% in
1970, 33%l% in 1971 and 3214% in 1972, is the burden of state income taxation
which, as is widely known, is steadily increasing. Most states have income taxes;
many are "federalized". In New York the rate on capital gains Is 7% plus 1%
more for those in New York City. The tax burden on a sale Is not just the federal
rate--it is the federal plus the state rate.

Investors will naturally shrink from "selling into" a high capital gains tax.
This has been repeatedly recognized by the Congress. In 1942 the House Ways
and Means Committee stated:"It has been shown that too high a capital gains tax will result in loss of rev-
enue to the Government ThUs is boca, e the questio& of whether or tiot a gain
wvill be realized is entirely within the diecrction of the taxpayer." (Italic sup-
plied)

In fact, the validity of this reasoning has been publicly recognized by the
House Ways and Means Committee end Senate Finance Committee in 1921, in
1938 and in 1942. Attached hereto as an Annex is a summary history of federal
taxation of capital gains since 1913. The reports of the House Committee on
Ways and Means and the Senate Committee on Finance over the years warn
against regressive capital gains tax rules as an economic evil and as having a
negative impact on tax revenues.

Thus, we urge this Committee to consider carefully the real danger that heavier
tax burdens on capital gains will lower the revenue yield to the government and
also slow down the growth and development of the American economy because
of regressive effects on the nation's capital markets.

ilU. THE HOLDING PERIOD-6 TO 12 MONTHS

The proposal to increase the holding period from six to twelve months Is in
itself a dangerous change and can have a serious effect on the nation's securities
markets.

We believe that the Justifications supporting the proposal which are contained
in the House Committee Report and the "Summary" (p. 85), are--

1. It is a step *... necessary to restore the original concept of the capital
gains tax . . ."

2. "A person who holds an investment for little more than six months is pri-
marily interested in obtaining speculative gains * * * which may be *axed at
favorable rate& * * * Further, a study made in 1962, of gains from corporate
stock transactions revealed that almost 90% of all capital gains in that year
arose from sales occurring after one year of possession. * * *"

As to restoring the "original concept of the capital gains tax", reference Is
made to the Annex hereto which shows that the "concept of the capital gains
tax" cannot be considered separately from revenue collection and capital forma-
tion and mobillty.

The sjeculator versus investor "finding" seems to be no more than an un-
studied opinion on a dividing line that is bound to be obscure at best. Beginning
with the Revenue Act of 1942 (see Annex) and for 27 years, the Congress has
been satisfied with six months as the dividing line. This dividing line was first
proposed by the Senate Committee on Finance (see Annex). Also, as shown in
the Annex, in the course of development of the Revenue Act of 1950, the House
Committee on Ways and Means, the House of Representatives and the Senate
Conwittee on Finance all thought the holding period should be reduced from
Six months to three months.

In this connection, the Senate Committee on Finance in its Report on the Rev-
enue Act of 1950 (nt. Rev. Rul. C. B. 1950-2,1). 523) stated:

"In the opinion of your committee the 6-month holding period requirement
used in existing law is loi gcr than necessary and there are good reasons for
reducing the requirement to the minimum consistent with the fundamental
policy of the Oongress on the taxation of capital gain& A long holding period
has a disturbing effect on prices in the markets for capital assets, which is most
unfortunate. When prices rise, as has been the case fin the security markets dur-
ing the last year and notably in the commodity markets during recent weeks, sales
which would otherwise have occurred do not take place until they can qualify the
gains as long-term and obtain the resulting tax benefits. The consequence is that
a check on the price movement which would otherwise appear is missing.
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"In the opinion of your committee the reduction in the holding period from 6
months to 3 will not impair its effectiveness as a device for confining the more
favorable tax treatment to the investor group."

The findings of the Finance Committee in 1950 are as valid In 1969 as they
were In 1950. Since these findings support a reduction to three months they cer-
tainly support at least the maintenance of the present six months rule, and are
Inconsistent with the proposal for an extension of twelve months.

This brings us to a major point of concern on behalf of mutual fund com-
panies and their shareholders. Extension of the holding period is bound to be
seriously disruptive of the depth and liquidity of the securities markets of the
country and will therefore tend to Inhibit sound portfolio management.

In 1968, mutual funds purchased and sold for their portfolio over $38 billion
of securities In the nation's securities markets. Mutual funds and their share-
holders thus have a vital stake in the preservation of soundly functioning
markets.

The concepts of depth and liquidity are critical to the efficient functioning
of a securities market.' In this context liquidity means the ability of the market
quickly to absorb or produce securities, while depth means the ability of the
market to absorb or produce a reasonable amount of stock at prices reasonably
related to previous transactions within a reasonable time.
An efficient market will have "sufficient depth or liquidity to maximize the

likelihood that both sides of a transaction will be available and to prevent dis-
ruptive price fluctuations In respoise to relatively small fluctuations in supply
and demand ... [TI he ... effectiveness of the Exchange market depends upon
maximizing the volume of transactions brought to It .. ."

The depth and liquidity of the American securities markets are the envy of
the world and have been a constructive force in the free enterprise system. There
can be no doubt that extension of the 6 months holding period to 12 months will
discourage many securities transactions and thus detract from depth and
liquidity. No one can predict the actual extent to which this will occur. However,
It must be recalled that the 6 month holding period has been law for 27 years-
since 1942. The securities markets and investor of the country are "tuned" to it.
This depth and liquidity should not be threatened by what clearly sem.s to IP:,
an undocumented cave that 12 months Is the proper period of time for defining
a long-term capital gain.

Certain statistics, bvsed entirely on corporate stock transactions during 1962.
have been advanced, frc, m which it might be inferred that the depth and liquidity
of the markets would .not suffer from increasing the holding period from 6
months to one rear. Thim the House Report (p. 150) states that almost 90%
of all capital gains on corporate stock in 1962 arose from sales occurring after
I year of possession." In evaluating such statistics we think It most Important
that 1962 saw the greatest market break since the great depression. In a break
as deep and as serious as tLat which began In May 1962 a very significant part
of the volume of selling comprised distress sales, forced sales and sales out of
sheer panic." To take the holing periods of sales which occurred In the year
1962 and Insert them as a "noim" to prove a case for a 12 month holding period
seems subject to serious questioL.

'Not only would the ability of lIdividuals and Institutional investors to achieve
fair prices in the securities markets be compromised by this proposal 'ut a com.
plicating adverse factor would be added to portfoiio management. The require.
ments of the federal securities laws--primarily the Securities Act of I933 and
the Securities Exchange Act of 1934-have produced large quantities of current
and reliable Information about the affairs of publicly traded enterprises which
has never previously In the history of securities trading been readily available.
No longer does the individual investor or the professional money manager have
to wait from annual report to annual report to appraise the business success or
failure of a particular company. Interim reports and reports of material changes
are readily available and regularly disseminated as required by the securities laws
and the rules of the major securities exchanges.

Today Investors can withdraw capital from a falterng' enterprise on the basic
of current and timely information and reinvest It elsewhere as a result of con-

.See Rwort of Special Study of Securities Markets of the Securities and Exchange Com-
mission (106,5l). Pmrt 2. patent 17-20. R25-829.
. 2Brief of the U.S. Department of Justice, Inquiry Eito proposals to owdify the Oommission
Rate atrutre of the Yew York Rtock E.xchange (April 1. 1968). nies iA. q4

8 See Report of Special Study of Securities Mfrkets of the Securities and Exchange Com.
mission, Part 4, pages 812-859.



tinuing investment analysis and re-appraisal. The free enterprise system is
strengthened by such capital mobility. The creation of an additional 6 month
holding period to achieve capital gains treatment would involve an artificial
roadblock against the free mobility of capital based on pure investment con-
siderations.

Thus we believe that the 12 month holding period proposal contains the grave
potential of serious disruption of the depth and liquidity of securities markets,
would interfere with sound portfolio management by institntional and in-
dividual investors by holding out a tax advantage for freezing an investment,
and is not based on any showing related to revenue needs or tax equity.

IV. INDIRECT TAX BURDENS ON CAPITAL GAINS

The same considerations thus far outlined in this statement as to the effect
of a more burdensome capital gains tax on (a) capital gains tax revenues, and
(b) capital formation and mobility, warrant the exclusion of long-term capital
gains from those provisions of the Bill respecting limitation on tax preferences
and allocation of deductions.

The deduction relocation proposal seems to be based on an assumption that
the 50%01o of long-term capital gains is exempt income on the order of tax exempt
interest on municipal bonds, or is a tax preference on the order of Intangible
drilling costs, etc. But the fact is that since 1942 long-term capital gains have
always been regarded as 100% taxable income, with a ceiling of 25o on the tax.

Perhaps the biggest Impact of the allocation of deduction provision would
be in the area of reducing the deduction for state taxes. For example, a taxpayer
in New York City in 1970 contemplating whether or not to make a sale result-
ing in long-term capital gain would, as to 100% of such gain, have a federal
ceiling rate of 35% and a New York ceiling rate of 8% (7% state and 1%
city)-a total of 43%/. Actual rates imposed on the one-half of long-term gain
used in the Income computation on the tax return (if the taxpayer decides to
"realize" the gain-he has the election not to sell) would be 70% federal and
16% New York. a total rate of 86% on 50% of his long-term gain.

This taxpayer is being told by the Bill that if he realizes that gain and pays
a New York tax of 16% on 50% of the gain, the other 50% of the gain will be
used to reduce his federal deduction for the New York tax he paid. In other
words, the burden of the New York tax on his gain wiU be inoreaed by using
the 50% long-term gains that are left out of the federal tax calculation to deny
him part of his federal deduction for this state taxation.

Faced with this dilemma, many taxpayers will not sell their securities or will
delay sale for an extended period. The problems this creates are discussed In
the earlier part of this statement.

V. CONCLUSION

For the foregoing reasons we respectfully urge that it is not in the public
interest to place further burdens on capital gains and recommend that if con-
sideration is to be given to changes in the federal capital gains structure such
changes should be in the area of (a) reduction of the "ceiling" rate on long-
term capital gains, and (b) reduction of the present six months holding period
to three months.

ANNEx TO THE STATEMENT OF THE INVESTMENT COMPANY IMSTITUTE

I. GENERAL

The provisions of the bill imposing higher tax burdens on capital gains--
both directly and indirectly-and a longer holding period, run counter to the
lessons of United States income tax history in experience with capital gains
taxation.

This history teaches that high tax burdens and long holding periods on
capital transactions:

(a) Reduce federal revenue from the taxation of capital gains.
(b) Handicap end reduce capital formation in the United States.

This history is a matter of public record, in some detail, in the reports of the
House Committee on Ways and Means and the Senate Committee on Finance
on major federal tax bills that have been reported by these Committees over
the year&
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I. BRIEF CHRONOLOGY

A brief chronology of the federal capital gains tax structure (Individuals)
from 1913 to date is as follows:
1913 to 1921: no distinction between capital gains and ordinary income; sucb

gains included In taxable income.
1922 to 1933: two year holding period to determine capital gain.

Oelling rate: 12',.%.
1934 to 1938: capital gains taxed at regular rates, but taxable capital gain amount

determined by a variety of holding periods:
Taxable
portion

Holding period: (percent)
1 year -------------------------------------------- 100
I to 2 years -----------------------------------------
2 to 5 years ----------------------------------------- 0
5 to 10 years ----------------------------------------- 50
over 10 years ---------------------------------------- 30

1938 to 1942: ceiling rate of 30%, and taxable capital gain amount determined
by holding periods:

Taxable
portion

Holding period:'- (percent)
18 months ---------------------------------------- 100
18 to 24 months ------------------------------------- 66%
Over 24 months ------------------------------------- 50

1942 to date: ceiling rate 25%-boldlr5 period 6 months.
Notes to foregoing:
1. Over this period there have been a number of variables In rules for the

deduction of capital losses, including the portion deductible against ordinary
income; also as to capital loss carry-overs.

2.' In the development of the Revenue Act of 1950 both the House Committee
on Ways and Means and the Senate Committee on Finance and the House of
Representatives, approved reduoton of the holding period from 8im months to
three month. For reasons not explained In the.conference report, this provision
was dropped from the bill.

17L PROPOSALS OF R.R, 18270

l.R 13270 proposes as direct changes In the capital gains tax structure:
(a) To lengthen the holding period from 6 months to 12 months.
(b) To eliminate the "alternative" capital gains tax rate for individ-

uals--the 25% "ceiling," as of July 25, 1969.
Thus imposing these rate "ceilings" as to Individuals:

Balance of 1969: 38% (with surtax).
1970: 85%.
1971: 83%%.
1972: 32%%.
(c) To increase the corporate "alternative" capital gains tax rate to 30%.
(d) To reduce by 50% the amount of loss that can be deducted by indi-

viduals against "ordinary" income.
A number of other provisions of H.R. 13,270 put indirect and new burdens on
persons realizing capital gains and losses. For example:

The provision containing the "Limitation on tax preferences" as to
individuals. (Section 301)

The provision Imposing rules for "allocation of deductions" as to indi-
viduals. (Section 802)

The provision Imposing restrictions where an individual has investment
interest deduction in excess of $25,000: (Section 221)

H]R. 13,270, by giving zero effect to the burden of state income taxes on capital
gains, accepts another Indirect burden-and the Impact of this stems from (a)
Impact of. state tax on top of federal, and (b) ignoring the severe effect of the
deduwtlon allocation rule in denying part at the Impact of state income taxes on
tOe taxpayer. Most ates have income taxes; many states are federalixed; state

1 I
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tax rates are high and the trend is for steady increase. In New York the rate is
now up to 14% and those who live in New York City have another 2% burden.

IV. REVENUE ACT OF 1921

It will be remembered that prior to the Revenue Act of 1921, capital gains were
taxable as "ordinary" income. That Revenue Act provided for "favorable" capital
gains treatment that lasted until 1934 (page references are to the reprint of this
,report in C.B. 1939-1) :
Ways and Means Report No. 350, 67th Cong. (page 176)

"Section 206: The sale of farms, mineral properties, and other capital assets is
now seriously retarded by the fact that gains and profits earned over a series of
years are under the present law taxed as a lump sum (and the amount of surtax
greatly enhanced thereby) in the year in which the profit is realized. Many such
sales, with their possible profit taking and consequent increase of the tax revenue,
have been blocked by this feature of the present law. In order to permit such
transactions to go forward without fear of a prohibitive tax, the proposed bill,
in section 206, adds a new section (207) to the income tax, providing that where
the net gain derived from the sale or other disposition of capital assets would,
under the ordinary procedure, be subjected to an income tax in excess of 15
per cent, the tax upon capital net gain shall be limited to that rate. It is believed
that the passage of this provision would materially increase the revenue, not only
because it would stimulate profit-taking transactions but because the limitation
of 15 per cent is also applied to capital losses. Under present conditions there are
likely to be more losses than gains."

Senate Committee on Finance, Report No. 275, 67th Cong. (page 189)
"Section 206 limits the rate of taxation upon ga!n derived from the sale of

capital assets. Under the present law many sales of farms, mineral properties,
and other capital assets have been prevented by the fact that gains and profits
earned over a series of years are under the present law taxed as a lump sum
and the amount of surtax excessively enhanced thereby. In order to pern:. w'ieh
transactions to take place without fear of prohibitive tax, section 206 p ''- ides
that %,aly 40 per cent of the net gain derived from the sale or other disposition
of capital assets shall be taken into account in determining the net income upon
which the income tax is imposed. This automatically reduces the rate of taxes
applicable to such income by 60. per cent. The maximum rate (normal and sur-
tax) upon ordinary income after January 1, 1922, will be 40 per cent, and the
maximum rate applicable to capital net gain will be 16 per cent. The House bill
placed a similar limitation upon both capital gains and losses, but this limitation
was not applicable to corporations nor to certain classes of taxpayers having
net income less than $29,000. The Senate provision would permit a taxpayer
to deduct the entire loss sustained in a capital transaction and is applicable to
all classes of taxpayers. In Great Britian capital gain or loss is ignored or elimi-
nated in computing the net income. Section 206 takes an intermediate position
between the extreme views embodied, respectively, In the present American and
British laws."

V. REVENUE ACT OF 1984

This Revenue Act begins the period when the two tax writing committees fell
into error-which they confessed later in 1988 and 1942-and imposed a very
burdensome capital gains tax structure (page references are to the reprint
of these reports in C.B. 1939-1) :
Ways and Means Report No. 1498, 73rd Oong. (page 561)
"O1.i present system has the following defects:
"First. It produces an unstable revenue-large receipts In prosperous years,

low receipts in depression years.
"Second. In many instances, the capital-gains tax is imposed on the mere in-

crease In monetary value resulting from the depreciation of the dollar instead of
on a real Increase in value.

"Third. Taxpayers take their losses within the 2-year period and get full
benefit therefrom, and delay taking gins until the 2-year period has expired,
thereby reducing their taxe&

"Fourth. The relief afforded in the case of transactions of more than two years
is inequitable. It gives relief only to the larger taxpayers with net incomes of
over $16,000.
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"lifth. In soine instances, normal businem transactions are still prevented
on account of the tax.

"Your Committee has examined the British system, which disregards these
gains and losses for income-tax purposes. The stability of the British roveeiuo
over the last 11 years is In marked contrast to the itistability of our own. lit
that period the maximum British revenue was only 3.1 per cent above the in.
lnun, while in our own case the pereentage of variation was 2,80 er vent."Your Committee, however, fins been unable to reach the conclusion that
we should adopt the British system, It is deemed wiser to attempt a step
in this direction without letting capital gains go entirely untaxed. Your Com-
mites recommends the following plan:

"First. To measure the gain or loss from the sale of property by an in.
dividual according to the length of time lie hits held the property, only the
following percentages of the recognized gain or loss are taken Into amount
for tax purposes:

"One hundred per cent if the capital asset has been held for not more
than one year.

"Eighty per cent if the capital asset has been held for more than two
years.

"Sixty per cent If the capital asset has been held for more than two
years but not more than five years; and

"Forty per cent if the capital asset has been held for more than five
years.

"Second. In the cases where the losses taken into aecoumt as above ex.
ceed the gains so taken into account, the excess losses are entirely disallowed.

"Third. In the case of corporations the graduated percentage reduction of
gains and losses does not apply. However, capital losses sustained by corpora.
tions are allowed only to the extent of capital gains. Under the present law
corporations are allowed to offset c4)lital losses against ordinary lncoune.

"4Fourth. The plan outlined above Is not made applicable, for obvious rea-
sons, to stock in trade or property which is included In the taxpayer's in.
ventory.

"It Is believed that the adoption of this plan will result in much greater
stability in revenue, will give all taxpayers equal treatment, will encourage
normal business transactions, and will yield substantially greater revenue.
The method proposed is safe from a revenue standpoint, inasmuch as capital
lows can not be used to reduce ordinary income, while gains are taxed in
full or in part in proportion to the time which the property has been held. The
existing method which has been In force since 1921 can be defended only on the
ground of expediency."

Senate FAnaoe onmdtee Report No. 658, 73rd Conv. (pp. 54-96)
Restates -the Ways and Means Committee comment and adds a very sig-

nificant statement. It is "significant" in the sense that It is shown by later
events to be erroneous:

"Sutwitdil *wwsew reme a ore erpeoted from this new system of treat-
ment of capital gains and losses. The changes mode are either to pwevont tax
avoidance or to bring about greater equity. No ronsequential amount of rte-
eaue is lost by the changes." (emphasis supplied)

Vz. aaNVm ACTe or 19ss

These are the reports when both committees confess the 1084 error and begin
the retreat to a more rational capital gains tax structure (page references are to
the reprint of these reports in O.B. 1989-1) :
Ways and Meass Report No. 1860, 7 9A Cong. (page 782)

"Considerable complaint has been made in respect to the present method of
taxing the capital gains and ,loses of individuals. It is claimed that the present
tax is so high, eupedally In the case of taxpayers subject to high surtax rates, that
a ts become frozen and few transactions takre place. It Is claimed that, If some
relief- wen glivee. traumaettons would take pla, e and the reenues be increased.
Some fault has also been found with the percentage brackets governing the
amount of gain or lose to be taken into account * * * It has been claimed that
these sharp reductions in the percentage of gain or loss taken into account en-
.u"etAxp ermU delay taking gains and, on the other hand, stimulate them

to -realize losses.
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"It must be recognized that differences exist In the claracterlstlcs of ordi-
niry income in comparlson with the eharacteristies of income from capital gain.
For example, no matter how high tlit rates, a taxpayer always benefits from ant
increase in salary. On U1o other hand, there is 11o tax on the appreCiahtion in
value of property unless such appreciation is realized through sale or exchange.
Thu,1, it bceont.4 optionl4 leith a tai'puicr u'hethcr to pay a ta.r on. capital gains,
8ince lie atioids the tax loy i'd reining Irout makitll the ,ale. It is the opinion of the
(o'nlitte( that too high taxcs on capital gains prercnt trafna(,tions and result
fi loss of rrcnc. , ()in the other hand, tile committee is also of the opinion that
there is no Justiticatlon for a lower tax oi it speculator on the stock market than
on an itulividual receiving a like income from salary or business.

"The committee has endeavore-d to revise the tax on capital gains so as to ii-
prove the system without loss of revenue ; in fact, it Is hopled the revenue from
this source itay even be Increased.

"Tile princilpa improvements which will be obtained from the adoption of
the proposed system art' believed to be as follows:

"(1) The sudden reduction permitted at certain annual periods In the
pereentago brackets under existing law has been eliminated.

"(2) The maximum rate of tax on a capital gain, where the asset has been
held over 5 years, will be 16 per cent. This is because only 40 per cent of the
gain is taken into account, and a inaxhnum tax rate on this reduced amount
of 40 per cent is provided for. Tie 40 per cent rate will also give limited relief
in the ease of property lield for more than one year and for not more than
five years. It Is bollved that this proposal will tend to stimulate business
trans actions.

"(3) Ilwenilative transactions, iln a practical way, are separated from in.
vestment tranmsetions by the system of short-term capital gains anid los vs
and long-term capital gains and lossivs.

"(4) The present nluiniuni lercentage bracket of 30 per cent is rhainged to
40 percent, which should Increase the rtwenue to some extent.

"It is the hope of the colniliittee that the changes prolpsed, if adopted, Irill
be of benefit to the public interested in making longp-term intes,, ts 101 itd -ill
permit transqactiona to be made tchieh. are tiain pprcnvtcd hp the existing tax
system. The proposed system Is explained in detail in the latter part of this
report. (emphasis supplied)
Scmutc FP&tKC Commintt Report No. 1567, 756 Cong. (page 7U3)

"While it inay be recognized that the House provision is a considerable in-
provement over existing law, the committee believes that tile plan proposed in
the Houso bill I.s excessively complicated and will not permit of a free flow of
capital Into productive enterprises. The Committee is convine4d that at the
present time transactions are prevented by the capital-gain taMr and that the result
Aas been a mmjtcrlal hindranco to bfisitiess and ti (vousiderable loss of revenue.

"There is an essential difference between income derived from silariees, wages,
interest, and rents and income derived from capital gains. It Is always to the
advantage of the taxpayer to receive tile first class of income, no matter what
the rate of tax as long as it is less than 100 per ('it. On the other hand, the tax
in resiect of capital gains is optional-the taxpayer is not obligkd to lmy any
tax unless lie realizes a gain by the sa1le of the amet. There is no tax under
existing law if a taxpayer transfers lils ioney from one bank to another, but
there may be it very heavy tax It he wIshes to transfer Ills Investalent from a
bond In one company to a bond In anothe, eOnlmlpny. Thus, an crecxsirev tfa on
rupital yabls freezes transaetton a d pretents the free flow of vagpitil into pro-
duetive i.i'cstments. The eftx't of the, present system of taxing capital gains
Is to prevent any individual with substantal capital from investing in new
enterprises. This Is most unfortunate, because. It adversely affects the employ-
ment situation. (emphasis supplied)

"The Committee beliervs that this trCatmct of capital gains and lo.se frill
stimlato transaetions, facilitate the flow of capital into noeo cnterpri.es. release
frozeis vpital and icrease the revenues of the Gotvrrnnent." (emphasis sup-
plied)

3 3-8i3~--69-pt. 3-41
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VII. REVENUE ACT OF 1942

It was the Revenue Act of 1942 which established, basically, the present capital
gains tax structure-erected around a 25% ceiling rate and six months holding
period. It should be noted that when the Bill left the House side for the Senate
it reduced the holding period to 15 months (not six) but established the ceiling
rate of 25%. It established the present pattern of two forms of gain-"short term"
and "long term." The present six months holding period resulted from Senate
changes in the Revenue Act of 1942 (page references are to the reprint in
C.B. 1942-2):

House Report No. 2383, 77th Cong. (pp. 396-399)
"Your committee has given careful consideration to the taxation of capital

gains and losses. It has been shown that too high a capital gains taz will result
in a oss of revenue to the Government. This is because the question &" whether
or not a capital gain will be realized is entirely within the dscretion of the
taxpayer. If the rates are too high, taxpayers will not dispose of their property.
This will result in the Government losing not only income taxes but also stamp
taxes on transfers of property. Too high a capital gains tax will also have the
effect of discouraging taxpayers from investing in new or productive enterprise*.
Suppose an individual with a large net income desires, as a matter of investment,
to place some of his money in an airplane factory. It might be a new factory in
which he is interested or he might come to the rescue of an existing factory
which is desperately in need of capital. The usual way in which this is accom.
plished is for him to buy securities in the corporation. In order to do this, he
will be compelled to sell certain of his property in order to raise money to make
the investment. If the capital gains tax is too high, it will prevent him from
undertaking the enterprise. (emphasis supplied)

"One of the chief complaints against the 1934 system was that the sharp
reduction in the percentage of gains or losses dependent upon the time of holding
the capital asset had a tendency to delay the (aking of gains and on the other
hand stimulated the realization of losses. Statistics for 1934 indicate that of
taxpayers with incomes of over $100,000, 70 percent of their net capital gains
were derived from transactions involving assets held over 10 years, whereas in
the case of taxpayers with incomes not exceeding $25,000, only 25 per cent of
their capital gains came from transactions in assets held over 10 years.

"However, your committee realizes that since the realization of a capital gain
is solely a matter within the discretion of 'the taxpayer, a too high capital gain
ta: rate will lose rather than gain revenue for the Government. With a top
normal tax and surtam rate of 88 per cerot, it is not believed that a moderate
increase in the capital gain rate will retard capital transactions." (emphasis
supplied)

Senate Report No. 1681, 77th Oong. (pages 544, 545)
The Finance Comittee accepted the philosophy of the House Report and

went further in the revision of the capital gains tax structure by reducing the
holding period requirement to six months. It noted:

"Your committee has made the following changes in the capital gains and
loss section:

"The House bill defined short-term capital gains or losses as those held for
15 months or less. Your committee has reduced the holding period to six months.
Therefore, gains and losses from assets held over six months are treated as long-
term gains or losses, and gains and losses from assets held for six months or
less are treated as short-term' gains or losses. The realization of a capital gain
is entirely a matter within the discretion of the taxpayer. If the rates are too
high, the Government will lose not only income taxes but also stamp taxes upon
the transfer of property. The net receipts from capital gains and losses havP
been steadily declining as shown by the following table:
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"ESTIMATED NET REVENUE FROM TAX TREATMENT OF CAPITAL GAI NS AND LOSSES OF INDIVIDUALS AhD TAX-
ABLE FIDUCIARIES, 1926-40,

[In thousands]

Estimated net Estimated
revenue from tax liability
capital gains on other Total tax

"Calendar year and losses income liability

1926 ............................................................. $225 485 $506,990 $732, 475
1927 ............................................................. 296, 879 533, 760 830, 635
1928 ............................................................. 576,001 598,253 1,164,254
1929 ............................................................. 420,971 590,967 1,001,938
1930 ............................................................. -15 226 491,941 476.715
1931 ............................................................. -89 0 1 335,128 246,127
1932 ............................................................. -79,917 409,879 329,962
1933 ............................................................. 16 167 357,953 374 120
1934. ............................................. 17197 494,203 511,400
1935 ............................................................. 85,257 572, 182 657, 439
1936 ............................................................ 01,941 1,012,076 1,214,017
1937 ............................................................. 58,188 1,083,381 1,141,5691938 ............................................................. 52,873 712 90765,833

1939 ............................................................. 26,995 901 699 928,694
19402 .............................................. 12,868 1,481,271 1,494,139

"I The estimates are restricted to returns with net income, including, however, in 1938-40 taxable deficit returns.
Estimated net revenue from capital gai ns and losses is the difference betwee n (a) total tax ability under the provisions of
the particular Revenue Act applicable to each specified income year and (b) estimated tax liability on other income if
capital gains and losses had been entirely excluded from the tax computation.

'Is Preliminary.

"Source: Treasury Department, Division of Reseerch and Statistics, Mar. 9, 1942,

"Your committee believes that the lowering of the holding period will have
the effect of encouraging the realization of capital gain. and thereby result in
added revenue to the Treasury. It is believed that a holding period of slx months
will be a sufficient deterrent to the specoulator as contrasted with the legitimate
investor." (emphasis supplied)

VYI, RLVEN UE ACT OF 19 5 0

This Revenue Act is significant in that both of the Committees and the House
approved a provision which would have reduced the holding period from six
months to three months. For reasons not explained in the conference report
(page 585, amendment No. 83), the change was not made and the holding period
contined at six months (page references are to the reprint of these reports in
C.B. 1950-2) :
Ways and Means Report No. 2819, 81st Cong. (page 425)

"Under existing law the more favorable treatment accorded capital gains Is
restricted to gains on capital assets held for more than 6 months. Section 209(e)
of your committee's bill reduces this holding period from 6 months to 3. Essen-
tially the distinction between long- and short-term gains and los ses is intended
to confine the more favorable tax treatment to the gains and losses realized by
'investors' and the holding period requirement Is the test by which the 'investor'
is distinguished from the 'speculator,' whose individual ventures in the markets
for capital assets tend to be of comparatively short duration.

"In the opinion of your committee the 6-month holding period requirement
used in existing law is longer than necessary, and there are very good reasons
for reducing the requirement to the minimum consistent with the fundamental
policy of the Congress on the taxation of capital gains. A long holding period
has a disturbing effect on prices in the markets for capital assets, which is most
unfortunate. When prices rise, as has been the case in the security markets dur-
ing recent months, sales that would otherwise have occurred do not take place
because the owners of the assets desire to hold them until they can qualify the
gain as long-term and obtain the resulting tax benefits. The oonecquence is that
* oheck on the price movement which would otherwise appear is missing. Your
committee's action in reducing the holding period from 6 months to 3 will re-
duoe this tendency, thus contributing to the stabilization of the security market,
which is highly desirable, since it tends to encourage the fotation of new issues
and improve the flow of venture capital so essential to the continued progress
of our eonomy4. (emphasis supplied)
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"In our opinion of your committee the reduction in the holding period from
6 months to 3 will not impair the effectiveness of this test as a device for con.
fining the more favorable tax treatment to the investor's group."
Senate Committee on Finance Report No. 2375, 81st Cong. (page 523)

"Under existing law the more favorable treatment accorded capital gains is
restricted to gains on capital assets held for more than 6 months. Section 211(c)
of your committee's bill reduces the period for determining long-term gains and
losses from 6 months to 3. Essentially the distinction between long- and short-
term gains and losses is intended to confine the more favorable tax treatment
to the gains and losses realized by 'investors.' The holding period requirement
is the test by which the 'Investor' is distinguished from the 'speculator,' whose
individual ventures in the markets for capital assets tend to be of compara-
tively short duration.

"In the opinion of your committee the 6-month holding period requirement
used in existing law is longer than necessary, and there are good reasons for
reducing the requirement to the minimum consistent with the fundamental
policy of the Congress on the taxation of capital gains. A long holding period has
a disturbing effect on prices in the mark-ets for capital assets, which is most
unfortunate. When prices rise, as has been the case in the security m rkets
during the last year and notably in the commodity markets during recent weeks,
sales that would otherwise have occurred do not take plac6 because the owners
of the assets desire to hold them until they can qualify the gains as long-term
and obtain the resulting tax bene.fts. The consequence is that a check opt the
price movement which would otherwise appear is missing.

"In the opinion of your committee the reduction in the holding period from
6 months to 3 will not impair its effectiveness as a device for confining the more
favorable tax treatment to the investor group." (emphasis supplied)

IX. OTHER REVENUE ACTS

It should also be noted that since 1942 in the course of several very major
Congressional reviews of the entire federal tax structure ino changes. were made
in the basic fundamentals of the capital gains tax structure-the 25% ceiling
rate and the six months holding period. These included:

1. The Revenue Act of 1951-proposal to increase capital gains tax rate.
2. The complete recasting of the Internal Revenue Code in 1954-to

create the Internal Revenue Code of 1954.
3. The Revenue Act of 1962.
4. The Revenue Act of 1964-and its major tax rate changes.

As to the Revenue Act of 1951, there is more instructive history as to the
importance of not Increasing the rate of taxation of capital gains.

The Revenue Bill of 1951, as it left the House, proposed general income tax
increases, including an increase in the alternative capital gains tax ceiling rate
of 121/ percent-to a little more than 28 percent. The Senate Finance Com-
mittee, with the later support of the Senate, refused to agree to the increase in the
capital gains tax ceiling rate. The Senate Finance Committee stated in its
report (I.R.B. 1951-2, page 463) :

"Although the House bill increases the alternative tax on capital gains to a
little over 28 percent, your committee's bill retains the ceiling rate in this tax
at 25 percent. Your committee recognizes that capital gains are different from
ordinary income in that the time of realizing a capital gain, to a substantial
degree, is subject to the control of the taxpayer. Therefore, in this case, partic-
ularly high tax rates tend to discourage the realization of gains. Congress has
recognized this as far back as the Revenue Act of 1942 by placing an effective
ceiling rate of 25 percent on capital gains income. Since that time, although in-
dividual income tax rates have been both substantially -increased and decreased,
this ceiling rate has remained the same. In view of this your committee does
*ot believe that it is appropriate to con ider a change in this ceiling rate at
this time." [Emphasis supplied.]

The House-Senate conference on the Revenue Act of 1951 was one of the
longest of tax bill conferences. Finally, to settle the dispute between the two
Houses on the ceiling capital gains rate, :a compromise was reached of adding
one percentage point, for one year, to the 25 percent ceiling rate.
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X. TAX "VERY HIGH" INDIVIDUAL INCOME TAX RATE BRACKET--1945 TO DATE

It is especially to be emphasized that the 25% ceiling rate as to capital gains,
and the 6 months holding period, have endured since 1945--and that during
these 27 years the individual income rate brackets have been very high indeed.

[In percent

11945 1950 1955 1963 1968

Income:
$10,000 .......................... 38 38 38 38 23
$32000.....---------------------65 65 65 65 55

80,000 . ................ 89 89 89 99 70
$200,000 ......................... 91 91 91 91 70

I To these rates should be added the 3 percent "normal tax" In effect in this year.

STATEMENT BY THE INDEPENDENT RADIONIO WORKERS OF AMERICA, CHICAGO, ILL.,
SUBirTrED BY RONALD T. BERG, PRSTDENT

SUM MARY

I. House Report No. 91-413 (Part 1, 91st Congress, 1st Session, pp. 9-10)
clearly shows that the general purpose of the Tax Reform Act of 1969, R.R.
13270 is to:

(A) Eliminate loopholes whereby a small minority of high Income indi-
viduals escape tax on a large proportion of their income.

(B) Provide for payment of substantially the same tax by those with
substantially the same incomes and to insure that the graduated income tax
structure is working fairly as between different income levels.

I. House Report No. 91-413 (Part 1, 91st Congress, 1st Session, p. 154)
states that the general reason for the tax revision on limitation on capital gains
treatment effected by See. 151, H.R. 13270 on distributions from employee
pension and profit sharing trusts is to correct the present capital gains tax treat-
ment of qualified lump-sum distributions to highly compensated employees
(which constitute deferred compensation) by taxing employer contributions
after December 31, 1909 as ordinary income.

III. Neither the general purposes of tax reform, nor the specific purpose of
Sec. 515 are applicable to distributions from employee pension and profit
sharing retirement trusts to hourly paid production and maintenance workers
because:

(A) Limitation of capital gains treatment to distribution from employees'
pension and profit sharing trusts to such employees do not constitute
"substantial amounts of deferred compensation" which Sec. 515 taxes at
ordinary income tax rates.

(B) Such distributions to such employees constitute their principal, and
in most cases, only asset for retirement purposes (ia addition to Social
Security Retirement Benefits).

(C) Sec. 515 imposes an additional tax burden on those least able to
afford it.

(D) Sec. 515 is inequitable in that it penalizes the little man (hourly
paid employee) to get at the big fellow (highly paid corporate executive).

IV. Independent Radionic Workers of America recommends to the Committee
on Finance. United States Senate, that the above inequities inherent in See.
515, H.R. 13270. can be cured by restricting the limitation on capital gains tax
treatment to distribution from employee profit sharing and pension trusts.

(A) To employees whose compensation for services to an employer, com-
puted on an annual basis, exceeds $25,000 annually or

(B) Whose lump-sum distribution from qualified employee pension and
profit sharing trusts exceeds $100,000.

STATEMENT

The description of eubmittor of statement
This statement in opposition to the enactment into law oft Sec. 515-Total

Distributions From Qualified Pension. etc., Plans, H.R. 13270 (p. 290, 11. 7-24
Inclusive, p. 291, 11. 1-5 inclusive) is submitted by Independent Radionic Workers
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of America, Ronald T. Berg, President, 5812 West Grand Avenue, Chicago,
Illinois, 60639 (I.R.W.A.). The I.R.W.A. is an independent local union affiliated
with the National Federation of Independent Unions, 910 17th Street, N.W.,
Washington, D.C. The I.R.W.A. is the certified bargaining representative of
approximately 10,000 production and maintenance employees employed by Zen.
ith Radio Corporation in Chicago, Illinois.
Reason statement submitted

On April 28, 1950, Zenith Radio Corporation (Zenith), Chicago, Illinois, estab-
lished the Zenith Profit Sharing Retirement Plan (the Plan) for the benefit
of its employees. All the members of I.R.W.A. who qualify under the terms
of the Plan have been and are beneficiaries. In the intervening 19 years the
Plan has provided the means by which I.RWA. members (1) have been able
to retire from lifelong service of producing for the American economy with
self-sufficient dignity not possible on Social Security benefits alone; (2) have
received lump-sum benefits (having qualified by length of service) even though
they did not continue in Zenith's employ until retirement; and (3) have left
lump-sum benefits to designated beneficiary(ies) when death terminated Zenith
employment

The distribution payments to member-retirees or members whose employment
is terminated for any other reason constitutes, in the vast majority of cases, the
principal asset to support retirement or of a deceased member's estate. As the
maximum considered compensation under the Plan presently is $11,5000, its
major percentage impact and benefit accrues to I.R.W.A. member-employees as
compared with non-bargaining unit employees who are generally higher paid
in supervisory and executive categories. While the treatment o all employees
is the same, the group of employees to whom this Plan means the most, partieu-
larly in retirement, are the hour-ly rated LR.W.A. member-cmployees.

The foregoing comment is stressed to emphasize that the Zenith Plan is not a
"favorable tax shelter" for deferred compensation of high-paid corporate em.
ployees designed for the purpose of avoidance of an equitable share of the tax
burden. On the contrary, the Plan provides the economic substance by which
senior citizens who have labored as blue-collar workers all of their working lives
can retire or look forward to retirement at a decent level of living without bur-
dening national and state welfare funds. They are thus enabled to live the evening
of their lives In self-respect as free and independent American citizens. It is sub-
mitted, therefore, that any revision of the Federal Income Tax law which imposes
an increased burden on the amount distributed to such member-employees is not
in the best interest and welfare of all of the citizens of the United States of
America.
The issue

The specific issue presented by this Statement to this honorable Committee, in
consideration of H.R. 18270, is whether the Committee should recommend passage
of See. 515 of H.R. 13270 as it is now written. That section provides that part of
the distribution from a plan such as Zenith's, beginning with the plan years com-
mencing after December 81, 1909, which consists of what has accrued to the bene-
fit of an employee during any plan year beginning before January 1, 1970, plus
any part of the benefits accrued after December 81, 1900, which does not consist
of an employer's contribution for the benefit of an employee shall receive the
favorable long-term capital gain tax treatment provided for by See. 402(a) (2) of
the Internal Revenue Code. The effect of See. 515 is to subject to income tax rates
an employer's (such as Zenith's) contribution to each employee's account made
for each plan year beginning after December 31, 1969. This places additional ordi-
nary income tax burden under he five-year forwarding income averaging formula
on retired employees, beneficiaries of deceased employees and employees whose
employment I terminated for other reasons. In the latter case, the income would
be added to earned Income, thus raising the effective rate In most eases on earned
taxable income,,
Aeslyws of the reasons for revisk effected by see. 515, H.R. 1370

On the surface it appears that the revision effected in See. 515 Is based on the
equitable theory of closing a loophole for aoidance of income tax on deferred
conmnsat/on. The geneMl principle is not opposed. However, See. 515, H.R. 13270
employs #$ shotgun approach that shoots down the little sparrows and the eco.
h:nouni tp *ewtthoneblat.

/
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Examination of House Report No. 91-413 (Part 1, 91st Congress, 1st Session)
makes It crystal clear that See. 515 was aimed at subjecting large amounts of
deferred compensation paid by corporations to their highly paid corporate execu.
ties, by means of contributions to profit sharing or pension trusts, to ordinary in-
come taxation treatment. See. 515 seeks to remove the favorable long-term capital
gain treatment from such company contributions In plan years beginning after
December 31, 1969. That this is the primary motivation for the revision accom-
plished by See. 515 clearly appears from the Report of the Committee on Ways
and Means, House of Representatives. That Report states (House Report No.
91-413, Part 1, 91st Congress, let Session, p. 154) :

"The capital gains treatment afforded lump-sum distributions from qualified
pension plans allows employees to receive substantial arnofnts of w(hat is in
reality deferred oompensation at a more favorable taw rate than other comnpensa-
tlon received for services rcndcrcd. Morcovcr, it appears that the mnore significant
bcUiefits accrue to taxpayers tvith adjusted gross incomes in excess of $50,1000.

"The manntr in which the present treatment of qualified lump-sum pension
distributions enable highly compen a ted employees to convert subetantial amounts
of deferred compensation from its regular ordinary Income treatment to capital
gains may be Illustrated by the following example: Assume the case of a corpo-
rate executive who has an average taxable income of $100,000.00 for the 4 years
prior to the distribution; receives a $500,000.00 (net of any employee contribu-
tion) hmp-sum pension distribution in January, 1970, after retiring in Decem-
ber, !969. . . " (emphasis supplied)

Then follows a detailed explanation of the Income tax effect of the revision
written in See. 515 compared to the existing law. This is the sole example cited by
the Committee on Ways and Means of the House of Representatives illustrating
the general reasons for the revision incorporaed in See. 515. The Report then
continues (supra, p. 155) :

"Your Committee therefore considers it appropriate to restrict the extent to
whch lump-sum pension distributions receive the more favorable capital guin
treatment, as compared to pension income received over a period of years of re-
tirement. Moreover, it is also desirable to tighten the tax treatment of the amounts
of distribution represented by employer contributions mude to purchase employer
securities for the plan, as these amounts are presently accorded capital gains
treatment when the securities are distributed. The cost of the employer con-
tributions in the stock would properly be considered as deferred compensation
subject to ordinary Income treatment when eventually received by the employee."

The Report of the Committee on Ways and Means, leaves no doubt that Sec.
515 was aimed at the specific category of highly paid corporate employees who
received large amounts of deferred compensation as corporate contributions to
tax exempt employees' trusts and the favorable long term capital gains treatment
on payment of distrib tons from such trusts. The result, however, on I.R.W.A.
members, for example, will be that a long-time member of I.R.W.A. employed for
35 years at Zenith, whose hourly rate of pay may never exceed $&00 an hour
will be caught by the tax revision aimed at the corporation president who earns
$200,000 a year and who has profit sharing or pension trust contributions made
to his account of $50,000 a year. The $500,000 lump-sum pension distribution as-
sumed In the example cited in the Report of the Committee on Ways and Means
supporting the reason for the change effected by Sec. 515 compares overwhelm-
ingly with the $20,000-25,000 that might be received by the $3.00 per hour mem-
ber-employee on his retirement, yet the tax treatment Is identical. Not only is
this inequality, but on a percentage relationship between the two employees it
is confiscatory with respect to the little man. Additionally, as has been pointed
out above, the little man's sole asset for retirement In all but a very few cases
Is his Zenith Profit Sharing distribution. This cannot be believed to be so in the
case of the $200,000 per year corporate president who, it can fairly be assumed,
would have income-producing Investments and/or insurance annuities purchased
during his high Income earning years. Indeed, the Report of the Committee on
Ways and Means In its example as quoted above assumes taxable income of
$35000 annually in addition to the lump-sum pension distribution.

Sec. 515 does not distinguish between those who are "getting away with mur-
der" and those "who will be murdered." Under Sec. 515, as now written the
I.R.W.A. member-employee will pay ordinary income tax oL all of Zenith's con-
tributions to his account after December 81, 1960. It will be paid him in lump-
sum In the year of his retirement or termination of employment for other reason,
aXlbeit this income will be averaged on the five-year "forward" averaging method.

It Is submitted that this tax treatment of the comparatively lower income group,
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which includes all members of I.R.1'.A., is not consistent with the stated reasons
for tax reform as written by H.R. .3270. Your attention is directed to House
Report No. 91-413, Part 1, supra, p. 9, where the Committee on Ways and
Means states:

"The fact that present law permits a small minority of high-income individuals
to escape tax on a large proportion of their income has seriously undermined the
feeling of taxpayers that others are paying their fair share of the tax burden. It
is essential that reform be obtained not only as a matter of justice but as a matter
of taxpayer morale. Our individual and corporate income taxes, which are the
mainstays %A our tax system, depend upon self-assessment and the cooperation of
the taxpayers. The loss of confidence on their part in the fairness of the tax sys-
tem could result in a breakdown of taxpayer morale and make it far more diffi.
cult to collect the necessary revenues. For this reason alone, the tax system should
be improved.

"Tax' reform is necessary both to be sure that those with substantially the same
incomes are paying substantially the same -tax and also to nake sure that the
graduated inoome taa' structure is.orking fairly as between different income
levels. Present law, because of various tax preferences, permits a minority of high-
income taxpayers to escape payment of tax on a very large proportion of their
economic income by arranging to receive various kinds of tax-free income and by
taking advantage of a combination ef special tax deductions. As a result, many
high-income Individuals pay tax lower effective rates than those with relatively
modest incomes." (emphasis supplied;

It is submitted that the same treatment by k ec. 515 of the highly paid corporate
president and the comparatively low-paid production and maintenance employee
is utterly inconsistent with the above-state,4 reasons for tax law revision. The
.R.W.A., therefore, submits that the Cow:uittee on Finance of the United States

Senate very carefully review See. 515 witti specific emphasis on its contention that
See. 515, as it now stands, is not equittale. Neither the purpose for the specific
revision incorporated in See. 515, nec the general reasons for tax reform are
achieved by levying an additional Income tax on those who can least afford to
pay it. In fact, Sec. 515 subverts that purpose and those reasons. Accordingly,
I.R.W.A. makes the following recommendation to the Committee on Finance of the
United States Senate.
I.R.W.A. recommendation as to amendment of seo. 515 as proposed by H.R. 18270

I.R.W.A. respectfully recommends to the Committee on Finance of the United
States Senate that See. 515 be amended by restricting the limitation on capital
gains treatment (H.R. 13270, 91st Congress, 1st Session, p. 290, lines 14-24 incl.,
p. 291, lines 1-2 incl.) of distributions paid after December 31, 1969 to employees
whose compensation for services to an employer computed on an annual basis
exceeds $25,000 per annum or to distributions paid after December 31, 1969
which exceed $100,000 in total.

This amendment to See. 515 would accomplish the specific purpose, compatible
with the general reasons for tax reform, expressed by the Committee on Ways
and Means in House Report No. 91-413, supra. At the same time, it obviates the
objection herein stated that It is not equity to penalize the little man in order
to get at the big fellow. This recommendation, if adopted, would further the
social and moral welfare of the nation by encouraging the vast majority of Ameri-
can workers to largely provide for a self-sufficient retirement through their own
efforts In cooperation with their employer. There can be no question that it would
enhance taxpayer morale on the part of millions of employee-participants in
existing pension and profit sharing trusts.

MIN'NEAPoI.is. 3MIN., Scptermber II, 1969.
Re repeal of 25 percent alternative tax on long-term capital gains for individuals

(section 511-H.R. 18270) and request for treatment of "binding sales con-
tracts" entered Into prior to (but consummated after) effective date In a

anner similar to "binding order" provision for investment credit repeal.
&MA m If o u OMMIr
Whasington D.7.
Da"L Fine:

SUMMARY

Request Is made that "binding sales contracts" with respect to sale on capital
aisets entered Into prior to (but consupomated after) July 25, 1969 be acc ,I,,'
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same tax treatment as sales consummated by July 25, 1969. This amendment
would conform to a similar provision relating to repeal of the investment credit.

For investment credit purposes a "binding order" placed before the effective
repeal date will still qualify for the investment credit. This request is merely
to grant similar treatment in situations where "binding contracts to sell" were
entered into in reliance on the tax outcome and cannot he changed even though
the law subsequently changes the tax consequences of the transaction.

STATEMENT

In examining the 1969 Tax Reform Bill as passed by the Hous, j! Represent-
atives on August 7, 1969, an apparent oversight hts occurred. in '- ruations where
binding contracts to sell capital assets have beea entered but the actual
sale has not mechanically taken place.

Specifically, section 511(C) makes the effective date of this etlon July 25,
1906. Consequently, "binding sales contracts" entered into pri-or to that date
but which were not completed until some time subsequent to that date will
still nonetheless be subject to the new rules.

By imposing the provisions of section 511 on contracts which were binding
at July 25, 1969, this law will cause taxpayers who entered into binding con-
tracts to sell capital assets to be subjected to a law which was nonexistent
at the time the contract became binding. The parties will be subject to results
which they could not possibly have contemplated when the contract was entered
into. This result seems inequitable and contrary to principles of our legal system
which are intended to create certainty in our tax laws so taxpayers may rely
on the law as it exists when they sign contracts.

With respect to taxpayers so clrcumstanced, it would also appear that this
lack of certainty arises only in situations where there was no knowledge of
the effective date of July 25, 1969, or where the contract by its terms could not
be completed by July 25, 1909 or prior thereto. Consequently, the inequities of
section 511 (C) fall on those who could not prophetize the change or were
unable by contractural terms to complete the contract by July 24, 1969. Anyone
that could have had knowledge of the proposed amendment to the law on
July 25, 1969 would have the opportunity to sell or not sell and thus could
determine the tax treatment.

The House recognized a similar inequity when it Inserted the "binding
order" rules when it eliminated the investment credit.

It would seem necessary and equitable that a similar provision ullowing
taxpayers who entered Into binding contracts to sell capital assets at July 25,
1969 be eligible to be accorded the same tax treatment as those taxpayers who
sold capital assets prior to July 25. 1969.

Consideration should also be given to amending section 511(C) with respect
to distribution by corporations who elected to liquidate in one year under
section 337 of the Internal Revenue Code of 1954. Section 337 was designed
to eliminate double tax (once at the corporate level and again at the shareholder
level) when a corporation sells its assets and distributes the proceeds to its
shareholders. In situations where corporations made the proper election and
sold their assets prior to July 25, 1969, but did not distribute the proceeds
until after that date, an obvious inequity occurs.

In any event, "binding contracts" to sell entered into prior to July 25, 1969,
but not settled until after that date should be accorded the same tax treatment
as sales of capital assets consummated prior to July 25, 1909.

Respectfully submitted.
HASKINS & SELLS, CERTIFIED PUBLIC ACCOUNTANTS,
FREDERICK W. BASSINGER, Partner,
KENNETH R. SWANSON, Partner,
DONALD R. JOHNSON, Partner,
BURNELL LARSON, Partner.

STATEMENT BY NIAGARA MOHAWK POWFM CORP., SUBMITTED By R. D. CONSTABLE,
VICE PRESIDENT

On behalf of all employees of Niagara Mohawk, we urge you to modify Section
515 of the Tax Reform Bill so as to retain the present law which, under certain
conditions, subjects to personal income taxation only at capital gains rates a
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lump-sum distribution to an employee attributable to the employer's contribution.
The new bill would apply ordinary income tax rates thereto.

Niagara Mohawk's Employee Savings Fund Plan has been in operation nearly
five years and is duly qualified by the Internal Revenue Service. Attached as;
Appendix A is a current statement of the plan's status. It is available on a
completely uniform and non-discriminatory basis to any employee with five
years of service or more: 86%, or over 6,000 eligible employees, now participate.
Niagara Mohawk contributes amounts equal to 50% of the employee's contri-
bution which is limited to a maximum of 6% of his pay. Niagara Mohawk common
stock is bought in the open market only by Plan trustees. Hence operation of
Niagara Mohawk's plan does not involve new financing.

Niagara Mohawk's Plan permits a "one chance" opportunity for an employee
to withdraw the Company's contribution at the time of vesting, which is the end
of the third year after each contribution year. If not then withdrawn, the
Company's contribution for such year remains in the Trust until the employee's
service terminates by death, retirement or otherwise.

Niagara Mohawk's Plan is highly desirable in the interest of its employees,
Niagara Mohawk and in the public interest.

It presents an opportunity for all employees, particularly "rank and file" em-
ployees to accumulate a substantial sheltered cushion of security with his em-
ployer's help, against his possible untimely death, to supplement his retirement
income, to bridge possible periods of unemployment or to meet other emergency
expenses such as those of high educational costs, prolonged illness and so
forth under a borrowing privilege incorporated in the Plan.

It presents an opportunity for employees, again especially those in the "rank
and file" category, to feel that they have an ownership interest in the business
enterprise in which they are employed.

Hopefully, as participants' equities increase, there will develop a greater
mutuality of interest between employer and employee through greater under-
standing of management problems, greater interest in the success of the enter-
prise and consequent lessening of tensions which may from time to time arise
between labor and management

Most importantly, the Plan is a distinct deterrent to inflation by channeling up
to 6% of an employees pay into non-spendable savings represented by Niagara
Mohawk stock or United States Government bonds.

Under existing tax laws, Company contributions withdrawn without termina-
tion of employment are taxed as ordinary income. Such withdrawals on death
or retirement are deemed to be capital gains, a considerable inducement to
participate in the Plan and accumulate savings in the Trust.

HR 13270 would change thte existing code by making the Company's contri-
butions taxable as ordinary income whenever received by the participant. This
would nL~lify all of the objectives of this type of plan by removing a participant's
incentive to accumulate for the future. The average employee probably would
withdraw his own and the Company's contribution as soon as he became vested
in the latter. In such casse, the Plan would simply become a slightly deferred
wage compensation program, operated at considerable expense and completely
self-defeating as to the foregoing desirable features.

In fact, the Plan would probably have to be terminated.
The above change in HR 13270 is undoubtedly designed to eliminate special tax

advantages in this and other areas to very highly paid employees. For a non-
discriminatory plan of our type (and there are many like Niagara Mohawk's),
we believe this to be illiberal, regressive legislation and not in the public interest

Proper objectives of the Tax Reform Bill are possible without depriving the
great majority of employees participating in a plan of our type of their incentive
to save.

We urge that present capital gains treatment be continued If a plan is non-
discriminatory as to eligibility and is subscribed to by a majority of all eligible
employees.
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NIAGARA MOHAWK POWER CORP., EMPLOYEE SAVINGS FUND PLAN,
SUMMARY OF INVESTMENT ACTIVITY

Number of
shares pur-

chased or Average
face value price Amount

Stock fund:
Balance Dec. 31, 1968 ....................................... 596,711 .............. $13,000,561
Purchased:

1st quarter 1969 ........................................ 46, 682 .............. .1, 009, 681
2d quarter 1969 ........................................ 59,271 .............. .1,190,757

Total June 30, 1969 .................................... 702,664 $21% 15, 200,999
Amount of employee deductions and company contributions for

June 1969 not invested until July 1969 ..................................................... 128,297

Total, stock fund ...................................................................... 15,329, 296

Government fund:
rotal at beginnIng of quarter ................................. 104 $104,000 985 102,465

Purchased during quarter ................................ 29 29, 000 986 28,599
Government securities sold during quarter ................. (22) (22, 000) (1,000) (22, 000)

Total at end of quarter ................................. 111 111,000 983 109,064
Amount of employee deductions for June 1969, not Invested until

July 1969 .............................................................................. 657

Total, Government fund ................................................................ 109,721

NUMBER OF PARTICIPANTS

Total subscribed

Total Government Percent of
eligible fund Stock fund Total participation

Apr. 1, 1969 ..........................
July 1, 1969 ..........................

Increase or decrease ) ...........

6, 953
7, 006

67 5,840
67 5,956

53 0 116 116 ..........

INDT.sTmL NUOLEONICS CORP.,
Columbu8, Ohio, October 8, 1969.

Hon. RUSSELL B. LoNo,
U.S. Senate, Wa8hingtoN D.O.

DEAR SENATOa LoNG: Most Americans are willing to pay fair and equitable
taxes. Yet I don't believe anyone wants to see our American free enterprise
system damaged Just in order to bring a few tax offenders in line--by the rich,
middle class, or otherwise.

I am greatly concerned about the Impact that Increased capital gains taxes
(beyond the present 25 percent maximum) will have on those who own a sub-
stantial part of their business or engage in their own farming operation. Many
manager-owners of small- to medium-sized businesses are locked Into their com-
panies in the sense that virtually all their assets are In the business. Higher
capital gains taxes on eventual sale of long-held capital (assets or equivalent
stock) amounts to a virtual confiscation of capital generated over a substantial
portion of a lifetime. I would like to emphasize that I am not talking about
profits from the purchase and sale of securities (stocks, bonds, etc.) held for
relatively short periods of time-say-six months to one year.

Enclosed Is a statement outlining the -basic concern of myself and others in
similar situations. Perhaps the material therein sheds a different light on capital
gains tax modifications. Hopefully, It will be useful to your deliberations. I would
be glad to testify to the above viewpoints and the material included In my
statement.

I would hope that the Senate Finance Committee would give consideration to
(1) not doing away with the 25 percent maximum limit on long-held capital
gains and (2) proposing a graduated downward capital gains tax rate for assets
generated In a business and held for yery long periods of time (five to fifteen
years).

5,907
6,023
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America needs new enterprises to supply the growing needs for goods and
services of our population and to maintain full employment.

Yours sincerely,
H. RoY CHOPE,

Exemstive Vice President.

EFFECT OF INCREASED CAPITAL GAINS TAXES ON FORMATION OF NEW BusINEssEs

INTRODUCTION

As a small businessman, I am concerned about the terrible effect that higher
capital gains taxes will have on the formation of new companies. According to
my understanding, the Tax Revision Bill passed by the House of Representatives
(HR 13270) and now before the Senate will increase the maximum capital gains
taxes paid by eliminating the "alternate calculation" (effectively eliminating the
25 percent maximum capital gains taxes). Eliminating the "25 percent maxi-
mum" works a hardship on (1) businessmen who own a good portion of their
companies, (2) independent farmers, and (3) employees with an equity in their
companies.

It would be my hope that these comments could become part of the record
considered in the deliberations of the Congress. My statements drawn from my
own experience in creating, building, and running a business. Nevertheless, many
other owner-businessmen find themselves in the same situation I am In now.

THE HIGH RISK OF STARTING A BUSINESS

Part of the great American dream has involved the opportunity to start one's
own company. Under the best circumstances, the risks of eventual personal eco-
nomic success are fantastically high. According to surveys run by Dun and Brad-
street, only about one out of ten new businesses survives beyond ten years. Hence,
the odds against "business survival" are nine to one. Other studies have shown
that of those who do succeed in keeping a business alive, only between one to two
out of ten earn more money doing it than they would if they had sold their serv-
ices to someone else. (It usually takes a reasonably competent, hardworking in-
didivual to have the stamina to stay in business.) Hence, the odds against an
individual doing better in his own business than in selling his services to someone
else (to industry, to the government, or to universities) is one in fifty to one in one
hundred.

What motivates an individual to try his hand in business? One motivation Is
certainly that he wants to do it and wants to make a genuine contribution to
our way of life. The other motivation is clearly economic: if the individual does
succeed against the heavy odds and has a substantial portion of ownership in
his business, he can look forward some day to realizing part of the capital he has
generated.

BUSINESS SUCCESS DOES NOT COME FAST

From time to time there have been proposals made and some enacted to en-
courage the starting of new businesses. Today it seems to be particularly im-
portant to encourage entrepreneurship among various racial minorities. The Wall
street Journal of September 23, 1969, carried an article, "Ailing Entrepreneurs-
Some U;S.-Assisted Black Businesses Lag After Initial Financing." The article
cites many problems for lack of Initial success. One of the more important ones
was not emphasized: success Is as much a matter of staying power, willingness to
sacrifice, and hope for an eventual long-term payoff as it Is anything else. Quick
incentives and short-term provisions In any tax matter would not be enough.

Citing my own case, my business is about nineteen and a half years old; but it
is only within the last five years that We have really started to grow and pro-
gress. A rough rule of thumb In much of American industry is that it takes ten
yeftrs to really generate a good "take-off platform" for real growth.

One view that is very important Is: "People at the bottom have to be able to
generate capital on the way up." Capital generation Is necessary to allow the busi-
nes t grow from within. Capital generation is al& necessary so that somewhere
at the end of a 1ong, and tortuous, end uncertain fre-ad the business manager-
owner inay realize and obtain part of the capital he has created.
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A CASE STUDY-MY OWN BUSINESS, INDUSTRIAL NUCLEONICS CORP.

The major points I have attempted to emphasize In these remarks can be illus-
trated from a history of my own business.

In 1950, my brother and I formed the first industrial concern to app)y atomic
energy to Industrial purposes. Wc formed a company, called Industrial Nucleonics
Corporation, in Columbus, Ohio. The total capital dollars put in the company by
outside investors were somewhat less than $200,000. Under the original arrange-
ment, my brother and I were supposed to work for two years with no salary as
part of our deal. Actually, is it turned out, we worked five years without ap-
preciable salary and put in $25,000 cash we had borrowed. We naturally accuniu-
lated considerable debts over the years in order to support our families in the
meantime.

As the company grew, we brought in outstanding young professional people.
The main motivation and incentive for them was the promise that they too
could participate in company equity and ownership. A few who were able to
borrow money purchased stock then. Others had to wait until some twelve years
later, at which time the company could go to our outside stockholders and get
approval for a good stock option plan. This had to be based upon the fact that
our people had produced exceptional results through exceptional dedication,
capabilities, and hgrd work. Today, the majority of the company is owned by
our own employees.

In my own case, the following Illustrates the above:
1. 1 worked for five years for "zero" or negligible salary.
2. By 1962-63, I was deeply in debt (to the tune of more than $100,000). I

sold stock in a "private offring" just to (a) get out of debt, (b) add ol to my
residence, and (c) provide a little more income for my family (which by this
time Included four children). But even with a substantial stock sale, by the
time I had paid my capital gains taxes, had selling commissions and costs de-
ducted, and paid off my debts, I was bck to "ground zero"--out of debt, but
still with the major bulk of my assets locked into my company.

WHERE ARE THE FUTURE TAX DOLLARS GOING TO COME FROM?

From external appearances, my present company. Industrial Nucleonics. is
highly successful-but it has taken almost twenty years. Some 420 of our ap-
proximately 800 employees participate in ownership of the company. They, like
the founders, made a contribution in extra effort and other sacrifices.

The company has during its successful history paid (or committed Itself to
pay) some $8 million in Federal corporation taxes. The $8 million of Federal
taxes is only part of the tax story. This does not include the substantial income
taxes now paid by our personnel nor the many state, county, and municipal taxes
that are paid by both the corporation and individuals. An indication of the above
statement that success comes slowly Is the following: the largest part of my
company's taxes has been incurred (and profits generated) within the last five
years. On the tax side, some $5 million of taxes have been Incurred during the
last five years.

A major worry of myself and people like me Is this: If the incentire to go Into
business and prosper 0s blunted, what will take the place of corporate and indi-
vidual taxes that might have been generated but weren't?

A recent perusal of growth companies over the last two decades indicates that
small companies do get started, create many jobs and hire people, and become
substantial taxpayers. Companies such as Xerox, Polaroid, Texas Instruments,
Hewlett-Packard and Litton Industries illustrate the point.

MY RECOMMENDATIONS

The above states my concern for the middle-sized and small businessmen
whose capital is locked into their companies. Such capital represents the great
bulk of their assets. Debilitating and ever-increasing capital gains taxes will
militate against their continuing their businesses and in many ca.s force them
to sell out and take whatever resb.ue of their capital they can obtain.

Certainly if my name were Rockefeller, Post. or Benton, perhaps I too would
not be concerned about Increased capital gains taxes-as seemed to be implied
in the recent Wall Street Journal article, titled "Tax Bill Impact-Some Wealthy
Assail Plan Aimed at Them. But Others Approve." As was therein cited, the
super-rich may have a base capital fortune of-say-$100 to $200 million. A some-
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what higher capital gains tax on incremental appreciaton beyond this base
doesn't hurt too much.

I am further not talking about profits In stockq which are bought and sold
after being held for a little over six months. Perhaps the holding period for
"true" capital gains should be extended. In my own case, a holding period of five
to ten years to establish a "true" capital gains is reasonable. I and others like
me worry about the basic shrinkage of our fundamental capital assets through
increased capital gains taxes. Once the breakthrough is made to tax capital
gains at more than (a maximum of) 25 percent, no one could seriously contend
that the rate would not go higher.

I specifically would make two recommendations. These are:
1. That the alternate capital gains tax calculation be retained (providing a

25 percent maximum rate) for truly long-term capital gains. The holding period
could be one, three, or even five years.

2. That consideration be given to a lower, graduated downward capital gains
tax for "generated" business capital which has been held for longer periods
of time (perhaps five to fiteen years). This would allow owner-businessmen to
"translate" capital from one growth organization to another (possibly to
stimulate other growth companies which in time would become good taxpaying
corporations).

In a recent interview in the U.S. Neo* d World Report, Chairman Wilbur
Mills commented-not unfavorably-upon the possibility of a lowering capital
gains tax rate being made a function of the holding period.

To quote a fairy tale: "Let us not kill the goose that has laid the golden
egg." Our American system of free enterprise and business has produced great,
benefits. These have been made possible by the initiative of many "dreamers"
and "doers" w*ho were willing to risk their time, effort, and money in creating
new enterprises. A short-term fix yielding more taxes now may only come back
to haunt all our economy in the future.

STATEMENT OF T E PROCTER & GAMLE Co., SUBMITTED BY JAMES M. EWELL, VICE

PaEmrD-MANwrACrUuNo AND EmLOP E RELATIONS, RE SECTION 515

TOTAL DISTRIBUTIONS FROM QUAL[EIED PENSION, ET CETERA, PLANS

This statement is presented on behalf of some 24,000 employees of Procter &
Gamble who participate in the Company's retirement plans. Over 80% of them
participate in profit sharing plans of the Company and its subsidiaries, and the
remainder in pension plans of subsidiaries. These 24,000 employees live and
work in all 50 States of the Union.

Procter & Gamble employees and thousands of employees of other firms would
be adversely affected by the treatment of lump sum distributions from qualified
profit sharing and pension plans provided for in Section 515 of H.R. 18270. We
request, therefore, that the Senate Finance Committee eliminate Section 515 from
any tax bill.

We believe the following points are important for the Committee to consider:
1. Employee profit sharing began in Procter & Gamble in 1887 and, today, after

more than 80 years is the oldest continuous profit sharing program in the United
States. Our Plan was initiated for hourly paid workers and clerical staff. In 1945,
the Company extended profit sharing to all classes of employees and the current
profit sharing plans are all qualified plans under the Internal Revenue Code.

These plans are the principal Compny-based source of retirement income for
all employees Section 515 would adversely affect these people even though we
believe this result was unintended.

2 Over 90% of retiring hourly workers And salaried employees request lump
um distributions from the profit sharing plans. These requests are made in spite

of various other alternative methods of distribution which are available and for
iescn* other bAn tat saving.

1tRtifow employees request lump sum distributions for a number of reasons, in-
cludifg the deelte for a free rein in handling their own resources, the desire to
S ea eait l umie id puarcAsing a small fta m, a duplex, or motel which would
citfi a rIdene with an active ref t interest, or the desire to relocate

We believe thathe adverse effects of Section d15 would tend to discourage the
ave"0grtitkvm 'requesting a lump sum distribution In the future and this
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-would call for a significant change in his retirement planning which is unwar-
ranted and undesirable.

3. Section 515 is extremely complex and will not be understood by the average
retiring employee. As a result, he will be confused and may make wrong decisions
that can have a serious effect on his retirement income. For example, under the
proposed five year averaging provisions, most retiring employees will be called
upon to overpay the tax on a lump sum distribution, and then, after five years
of meticulous record keeping, file a claim for refund. Another part of the pro-
posal would make it advantageous for people to retire early in a calendar year,
and this artificial incentive can work to the disadvantage of the retiree and his
employer.

4. The tax ru!es which have been in effect in substantially their present form
since 1942 are equitable and simple. Lump sum distributions are presently taxed
on a fair basis and the method is one that the average employee can understand
readily. We do not believe, therefore, that it is necessary to revise these rules.
Section 515 would introduce inequities and complexities which we believe would
place an unrealistic burden on recipients of lump sum distributions.

In summary, we recommend that the present tax treatment of lump sum dis-
tributions be retained. It is fair and simple and should not be replaced by the
alternative in Section 515 that would be both inequitable and complex and that
would place added burdens upon the average retiring employee.

DISCUSSION

Over 90 percent of Procter d Gamble'. employees ohoose lump-sam distributions
for marV reaow

In 1887 Procter & Gamble inaugurated what is now the oldest continuous
profit sharing program in the United States. All Procter & Gamble employees
participate in profit sharing plans which permit lump sum distributions, or in
pension plans, most of which permit some type of lump sum distribution. These
plans provide Procter & Gamble employees with their principal source of re-
tirement income from the Company. Our plans are qualified under the Internal
Revenue Code and, therefore, cover a broad spectrum of employees.

Well over 900% of all Procter & Gamble employees in profit sharing plans
request and receive lump sum distributions, even though the plans permit a
variety of other distribution options such as annual payments over a period of
years, purchase of an annuity, or a combination of these alternatives. This
clearly shows that requests for lump sum distributions come from employees at
every compensation level in the organization and not Just from "highly com-
pensated" executives.

Lump sum distributions are sought by more than 90% of our participating
employees for a variety of reasons. The desire to have a free rein in handling
their own resources is the overriding reason in virtually every case. Some re-
tiring employees have planned for years to buy a small farm, a duplex apart-
.ment or a motel which would combine a residence with an active retirement
Interest. Others plan to relocate in warmer climates, purchasing a new home
and reorganizing their way of life after retlh~nient. They obviously necd the
capital nestegg of a "lump sum" retirement distribution for these purposes.
There are other reasons, of course, why employees prefer the control of their
own resources which comes with lump sum distribution. For instance, an em-
ployee in ill health might rightly conclude that his family will be far better
off financially if he takes his retirement benefits in a lump sum distribution and
handles It himself rather than purchase an annuity which would yield less if he
were to die In two or three years.

Included in all of these reasons Is a concern over inflation which adversely
affects dollar annuities. The retiring employee often prefers and needs to use
his retirement income in a manner which will protect him as far as possible
against shrinkage of the dollar.

In many Procter & Gamble retirement plans--and this is true of plans of
other companies-lump sum distributions are mandatory in the case of death;
neither the decedent's widow nor his estate has any option to receive any other
type of payment.

Tax saving is seldom the primary reason for requesting a lump sum distribu-
tion. More often the lump sum distribution is requested because the employee
has carefully, thought out his retirement plans and sees quite clearly how he
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wants to use these retirement funds to suit his own individual and family
needs. In many cases, this planning hats implicitly assumed that present tax
rules would continue to apply to lump sum distributions.
Section& 515 is Mcquitable and overly tv nplc and will causo con fusion for

retiring em ployees
Section 515 substitutes ordinary Incone treatment, with five year forward

averaging, for a portion of the capital gains treatment provided tinder present
law. In our Judgment, its provisions do not give adequate recognition to the
fact that employer contributions to a profit sharing plan have been made ove'r
the many working years of an employee's career. The provisions also unjustly
compress a number of years' retirement benefits into a "five-year-averaged"-
ordinary-income-tax stracturv,.

The proposed tax treatment will be a matter of concern and confusion to rniny
employees. In our Company already many employees have expressed concern
,over the effect of the proposed legislation on them. Since the proposed tax
treatment Is extremely complex, It contains pitfalls for employees, almost all of
whom are unsophisticated in tax matters.

Retiring employees, regardless of income level, would rnd themselves faced
with complicated record keeping for the preparation of tax returns and refund
claims. Requirements such as five year forward averaging with a refund look-
back would compel a taxpayer to preserve all his records for a five year period
to be able to prepare and file refund claims. This would be an undue burden on
retiring employees particularly those who may lose or misplace necessary records
in the course of relocating after retirement. Also, there are certain to be many
cases where the employee may not realize, or may forget, that he is entitled to
make the five-year look-back computation. In such cases, this could result in the
overpayment of taxes by small taxpayers.

Finally, Section 515, even with its five year forward averaging, falls to deal
appropriately with the "bunched income" problem, The progressive income tax
rates will cause a lump sum distribution to be taxed In higher brackets than
would normally be true if the distribution had been received over a period of
years. Actuarial tables Indicate that an employees retiring at age 00 hits a life ex-
pectancy of 18.2 years, and one retiring at age 65 has an expectancy of 15.0 years.
Normally then, if the retirement benefit is not paid in a lump sum, it would be
spread over this period (in many cases, the benefit might be paid over a longer
period since It might cover a Joint and survivor period which includes the life
of the employee's spouse). Section 515, however, would assume automatically that
the lump sum payment would otherwise have been received over a five year
period. This seems to us most inequitable.

The five year forward averaging provisions are also mechanically deflclent.
They will in most cases, automatically result in an overpayment of taxes which
the government will bold for five years when it may be needed by the retiree. The
portion of a lump sum distribution which would be taxed at capital gains rates
under the House Bill would cause the computation of the tax on 'A of the ordi-
nary income portion of the distribution to be at a high rate of tax. The capital
gq!n wovn!d normlly puh the employee into a much hLgher tax bracket titan he
will maintain over the next four years after retirement. Under the five year "look-
back," the employee would then be entitled to a refund but he would have been
deprived of the use of this retirement money for four to five years.

We also expect that Section 515 would create artificial pressures on employees
who are deciding the timing of their retirement. Section 515 would make it im-
portant for a retiring employee to take his lump sum distribution in a year when
he has a minimum amount of other income. The informed retiring employee
would, therefore, prefer to retire In January or February to minimize his other
income. The unwary taxpayer, however, would continue to retire at whatever
time seemed roost appropriate-in the light of his own circumstances without re-
gard to any tax consequences attaching to the retirement date. Present law does
not contain the disruptive possibilities Inherent under Section 515.
Present tax rules are fair, equitable, and simple to und
Preoet tao rule* are fair, equitable, and simple to underetan*

For 27 years the Internal Revenue Code, has provided that a retiring employee
who takes his retirement benefit from a qualified plan within one taxable year is
subject to Federal Income Tax on this payment as a long-term capital gain. The
retirement planning of our employees during their whole business lives have
been based on the premise that these present rules will continue. This current tax
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treatment is based ol the very solid principle that the employee's accumulation in
the plan has been built up over a working career of many years.

The new tax rules, which would change rules in effect since 1942, lack the
virtues of fairness and simplicity. They will create major administrative prob-
lenis for tile Internal Revenue Service and for taxpayers. The present rules have
worked well, and should not be changed except for very compelling reasons. We
do not believe that the reasons advanced thus far for the changed rules meet
this test.
Suminury

Section 515 would eliminate long-standing rules covering the tax treatment of
lump sum distribution from qualified retirement plans. These changes were
accepted by the House of Representatives on the apparent premise that lump sum
distributions are used almost exclusively by a few highly compensated execu-
tives. We do not believe the members of the House of RIepresentatives were awa re
of the large number of employees who would be affected by these proposals. Maly
plans permit or require lump sum distributlonis for all employees covered by the
plan regardless of salary level. In Procter & Gamble, over 90% of the Irtlclpants
in profit sharing plans choose lump sum distributions. These distributions serve
nany retirement purposes, almost all of which are wholly unrelated to taxes.

Because so many retiring employees at all income levels would be affected by
the proposals, and because most of them are not tax experts, the propo,qls should
be easy to understand. They are not. We believe the proposals are unduly complex,
and are in many ways inequitable. Present law is both fair and simple to under-
stand and, in our opinion, properly taxes the retirement income accumulated over
the employee's working career.

In closing, we state once more that The Procter & Gamble Company, in the
interest of its employees who participate in its retirement plans, recommends
that the Senate Finance Committee give serious consideration to the continuance
of the present tax treatment of lump sum distributions from qualified retirement
plans.

We thank the members of the Committee for their consideration of our request.

STATEMENT OF ARNO HERZBERO, CERTIFIED PUBIo ACCOUNTANT, UNION, N.J.

Sir: In response to your request for a statement on the capital gain provisions
of H.R. 13270 1 submit the following comments.

ACTION ON CAPITAL GAIN PROVISIONS S91OULD BE POSTPONED

It is respectfully recommended to postpone action on the pertinent Sections 511
to 516 of the House Bill pending a thorough study of the entire capital gain struc-
ture. This study should solicit the views of authorities in this field, should
extend to laws of foreign countries, and should examine the possibility to sep-
arate the capital gain taxation from income tax laws in general. The House
Ways and Means Committee began such a study In 1959, but the discussions
never lead to any meaningful action, simply because they were conducted in the
framework of a general study of tax revision.

Other reasons that support a recommendation to postpone action on the House
Bill, as far as capital gain provisions are concerned, are as follows:

1. The House bill was adopted in an emotional reaction to disclosures about
tax inequities especially in the capital gain field,

2. The bill was adopted without consideration of the far-reaehing economic
effects of tax changes on national income. savings and Investment,

3. The capital gain provisions of the bill are again patchwork, opening new
Inequities,

4. The bill does not show a new approach to capital gain taxatAon and doe., not
change present short-comings,

5. The bill does not consider the staggering problems of enforcement that are
created on top of existing problems. The preparation of a tax return with income
subject to provisions of the House bill will require more recordkeeping and will
be more time consuming,

I Author "Saving Taxes Through Capital Gains" (Prentice-Hall).

33-805-69-pt. 3-42
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The House bill continues the unfortunate trend in recent legislation to per-
petuate contradictions,
T. The bill shows Inconsistencies in applying the capital gain concept.

CrUiciem of bU (seo. 511-516(u), 461)-Rooommendations
1. The proposed change In alternative capital gain tax for individuals and

corporations overlooks the fact that even the present 25 per cent or 30 per cent
maximum tax freezes existing investments and thereby reduces the funds that
otherwise would go into new ventures. The fact remains that many authorities
have recommended not a higher but a lower tax for true long-term capital gains.
An increase was and Is considered as very harmful by them.

The reason given for the change in the bill, i.e. that it is not appropriate to
allow high-income taxpayers to reduce their effective tax rate by means of thc
alternative capital gain tax, i at variance with all past thinking, which was
influenced by the need for capital formation and unlocking investments.

2. Capital losses of individuals were allowed as a deduction but always with
the thought that it is necessary to protect the revenue. This deduction has been
changed so often that new -reasons must be found to change the deduction again.
As reason for the proposed change the example is given that taxpayers who are
able to manage their investments to realize their gains and losses in different
years are able to take advantage of the 50 per cent deduction for long-term
capital gains in one year, and yet obtain a full deduction for long-term losses
in another year. Although I have recommended such a tax saving device in my
book on capital gains, I have failed to come across of any taxpayer who would
be such a successful manager of his portfolio that he could take advantage of this
device. It is not necessary to further complicate the Code. The $1,000 deduction
against ordinary income is a bare minimum. It has lead to administrative diffi-
culties because the loss to be carried forward indefinitely will have to be
proven every year.

It is therefore recommended not to adopt See. 512 of the bill, but to restore
the previous provision that the $1,000 deduction against ordinary income can
be carried forward for five years. Another step would be to allow capital losses
only against future capital gains, but then in full. This would eliminate to a
certain extent, the so called tax selling and would Induce investors to hold
their securities in a bear market
& Letters, memorandums, etc., especially in the form of collections, are typical

assets. The bill, in its present form taxes gains from their sale as ordinary in-
come, because they are similar to a literary or artistic composition which is
created by the tax payer's personal efforts. No estimate of revenue gained is
given. In fact, any additional revenue should be extremely small.

This is a typical case where the attempt is made to legislate details which
again gives rise to doubts and controversies and makes the Code that much
more complicated. Actually, there is no need for this provision. Any misuse could
be dealt with on the administrative level. Since, most of the time, in such a
case the question of valuation is involved, the Commissioner has ample oppor-
tunity to stop any misuse.

4. The bill proposes to extend the holding period that distinguishes long-term
and short-term capital gain from six months to one year. In the list of the rea-
sons given for such a change no mention is made of the so called locked-in
problem which has been the object of many studies. These inquiries, in general,
came to the conclusion that a lengthening of the holding period would impede
the mobility of capital assets and compound the locked-in problem.

A table giving figures of the year 1982 is used by the report on the bill to show
the higher the adjusted gross Income of the taxpayer, the more he is inclined to
take long-term capital gains. It seems that these figures dating back to 1982 can-
not tell the story of 199 In the first place, they explain something which seems
to be natural. Taxpayers in the lower brackets are inclined to invest in mutual
funds. Their long-term capital gains from these sources do not show on a tax
return with e specific holding period. Even in 19e2 these gains make up 13.8 per
cent o all lontterm capital gains Since then we have experienced the boom
of the mutual fund industry and the number of security holders has Increased
tO 26 million. Secndly, taxpayers in the higher brackets will always be in a
position to hold investments longer or they lil not change them at all. Legis-
lators have always been presented with the effects of the holding period as far
an Satn are concerned. Their attention has never been drawn to the fact that
a short holdnf perIod can have a very stabilizing effect In a bear market.
The tollowing table shows how much of hisx profit of $1,000 a taxpayer can lose
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i a declining market if he sells long-term instead of short-term. The higher
the taxpayer's bracket, the more it pays if he waits to sell long-term instead of
short-term. With a short, six months holding pericd such a taxpayer would not
throw his stock on the market at the first sign of a decline. A 12 months holding
period does not make it worthwhile to take a risk of a further decline. A long
holding period would thus accelerate a decline and create a bear market much
faster than a six months holding period. In a rising market a longer holding
period would double or triple the required percentage of gain on any reinvest-
nient to be made with the proceeds of sale after taxes. Up to this day, all au-
thorities in the capital gain field have recommended a lower holding period
than six months which would bring In more revenue and solve the locked-in
-problem.

PERCENTAGE PROFIT OF $1,000 CAN SHRINK IF SOLD LONG TERM (MARRIED, JOINT RETURN)

Left of $1,000 alter tax if sold- Percnt profit can
Rate IncludIng drop If sold

Taxable Income up to- surcharge Short term Long term Iong term

10 OD ................... 24.2 $748 18.2'o000 . . ............... 30.8 $2461& Z

$000 ..............----- 42.9 571 786 31.5
000 ................... 49.5 50 73 32.9

1 000 .................. 6 .0 450 725 37.91,00" ................ 6& 0 340 725 5& 1
1675 49.

K200,000 ................... 75 9 241 725 66
1675 164.3

'Proposed 1971.

5. The proposed provisions affecting pension and other plans add again to the
Siozplications that plague the Revenue Code. The revenue raised through these
changes is negligible; there Is no relation to this revenue and the cost of enforce-
w znt for the taxpayer and the government.

Since distributions from profit or pension plans constitute deferred compensa-
tion, they should be treated as ordinary income. The provisions for averaging
Income will take care of any excessive increase In tax. In addition, plans will
not be forced to liquidate investments if a8 a consequesne of uch a treotmeW,
distributions would be spread over more than one year.

6. The proposed provisions for sales of life estates, casualty losses and fran-
chises are of a technical nature and clarify certain situations.

7. The repeal of the Investment credit leaves one problem unsolved that has
been and is an urgent question for American industry. The necessity to modern-
ize u achinery will no longer receive recognition through tax legislation. This
will effect especially the swall manufacturer who Is under constant pressure to
raise working capital. Without much loss on revenue an extension of Section
1231 should be considered. This section was originally Inserted in the Code to
take care of the rise In prices of used machinery during the war. This problem
is still with us in an Inflationary period. The incentive to buy new machinery
and replace old one is being reduced by the fact that the sale of old machinery
results in a tax which is higher than ever through the recapture provisions of
the Code.

It is proposed to amend Section 1231 as follows:
If assets of like or similar nature are acquired within one year of the sale

of the old asset, the gain on the sale is figured as heretofore, but the gain
is used to redu-e the basis of the new asset. In case of a plant the one year
perlod is to start one year before or after erection of the new one.

Such a provision would have these results:
1, Working capital for the purchase of a new asset would be freed,
2. Benefits are not dependent on profits like in the case of the investment credit,
3. INurther complIcation of the tax structure, especially elaborate recordkeep.

ing, is avoided,
4. The true meaning of the capital gain provision-to give recognition to the

rise in the economic plateau of the country-is maintained,
5. The effect on the revenue through a decreased depreciation allowance would

be megliglble.
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General ob8crvations
There is a relationship between capital gains and inflation. The cost of living

has increased by about 25 per cent during the last ten years. An increase in the
value of any asset is therefore partly a product of inflation. The question arises
whether a tax that is levied on such an increase is not harmful to capital form.
tion or still has anything to do with increased income. The bill does not make aiJV
attempt to attack this problem.

The bill wants to lower income taxes in a period of inflation. So far economists
have held the opQicsite to he true.

The bill wants to increase the standard deduction hitting the average hnme.
owner in favor of the apartment dweller. So far any Tax Act has favored the
homeowner.

Unfortunately, the spiritual climate in the country has undergone radical
changes since the last Revenue Act was passed. The air is polluted with nega-
tivisin. extremism, hysteria, and demagoguery.

The question arises whether in such a climate a meaningful and durable Tax
Reform Act can be enacted at all.

STATEMENT SUBMITTED BY BONNER HOFFMAN, SECRETARY, GEUDER, PAESCHKE &
FREY Co., 'MILWAUKEE, WIS.

The law regarding distribution from qualified pension plans should not be
changed. Specifically, capital gain treatment for lump sum payments upon
permanent separation of employees from a company with a plan providing for
lump sum distribution of benefits should renmin.

1. Workers covered by pension plans are the backbone of the United States
economy. They have worked bard for many years, and paid proportionately
the highest taxes of any group. This tax money supported the senators while
in office and paid their pensions when they retired. These taxpayers also sup-
ported relief recipients, other underprivileged people, and provided old age
assistance for people who had not qaved any money.

2. It Is grossly unfair after a lifetime of hard work to arbitrarily reduce
their life savings by taxing the company contribution at ordinary rates. Due
to an annual Inflation of 2% a year, which is certainly a minimal figure, in
30 years the company contribution would have declined to 40% or less of its
value when contributed.

3. The feature of forwarded income averaging is too complicated to explain
to pension plan participants, and even more complicated to calculate. When a
person has retired, he does not wish to spend a great deal of money hiring a tax
attorney to claim refunds over ' be following 5 years in order to recoup the
excess taxes paid upon retirement.

4. While It is recognized that the government needs tax money to provide
for the welfare of those who are unable to work, it should not penalize those
people who are willing to sacrifice all their lives in order to provide for their
own old age.

5t It is to the economy's benefit for corporations to contribute to such pension
plans, as such funds become a source of capital which is Invested and is uised
to provide jobs for the ever Increasing numbers of people entering the work
force. Nothing should be done to discourage this practice.

6. It is hoped that you will take these factors in consideration during your
deliberations, and eliminate this confiscatory provision in House Bill H.R. 13270.

ILLINOIS TOOL WORKS, INC.,
Chicago, Ill.. Septeinbcr 15, 1969.

Subject: Section 515 of H.R. 13270, affecting capital gains treatment of lump
sum distributions from corporate pension plans.
Section 515 of H.R. 132t0 (Tax Reform Act of 1969) provides that the em-

ployer contribution portion of any qualified pension or profit sharing plan shall
be taxed as ordinary Income at time of receipt. should a taxpayer elect to
receive his benefits as a lump sum distribution. The appreciated value of the
taxpayer's and employer's contributions would continue to receive capital gains
treatment

Under present law, the entire lump sum distribution (exclusive of the tax-
payer's own contribution, which I taxed each year) receives capital gains treat-
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nient. If a taxpayer elects to receive his pension or profit -.hnrin;. hez, flts on
an annuity basis, the installment distributions are treated or'linary incune
in the year received.

The reason for the change, as outlined on page 154 of the ., Ways and
Means Committee Report, is that some wealthy taxpayers are, it effect, i.ing
employer contributions to pension plans as a form of deferred Income, thus
avoiding a higher tax rate during the productive earning years.

Even if the factual basis of this argument is admitted, the cure proposed itt
H.R. 13270 is similar to attacking a small tooth cavity with a pneumatic ham-
nier. While Section 51J does cause some wealthy corporation executives tr' 11a!
higher taxes, it also hits at literally thousands of smaller benellclaries of cor-
porate pension and profit sharing plans-and it hits them with higher taxes at
a time when they can least afford them-the first year of their retirement.

Illinois Tool Works Inc. began in 1968 a Smavings and Investment Plan wherein
any person, after reaching the first anniversary of his employment date, can
cause to have deducted from his paycheck a relatively snall percentage of his
income. ITW then makes n contribution based on the individual's contribution
up to a current maximum of 3%. ITW's contribution and any appreciation
thereto vests in the individual's account at a rate of 10% per year. At the end
of ten years, the entire ITW contribution and appreciation vest in the Indi-
vidual's account.

Thiq plan contemplates in most cases an individual taking a lump sum dis-
tribution from his Savings and Investment Plan account at the time of his
retirement or termination from ITW. Thus, a person earning $10,000 a year.
who is wvith ITWV for forty years, could conceivably have $12,000 worth of ITW
contributions In his account upon retirement.

Under present law, this person would receive capital gains treatment on this
$12.000 as well as on the appr--clation of his own and ITW's contributions. He
would, therefore, pay taxes on $6,000 (one-half of the employer contribution).
Under Section 515, this same individual would have to declare the entire $12,000
as ordinary income-more than doubling the tax on the employer's contribution,
due to progression to a higher tax bracket.

Oin behalf of the members of the ITW Savings and Investment Plan, Illinois
Tool Works Inc. urges the removal of Section 515 from the proposed legislation.
We see no valid reason why smaller taxpayers should be thus penalized.

Although ITW would prefer to see no change made in the present law affect-
Ing capital gains treatment of lump sum distribution from qualified pension and
profit sharing plans, we do suggest the following alternative, should such changes
be deemed advisable:

ALTERNATIVE PROPOSAL

If the Congress Intends only to correct what the House Ways and Means
Committee considers to be an unfair situation with respect to certain wealthy
taxpayers, ITW believes that this can be accomplished by merely requiring any
taxpayer who receives a lump sun distribution from. a qualified pension or
profit sharing plan to treat as ordinary income that portion of the employer
contribution, thereto which excecds $10,000 in. a calendar or other tax year. Any
employer contribution under $10,000 In a calendar or other tax year would con-
tinue to receive capital gains treatment.

Elsewhere in the bill (Section 331), a taxpayer who defers part of his income
until retirement is permitted to pay taxes on the first $10,000 annual deferred
Income at the time he receives It. The excess of $10,000 annual deferred income
is taxed at the rate applicable during the year he earned it. Thus. a $10,000
"exception" for other forms of deferred income is already contemplated else-
where in HR 13270. It would seem that applying this exception to lump sum
distributions from qualified pension and profit sharing plans would fully accom-
plish the objectives set forth on page 154 of the Committee report. It would
also save thousands of smaller taxpayers from paying higher taxes the first
year of their retirement.

Therefore, Illinois Tool Works Inc. respectfully urges that no changes be
made in the capital gains treatment of lump sum distributions from its Savings
and Investment Plan. In the alternative, we urge the adoption of the more
equitable proposal outlined above.

ARTHUR H. HAmnIKE, Treasurer.
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STAT2MZNT or JoEN K HuAM C.P.A., M A MT xiL NA.T

Two conditions facing the nation require prompt action through changes in the
Income tax law, as measures taken to remedy them through other channels have
proved to be ineffective. One is the inflation that has lr.reasil the burdens of
so many millions. The other is the tight money and resultant high rates of in.
terest, which have reduced business profits, Increased the financial problems of
Federal and local government, and reduced the supply of mortgage money for
financing present and future housing construction. At this point in time, the
Committee on Finance alone can initiate the necessary actiu.

These two conditions were caused largely by two artificial devices in the
Internal Revenue Code: (1) The investment credit and (2) the six months
holding period prescribed for "long-term" capital gains. Repeal of the invest-
ment credit now appears to be favorably viewed. It Is the purpose of this
memorandum to urge the Committee to increase the holding period to a figure
consistent with the words "long term", and to adopt other measures that would
require stocks to compete for Investment dollars on an equal footing with other
types of Investments, including mortgages, Insofar as income tax treatment of
current income from investments is concerned.

The specific changes urged here are:
(1) Increase the holding period to at least three years. Five would not be too

long.
(2) Eliminate the dividend exclusion of $100. Subchapter "S", adopted in 1958,

removed all Justification for this exclusion.
(8) Eliminate the exclusion of the "nontaxable" portion of dividends based

on excessive depreciation In Federal Income tax returns. State laws govern the
determination of earnings from which dividends may be paid.

For a number of years previous to 1965, the volume on the New York Stock
Exchange was approximately 2,600,000 shares on a typical day. In August, 19'1,
the daily volume began a gradual climb, and for many months now the daily
average has been around 10,000,000 shares.

The reduction in tax rates in the 1964 Act accounts for much of this, but much
more of It is due to the opportunity to get preferential tax treatment for gains
to be realized after the comparatively safe period of only six months. There
could be billions of mortgage money and lower Interest rates In a realistic hold-
ing period of three to five years for stocks.

The six months period Is a relic of the wartime tax legislation of 1942, when
the Dow'on m average of industrial stocks stood at around 100, and war needs
came first That average has now ranged from 800 upwards for several years,
and domestic needs now come first.

STATE U NT OF THE IIVMSTMWNT BA i m AssOCxAToN or AmmoA, SUBMIrTED
ay ITs FnDAL TAXATON COMMIT

The 1968 Tax Message of President Kennedy to the Congress included the fol-
lowing observation:

"The present tax treatment of capital gains and losses Is both Inequitable
and a barrier to ,eonomic growth. * 0 * The tax on capital gains directly af-
fects Investment decisions, the mobility and flow of risk capital from static
to more dynamic situations, the ease of difficulty experienced by new ventures
in obtaining capital, and thereby the strength and potential for growth of
the economy. The provisions for taxation of capital gains are In need of
essential changes designed to facilitate the attainment of our economic
objectives."

We agree fully with these observations and believe that they suggest that any
change In the capital gains tax should reduce the effective rate of taxation and
shorten the holding ,,*riod for long-term capital gains. Neither the 25% maxi-
mum effective tax on long-term capital gains nor the six month holding period
for such gains has been changed since that time, except that the 10% surtax
Imposed In 1968 raises the maximum effective rate of taxation of long-term capi-'talvl ton %

7, stdyl Ocapital gains by the Internal Revenue Servlce published early In
1967, Indicated that 96% of all the realized capital gains were long-term. Many
apial gls are long-term simply because it takes a period of time for the value

of some capital assets to appreciate In value. However, the fact that 96% of all
realized capital gains in the period covered by the study were long-term Is per-
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tuaslve demonstration that both the holding period and the tax rate on the long.
t orm capital gains are determinative factors in the decision whether and when
to sell a capital asset and realize a taxable gain.

HOLDING PERIOD SHOULD NOT BE INCREASED

We recognize that, to exclude normal business and trading transactions from
long-term capital gains, there must be a requirement that the asset be held some
reasonable length of time. We believe that the present six month requirement
serves effectively to separate such transactions and that any lengthening of the
holding period would cause investors in securities to postpone the sale of securi-
ties so that they would qualify for long-term capital gain treatment. Such post-
ponement of sales of securities would seriously reduce the liquidity of capital by
putting fewer buyers and sellers in the market. It would also reduce the supply
of securities available in the market as the turnover time of individual holdings
lengthened. Further, such postponement would reduce venture capital because
potential investors would turn elsewhere, due to the uncertainties of a longer
holding period; a lower return making the risk unacceptable. In our opinion, the
resulting holding of t %curitles for longer periods of time would reduce Federal
revenues from capital gains.

NONCORPORATE ALTERNATIVE TAX SHOULD NOT BE ELIMINATED AND THE
CAPITAL GAINS TAX RATE SHOULD NOT BE INCREASED

Capital Gains Tax Rate should not be increased for corporations and the alter-
native long term capital gains tax should not be eliminated for individuals
(which, in effect, increases the capital gains rate for certain individuals). Any
increase in the capital gains tax would cause many investors in securities to
postpone the sale of capital assets with resulting capital gains. Many investors
who sell capital assets plan to reinvest the proceeds in other capital assets, so
they are confronted with a determination of whether the after-tax proceeds
from the sale of a currently held asset will be profitable enough to warrant its
sale. We believe that any increase in the capital gains tax would tend to freeze
holdings of capital assets because of a reluctance to pay a higher capital gains
tax, resulting in less revenue to the Treasury. We also believe that an increase in
the capital gains tax would would be a deterrent to investments which provide
the needed growth In our economy. A lack of capital expansion manifests itself
in Jobs which seriously effects the economic impact of a community. For instance,
it takes $23,000 in capital to provide one manufacturing Job, $15,000 to build
one new house or apartment; $300 to $400 in new capital per year to up-grade
each job and home which already exists. Yet, the young, the disadvantaged and
low-income people generally can supply none of the capital they have come to
expect to be available. Others must be encouraged to invest in greater measure
than ever before. Worldwide, the capital shortage is even more severe. Today's
record interest rates of 8/% to 10 are documentation of the shortage of sav-
ings dollars.

100 PERCENT Or NET LONG-TERM CAPITAL LOSSES SHOULD BE OFFSET AGAINST
INCOME UP TO THE PRESCRIBED MAXIMUM

It has been suggested that only 50% of net long-term tax losses be permitted
as an offset to ordinary income, up to the present limit of $1,000 in any year with
a carryover to subsequent years. The fact that only 50% of long-term capital
gains are taxable is no reason for restricting credit for losses to 50%. The 50%
inclusion of gains is simply a measure of the amount to be taxed. However, net
long-term losses should be permitted to be offset in full against ordinary income
because: (a) the taxpayer has suffered loss of the full amount from his assets
and, (b) if only a portion of net losses could be offset, many investors would be
less willing to incur the risks of investment in new ventures which are essen-
tial to growth in our economy.

CONCLUSION

A change in the taxation of long-term capital gains and losses is not tax reform
but rather is an impediment to the free flow of capital. The resulting effect will
not accomplish the avowed purposes of the proposed Tax Reform Act of 199.
Nor will these proposals increase the revenue from capital gains.
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If the Committee is considering alternatives to insure additional revenue, we
believe that reduction in the effective rate of tax on capital gains and shortening
the holding period would increase revenues to the Treasury by Increasing the
frequency of securities transactions and the willingness to realize taxable gains.

LYBRAND, Ross BRos. & MoNTO.EomRY,
Washington, D.C., September 30, 1969.

Re William M. Booth, Jr., Englewood, Colo.
S SATE FINANCE COMMITTEE,
New Senate Offlie Building,
IVashington, D.O.

D&AR Sins: This firm respectfully requests that the Senate Finance Commit-
tee consider the addition of certain relief provisions to Subtitle B, Section 511
of the Tax Reform Bill of 1969, H.R. 1370, pertaining to the alternative capital
gains tax rate. We are writing to you on behalf of Mr. William M. Booth, Jr.,
of the above address. We believe that a description of his situation will dem-
onstrate why equitable relief should be accorded him and others similarly
situated.

FACTS
A8 to tender offer

On or about December 2, 1968, the boards of the directors of three Canadian
companies, United Westburne Industries Limited, Commonwealth Petroleum
Services Ltd. and Trimac Transportation Limited, announced that they bad
agreed in principle to amalgamate. The plan of amalgamation provided for a
new Canadian holding company, Wesfurne International Industries Ltd., to
acquire the stock of these three companies in exchange for a portion of its stock
plus cash.

At the time of the announcement, Mr. Booth owned 25,400 shares of Common-
wealth (representing about 3% of the shares outstanding) and was a director
of that company.

Westburne International made a formal tender on March 31, 1969 to the
shareholders of the other three companies for their shares. The offer was con-
ditioned on the occurrence of three primary events prior to the closing date:

1. The deposit of at least 90% of the common stock of Commonwealth with
the depositary in acceptance of the offer;

2. the acquisition of 100% of the shares of Trimac (automatic acquisition if
I and 3 are met) ; and

3. the acquisition (tender) of 80% of the United Westburne stock.
The closing date was established as the earlier of July 31. 1969 or the date

on which all the conditions were fulfilled.
On April 7, 1969, Mr. Booth tendered his Commonwealth shares In acceptance

of the offer to the Montreal Trust Company, Calgary, Alberta, Canada, the
depositary for the transaction. Under Canadian law, Mr. Booth was at that
time irrevocably committed to the exchange. In an opinion letter attached thereto,
Canadian counsel states, that, because of his position as a Commonwealth direc-
tor, Mr. Booth could not have lawfully obtained redelivery of the tendered
shares without the consent of all the other shareholders who had tendered
shares In acceptance of the exchange offer. Furthermore, even if Mr. Booth had
not so tendered his shares, under Canadian law he could have been compelled to
surrender them to the new parent organization as soon as It had 90% of Com.-
monwealth's outstanding shares. Westburne International actually did compel
all remaining minority shareholders to surrender their Commonwealth stock
under this 90% rule.

On July 31, 1969, it was announced that that date was the effective date of
the closing of the amalgamation; the new shares of Westburne International
and the cash consideration were then distributed to the appropriate parties,
Including Mr. Booth. A question may exist as to whether any shareholder
wbo had tendered shares In acceptance of the exchange offer could have with-
drawn the shares after July 25, 1969. On July 23. 1909, over 90% of the
Commonwealth shares and over 80% of the United Westburne shares had been
tendered to Westbnrne International. In order to obtain 100% of the Trimac
stock, Westburne International merely had to give notice to the Trimac shAre-
holders that the required percentages of thc Commonwealth and United West-
burne stock had been obtained. Consequently, the "closing date" for acquisi-
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tion of thie Trimac stock fell after July 25, 1969, even though this was an
"automatic" acquisition, and the closing date for the Trimac shares became the
closing date of the overall share exchange offer.

As to the land option
On June 26. 1969, Mr. Booth sold a 60-day option to purchase certain real

estate in Calgary. By the terms of the agreement, Mr. Booth was committed
to convey title to the property if the option was exercise prior to noon on
August 25, 1.969. If the option is so exercised, that portion of the proceeds in
excess of his basis will constitute long-term capital gain to Mr. Booth.

DISCUSSION

Section 511 of the Tax Reform Bill of 1969 repeals the alternative tax com-
putation for individuals with respect to "sales and other dispositions after July
25, 1969." Under present tax laws, we assume that the date of "sale" for both
of the above transactions will fall after July 25, 1969. Consequently, under
the proposed legislation, Mr. Booth will be denied use of the alternative tax
computation for calendar year 19169 even though he performed all actions requisite
to transferring legal title to the properties In question prior to July 26. 1969.
Mr. Booth and other persons who have entered similar agreements will thus
be bound by a law unknown and unforeseen at the time they chose to pur.-ue
a given course of action.

Cogress has deemed it appropriate, in the past, to make exceptions to
changes in the now tax laws when a segment of the population was obligated
under an executary contract. For example, this has been the case with the in-
vestuient credit rules where a binding contract existed prior to the effective
date of the law.

We therefore believe that relief should be granted in this instance to Mr.
Booth and others similarly situated when they have. with no efforts toward
tax avoidance, entered contracts prior to July 25, 1969, the consummation of
which are dependent upon acceptance subsequent to July 25, 1969.

RECOMM ENDATION TO THE COM MITTEE

This firm recommends that Bill Section 511(c) be amended to read as follows:
(c) Effectito datc.-The amendments made by this section shall apply to sales

and other dispositions after July 25, 1969, except for those made pursuant to
(1) stock deposited before July 26, 1969 pursuant to a tender offer; (2) op-
tions granted before July 26, 1969 and (3) binding contracts entered into be-
fore July "6, 1969. In the case of a taxable year beginning before and end-
ing after July 25, 1969, the alternative tax Imposed by Section 1201(b) of
the Internal Revenue Code of 1954 shall be computed in a manner to be pre-
scribed by the Secretary of the Treasury or his delegate.

Respectfully submitted.
LYBRAND, Ross BRos. & MONTGOMERY.

STATEMENT OF EASTMAN Kcv~i- C.O., SUBMrTTED BY R. L. 'MCKNIGHT, MANAGER,
TAX DEPARTMENT

Eastman Kodak Company maintains for its employees a qualified profit-sharing
plan under which the company makes all contributions to the plan for the benefit
of its employees It is known as the Eastman Kodak Employees' Savings and
Investment Plan, and was established in 1960. Company payments to the profit-
sharing plan are made in the year following the year for which they are accrued
on the company's books. As of June 1, 1969, 23,722 employees of Eastman Kodak
Company were active participants in the Savings and Investment Plan which
had a total market value in excess of $158 million.

When the employee retires, payments under the plan may he made either in a
lump sum or at the request of employees may be made in installments. From the
inception of our plan in 1060 through May 31, 1969, 5,847 employees or their
beneficiaries had received lump-sum distributions totaling $31,792,000--an aver-
age of only $5,437 per employee. 684 employees had elected to receive install-
ment, settlements.
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The proposed change In the method of taxing lump-sum distributions from
profit-sharing plans would affect all of the thousands of Kodak employees now
or hereafter participating in our plan. The change in the method of taxing
lump-stun distributions is, therefore, of serious concern to us.

The present method of taxing lump-sum distributions was enacted In 1942 as an
equitable means of taxing the receipt of a relatively large amount In one taxable
year which had accrued for the benefit of an employee over a long period of time.
The method Is simple and has the result of imposing a fair tax upon an amount
which has become to the employee a capital accumulation In the true sense of
the word. This distribution enables the employee to use funds, which, although
accumulated for him, have not been available to him, for any necessary purpose
at the time when he retires. The plan is an Important element in assisting our
people In retirement. Participation therelu should not be discouraged by In-
creased taxation. Every sociologist In the country would applaud efforts such as
the Kodak plan to make elderly retirees self-sufficient.

The proposed method would require a tax on an amount equal to the employer
contribution in the fund on an averaging basis after the employee retires and is
vastly complicated. It will Impose an additional tax on the millions of employees
throughout the country who will be affected. The averaging method will surely
result in many failures to claim refund with attendant tax windfalls to the
Internal Revenue Service at the expense of the tax unwary.

Furthermore, the provisions will be difficult to explain so that the average
employee will understand their effect on the method of taxing lump-sum dis-
tributions under the profit-sharing plan. In effect employers will have to describe
two plans from now on-before and after January 1,1970.

It would be unfortunate If, as a result of the proposed change In tax treat-
ment of distributions under profit-sharing and pension plans, there Is a reduc-
tion In the numbers of employees covered by such plans. The social benefits of
having large numbers of employees participate In such plans and In having
available additional funds for use after retirement we believe-warrant continu-
ing the present provisions of taxing lump-sum distributions entirely as capital
gain.

We emphasize that under the revised capital gains provisions contained In the
Tax Reform R*l the maximum tax on these distributions will be increased from
25% to 32%Wo--a sustantial increase in tax particularly on employees whose
tax rates are in the maximum brackets.

We also suggest that In lieu of the complicated averaging provisions the Com-
mittee consider continuing to tax these distributions as capital gains but at rates
no less than 20%, up to the maximum of 82%%. It would be preferable, however,
If -the present capital gains provisions were continued, having In mind the pro.
posed increases In capital gains tax rates.

We also note that under the bill amounts subject to ordinary income tax when
received In a lump-sum distribution will not be entitled to the maximum rate
on earned Income provided by Section 802 of the bill and Section 1348 of the
Code. We recommend that if a part of the lump-sum distributions from profit-
sharing plans is to be taxed as ordinary Income that the 50% tax limit on earned
income be made applicable to such distributions. Specifically we believe that the
exception for distributions to which Section 72(n), Section 401 (a) (2) or Sec-
tion 403(a) (2) applies should be deleted from Section 1348(b) (1).

Thank you for your consideration of our suggestion.

ARTHUR ANDERsoN & Co.,
Chicago, IMi., September 12, 1969.

Chief Coume, Committee on Fi.natoe,
New Senate Offlce Buildi g.
Washfxfon; D.C.

DEia Sia:

LumP-Sum DISTRIBUTIONS UNDER PENSION AND PROFIT-SHARING PLANS

SUMMARY OF COMMITS AND anCOMMENDATIONS

1. Alternative capital gains tax should be applicable to lump-sum distribu-
tions made before January 1, 1970.
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2. The treatment of the effcoet of forfeitures in computing the capital gain
:should be clarified in a way to avoid extreme computation burdens being Ia-
posed on the employer.

BASIS FORl COMMENTS

(1) Alternative tax on 1969 distributions
The major change in taxation of lump-sum distributions applies to employer

contributions made during years beginning on or after January 1, 1970 (Section
515). However, there is a substantial effect on lump-sum distributions made after
July 25, 1969, since the alternative capital gain's tax is eliminated (Section 511).

A number of plans may have made lump-sum distributions from July 25, 1969,
to date without a knowledge that the elimination of the alternative tax may have
made such a change in the recipients' tax status that other methods of payment
should have been chosen. The Bill's effective date could cause substantial Indi-
vidual detriment without any material increase in tax revenue. It would not have
been practical to communicate the proposed change to plan participants and to
secure consents to changes in time for the participants to make an informed
decision on the desired method of payment.

In a separate letter to your Committee, we are recommending that the alterna-
tive tax be applied to years beginning after December 31, 1969. An even more
forceful argument exists for permitting the alternative tax to apply to lump-sum
distributions during the current year.
(2) Treatment of forfeftures as employer contributionS

Section 515(a) of the House Bill requires the employee to establish the portion
of a distribution which is ot attributable to an employer's contributions after
December 31, 1969. It may be necessary to put this burden on the taxpayer-
recipient but as a practical matter the burden will fail on the employer since it
Is the only entity which can practically make the determination.

However, the problem of determining what portion of forfeitures allocated to
participants after 1969 consists of post-1969 employer contributions is stag-
gering. For example, assume 50 forfeitures in 1975 which are allocated among
1,000 participants-each of the forfeitures would have to be completely analyzed
to determine the post-1969 employer contributions, an overall ratio established
and then applied to the forfeiture allocated to each of the participants.

A solution would be to make it clear that only the employer's contribution would
be considered and forfeitures were to be ignored.

Another solution would be to provide some phase-in of forfeitures over a
perld of years to achieve the result intended by the House Bill and eliminate
the cost and work which would otherwise fall on the employer. For example, for-
feitures during 1970 plan years are almost certainly going to consist of pre-1970
employer contributions (plus, of course, plan income and asset appreciation which
are not affected) and could be treated as pre-1970 contributions. Starting in
1971 perhaps ten percent of forfeitures could arbitrarily be considered to be
employer contributions and this percentage could increase ten percent each
year to a maximum of, perhaps, fifty percent. The reason for limiting the maxi-
mum to fifty percent would be to recognize that a sizable amount of all forfeit-
ures would consist of plan income and appreciation.

SUMMARY

The foregoing comments are not intended to indicate an approval or dis-
approval of the remaining portions of the Act, but are only Indications of tech-
nical areas which obviously need simplification. This statement is submitted as

a )rt of a series of letters, each deaUng with a particular area of the proposed
legislation. It Is Intended that the comments and suggestions contained herein
be made part of the record of testimony relative to the legislative changes con.
templated for lump-sum distributions under pension and profit-sharing plans.
We shall be pleased to discuss these matters further with you or the Committee,
either in person or by telephone. Please call us collect at 312-346-6262 if nec-
essary.

Very truly yours,
By JORN MENDENHALL,

directorr of Taxes.
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ARTHUR ANDERSON & CO.,
Chicago, Ill., Sept. 12,1969.

Chief Couneel, Cominittce on Finance,
New Senate Office Building, Wa8hington, D.C.

DEAR SIR:

CAPITAL GAINS AND LOSSES

SUMMARY OF COMMENTS AND RECOMMENDATIONS

1. Any changes regarding capital gains and losses should not be effective until
taxable years beginning after December 31,1969.

2. Franchise income which would be taxed as ordinary income should be
excluded from the definition of personal holding company income.

3. The disallowance of adjusted basis of a term interest In property should
not apply to interests which have the same nature in the hands of the holder
as in the hands of the donor/decedent.'

4. Price level-Corrective legislation should provide for price level changes in
determining the adjusted basis of assets sold In order to rec6gnize the proper
amount of gain or loss.

BASIS FOR COMMENTS
(1) Effective dates

While there are at least nine effective dates relating to capital gains and losses,
there are, in reality, four different dates. These are:

1. Sales or transfers after July 25, 1969 (Sections 511, 513, 516(a), 516(c)).
2. Sales after July 31, 1969 (-Section 461).
3. Taxable years beginning after July 25, 1969 (Sections 512, 514, 516(b)).
4. Employer contributions to plans for years beginning on or after January 1,

1970 (Section 515).
However, the fact that there are different dates impose real burdens on the

Individuals preparing returns, whether they are experienced advisors or not,
and on the taxpayers either in the form of increased work or increased fees to
advisors.

The elimination of the alternative tax for individuals and for corporations for
transactions after a mid-point In the year adds an additional degree of com-
plexity to the proper preparation of the returns and will necessitate an addi-
tional computation schedule as well as major problems for the IRS conducting
examinations.

A change In capital gains taxation midway in the year is particularly difficult
to handle for purposes of preparing estimates of 1969 individual income tax by
quarters to avoid penalties for possible underpayment. How do you advise a
client as to what, as of September 15, 1969, his tax will be if you do not know
whether the alternative tax will apply to present transactions? This is partic-
ularly so at this time where the Treasury has recommended against the changes.
The answer Is not to compound the complexity of the problem by amending the
penalty sections but to choose a date which will be close to the date of enact-
ment. This date would likely be sufficiently close to December 31, 1969 to adopt
that as the effective date.

Supporting the above position Is the fact that the capital gain and loss pro-
visions are also closely tied into many other provisions which are applicable
to years beginning after December 31, 1969. Among these are:

1. Income averaging (Section 311).
2. Limit on tax preferences (Section 301).
3. Allocation of deductions (Section 302).

(2) Fx lusion of franchi8e income from personal holding company income
The present regulations (1.543-1(b) (3)) provide that amounts received for

the privilege of using franchists are included In the term "royalties." Royalties,
In turi, are considered the equivalent of dividends, Interest and other forms
of passive Income and are considered to be personal holding company income.

Income from franchises may have been passive Income In prior years but
mueh franchising Is now a completely different industry than It was years ago
when the regulations were written. The intent of Section 516(c) of the House
Bill seems to be to deny capital gain treatment to the sale of franchises, where
the franchisors are engaged in the business of selling franchises and of exerctsing
active operational control over the franchisee. Thus, ordiary income will result
where the franchisors conduct a regular business operation.
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A a corollary, ordinary income from franchises should be excluded from
personal holding company income. It would seem impractical to make the
exclusion depend on other mechanical tests, such ae a percentage of gross
income or specified amounts of expenses.

(3) Sale of term iItcrc8ts
The purpose of Section 510(a) of the House Bill seems to be to deny use, of

basis where the donor/decedent has divided his interest in the property ona a
chronological basis. However, it would appear that the full interest of the
donor/deecdent might fall within the definition of "term interest in propertyy"
For example, a person may own a real estate leasehold on an oil royalty or
leasehold working interest. If he bequeaths this interest to his son, we question
whether a sale by the son would permit the use of tax basis under the
present provision.

It should be made clear that the provision in the House Bill does not apply
to situations where the nature of property interest in the hands of the seller
Is the same as in the hands of the donor/decedent.

(4) Price-level adjustment
Corrective legislation should provide for price-level changes in determining the

adjusted tax basis of assets sold 'in order to recognize the proper amount of gain
or loss. We have previously recommended to Congress the recognition of price-
level changes in the determination of the depreciation deduction. This recogni-
tion should be carried into the sale area and to other areas which are not ap-
propriately covered here.

The major stated reason for the Tax Reform Bill of 1969 is to share the tax
burden fairly. The failure to recognize changes in prim-level is perhaps the
major inequity in our tax system.

The mechanics of making the necessary adjustments are easily available in
the indexes published by the U.S. Government.

Recognition of inflation has resulted in increased social security benefits, civil
service pensions, automatic wage increases, etc.

The- adjusted tax basis of assets held for a lengthy period of time should be
indexed upward to recognize the effect of the declining value of the dollar and
thus to avoid taxing what is actually a mere capital recovery rather than income.

SUMMrARY

The foregoing comments are not intended to indicate an approval or dis-
approval of the remaining portions of the Act. This statement is submitted as
part, of a series of letters, each dealing with a particular area of the proposed
legislation. It is intended that the comments and suggestions contained herein
be made part of the record of testimony relative to the legislative changes con-
templated for capital gains and losses. We shall be pleased to discuss these mat-
ters further with you or the Committee, either in person or by telephone. Please
call us collect at 312-346-6262 if necessary.

Very truly yours,
JOHN MENDENIIALL,

Director of Taxes.

STATEMENT OF THE NAEOLLE ADVERTISING COMPANIES, INC., SUBMITTED BY WILLIAM

BEGr, TREASURER, AND ROoER A. PrEavSON, SEcRETARY

STATEMENT OF CONDITION GIVING RISE TO PROPOSED AMENDMENT

The changes in the taxation of capital gains adopted by the House of Repre-
sentatives would be effective for all gains realized by individual taxpayers after
July 25, 1969. This proposal would result in an inequitable treatment of individual
taxpayers receiving distributions from corporations being liquidated under the
provisions of Section 337 of the Internal Revenue Code unless appropriate
amendment relating to this effective date is made.

Section 337 provides that the stockholders of a corporation may adopt a plan
of liquidation and, within the following 12 month period, the corporation can sell
its assets and distribute the proceeds to the shareholders without the recognition
of gain from the sale of the assets at the corporate level (with the exception of
depreciation and investment credit recapture. These liquidating distributions are
treated as in full payment in exchange for the stock of the shareholders and the
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gain Is considered realized by the shareholders at the time funds are distributed
to them. Thus, the actual receipt of the liquidating distributions is the taxable
event to the shareholders and under the presently passed House Bill, such dis.
tributions would be taxed under the new provisions relating to capital gains if
they occur after July 25, 1969, even though the actual sale of assets by the corpora.
tion may have occurred before that date. In deciding whether or not to sell a
business and liquidate, the tax results to each individual shareholder are, of
course, of major importance. Thus, it could well be that plans adopted and sales
begun prior to the change would not have been pursued had the individual share.
holders known the changes that would take place in taxing capital gains.

There are then situations where individual shareholders, making their deci.
sions based upon the law in existence at the time, approved a plan of complete
liquidation and the corporation then proceeded with the sale of its assets Since
the mechanics of actually completing a sale of an entire business enterprise
are time consuming, such liquidation sales were at a point where it was im-
possible to change any of the decisions regarding sale and liquidations and yet
actual distributions to shareholders could not be completed prior to the July
25 effective date. This results in gains actually realized from sales occurring
before that date (the sale of assets by the corporation) being taxed to the share-
holders as gains occurring after the effective date. This produces an inequitable
result and it is, therefore, respectfully requested that an appropriate amend-
ment to Section 511 be made as outlined below.

SUGGESTED AMENDMENT-LL SECTION 511
(a) * *
(b)
(c) EIoTE DATE.-The amendments made by this Section shall apply to

sales and other dispositions (with the exception of Subsection (d)) after July
25, 1969 * * *

(d) Subsection (c) will not apply to distributions received by individuals
from a corporation liquidating under the provisions of Section 337 if-

(1) The corporation adopted a plan of complete liquidation prior to July
25, 1960, and

(2) The corporation had sold (or entered into binding agreements to sell)
at least 50 percent of the total fair market value of its assets at the dato
of adoption of the plan of liquidation before July 25,1969.

PALM BEACH, FLA., September 9, 1969.
SENATE FNANCE CoMmrrTEz,
Washington, D.C.

GENTLEMEN: The und(,rsigned is representing a client who will suffer sub-
stantial economic detriment if Section 511 of H.R. 13270, relating to the repeal
of alternative capital gains tax for individuals, is enacted without providing
transitional rules to cover those situations where a course of business action
was adopted in reliance on the availability of the alternative tax.

With the exception of certain situations that are not pertinent to this state-
ment, our system of government gives an individual the right to choose between
retaining property or making a sale or disposition thereof. In making this
choice, most Individuals are concerned with the net amount that will be realized
after the payment of all taxes incuired as a result of such transaction and not
with the gross amount they may receive. It is only the after tax dollar that oan
be utilized for further investment or whatever purposes a particular individual
might find appropriate.

Throughout the history of the many various Revenue Acts. the taxpayers of
this country have been able to rely on the basic structure of then existing tax
laws in making their business choices. This is true because Congress has always
made transitional rules available for those who entered a transaction in reliance
on those laws. In addition to being true, it is fair. The federal income tax is an
Integral part of substantially all contracts and the failure to provide transi-
tional rules would violate the spirit of our form of government which prohibits
the passage of a law after the execution of a contract which retrospectively
changes the legal consequences of such contract. Indeed, this is recognized many
times in the bill that is presently pending which, among other things, provides
transitional rules for the changes applicable to the treatment of capital losses.
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Some might argue that the repeal of the alternative tax is nothing more than
a rate change, and that all taxpayers assume the risk of a rate change in making
any executory contract. Such an argument ignores the true nature and purpose
of The alternative tax. The alternative tax is a limitation on the rate structure
ani not a part of it and was designed for the purpose of allowing "* * * transac-
tions to go forward without fear of a prohibitive tax." (1920) H. Rept. 350, 67th
Congress, 1st Session, pgs. 10, 11. With the exception of a short period covering
taxable years beginning after December 31, 1933, and before December 31, 1937,
this limitation on the rate structure has been in force since its adoption in the
Revenue Act of 1921. It is believed that such a history induces reliance on its
continuation for the purpose of determining whether to enter an executory con-
tract for the sale of a capital asset.

The matter involving my client is a case in point. During the year 1952, he
inherited an interest in a closely held business enterprise (approximately 32.25%)
having a then value of $2.9x. Primarily as the result of his efforts in managing
the company, this had grown by the year 1969 to a corporation having a value
of approximately $70x, and he had become the owner of approximately 9t% of
the outstanding common stock. In the early part of the year 1969, he was ap-
proached by a broker who advised him that he could sell substantially all of the
assets owned by the corporation for such value.

Numerous computations were made, and on the basis of his understanding that
the capital gains tax would not exceed 27.5% of his profit, including the applicable
surtax, a decision was made to advise the broker that the corporation was will-
ing to sell for the prices indicated. Following this decision, the company adopted
a plan of complete liquidation under Section 337,of the Internal Revenue Code
of 1954, and during the first week of July, 1969, actually closed transactions in-
volving approximately 80% of its assets. Following these sales, the company,
as a practical if not legal matter, was bound to complete the plan of liquidation.
Unfortunately, because of the necessity of retaining assotts to meet claims and
to wind up the affairs of the corporation, it was not possible to distribute all of
the assets prior to July 26, 1969. Presumably, under the House bill, distributions
after that date would not be subject to the alternative tax even though this
particular taxpayer was required to make distributions after such date without
regard to the remaining tax consequences.

My client now finds himself in a situation where a law has been proposed which
would retrospectively change the terms of his contract. Obviously, many other
persons throughout the nation have signed executory contracts who will be sim-
ilarly effected. It is submitted that such retrospective taxation is unfair to those
persons who were induced to sign executory contracts by the long standing tax
policy of this nation to limit the tax on capital gain by means of the alternative
tax. As was noted by the Ways and Means Committee when it reinstated the
alternative tax in the Revenue Act of 1938, "* * * the question of whether or not
a capital gain will be realized is entirely within the discretion of the taxpayer.
If the rates are too high, taxpayers will not dispose of their property." If per-
sons subject to executory contracts on July 25, 1969, had known of the possible
repeal of the alternative tax, their discretion may well have been exercised
differently.

Because of the foregoing, it Is respectfully requested that this Committee give
consideration to providing transitional rules fcr the repeal of the alternative tax,
and that such rules should make the alternative tax available to those persons
who executed binding contracts prior to July 25, 1969, or who are receiving a
capital or liquidating distribution from a corporation under a plan adopted prior
to such date. In this manner, those persons qualifying under the transitional
rules will receive the full benefit of their bargain.

Respectfully submitteJ. ROBERT 0. ROGERS.

SEPTEMBER 11, 1969.

STATEMENT ON BEHALF OF FIDUCIARY TRUST CO., OF NEW YORK, BY WALTER S.
ROTHSCHILD, OF CLEARY, GorrLiEB, STEEN! & HAMILTON, NEW YORK, N.Y.

Mr. Chairman and Members of the Committee, on behalf of Fiduciary Trust
Company of New York, we would like to call to the attention of the Committee the
unfair and, perhaps, unintended effect of Sec. 515 of H.R. 13270, relating to the
tax on lump sum distributions from qualified plans.
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Under Bill Sec. 515, the portion of a lump sum distribution under a qualified
pension or profit sharing plan equivalent to post-1969 employer contributions is
taxed as ordinary income. This treatment parallels that proposed for deferred
compensation under Bill Sec. 331. We do not endorse nor do we attack
the decision to amend the law in this manner. We are concerned, however, at what
we believe is the unfair effect of the operation of Bill Sec. 515 in combination
with the repeal of the alternate capital gains tax (Bill See. 511), and the alloca-
tion of deductions to tax preference income (Bill Sec. 302).

Our client, the Fiduciary Trust Company of New York, is interested in the lump
sum distribution provisions of the proposed Bill both as an employer and as a
trustee of numerous pension and profit sharing trusts. Its experience has proven
that many employees would prefer to have a total distribution q t retirement
rather than an annuity or fixed income for life. The lump sum gives the retired
employee the flexibility to enjoy his retirement through the purchase of a retire-
ment residence, or otherwise in a manner suited to his personal circumstances.
It also permits him to use his investment judgment in preventing his retirement
resources from being eroded by inflation. Fiduciary Trust has two qualified plans
for its employees, both of which authorize lump sum payouts. Fiduciary would
like to see its employees and others taxed fairly on these distributions.

Under present law, a lump sum distribution made to an employee of his entire
interest in a qualified plan as a result of his separation from the service (referred
to here as a retirement distribution) is treated as a long-term capital gain.
Section 515 provides for the treatment of that portion of a retirement distribu-
tion under a qualified pension plan equivalent to employer contributions subse-
quent to December 31, 1969 as ordinary income to the recipient. The remaining
amounts of the retirement distribution would continue to be treated as a long-
term capital gain. Section 511 repeals the alternate capital gain rate (the
25% maximum), so that 50% of all long-term capital gains is always includible
in the taxpayer's ordinary income. The side-effect of the repeal of the alternate
capital gains tax is that the receipt of capital gains will always affect the rate
of tax on incremental amounts of ordinary income. This side-effect creates an
undesirable result when applied to the income averaging provisions under See.
515.

Our principal objection to Bill &cc. 515 is with the operation of the five year
forward averaging provision. It computes the tax in the year the retirement
distribution is received by adding to the tax otherwise payable on all other
income an amount equal to five times the additional tax produced by including
in income one-fifth of the ordinary income portion of the retirement distribution.

The difficulty with the changes proposed by H.R. 13270 arises from the fact
that in the same year the taxpayer receives the ordinary income portion of the
retirement distribution, he also receives a large amount of capital gain in the
lump sum distribution. Because H.R. 13270 calls for the repeal of the provision
allowing a separate computation of the tax on capital gains, the ordinary income
upon which the income averaging tax is calculated is received on top of the
50% of the capital gain added to adjusted gross income. Due to the progressive
rates, the rate of tax applicable to the deferred compensation being received in
a lump sum distribution remains abnormally high.

It Is interesting to observe that the result is different in time case of lump
sum distributionR from plans covering self-employed persons, after which the
forward averaging provision Is patterned. These distributions are all ordinary
income, so that the entire distribution is subject to averaging. In that case the
result is fair since the ordinary income Is not taxed on top of a non-recurring
capital gain attributable to the same distribution.

The refund provision provided by Sec. 515 of M.R. 13270 does alleviate some
of the distortion created by the operation of the forward averaging method.
Because the forward averaging method has the technical defect referred to
above, the refund, or look-back method, will be the method under which virtually
all recipients of retirement distributions eventually will be taxed. This fact in
itself demonstrates that the forward averaging provision is technically faulty.

The refund method Itself has several undesirable aspects. A taxpayer who
dies in the second, third or fourth years after the year of the lump sum dis-
tribution suffers the inequities of the high tax in the first year but never re-
ceives the full. five year benefits of the look-back.

The look-back provision has another 'efect. Under Bill Sec. 302, the capital
gain portion of the retirement distribution will constitute a substantial tax
preference under proposed new IRC Sec. 277. As a result, a portion of the tax-
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payer's personal deductions are allocated to the non-taxed half of the capital gain.
Moreover, Bill Sec. 302 appears to provide that under the five year look-back
provision the tax preference income in the year the retirement distribution Is
received is recalculated, with only 20% of the ordinary income portion of the
retirement distribution being taken into account. This increases the amount of
disallowed deductions unjustifiably.

This application of the disallowance of tax preferences to retirement dis-
tributions is unfair. The Committee's Report on Sec. 302 Justifies the disallowance
of deductions on the grounds that the personal expenses giving rise to the de-
ductions (interest, state and local taxes, etc.) are paid from the tax preferred
income. This is unlikely to be true in the case of a retiree receiving a retirement
distribution. Moreover, in most cases, tax preferred income is recurring in
nature. A retirement distribution is not.

Finally, it is undesirable to burden the taxpayers and the Internal Revenue
Service with large numbers of avoidable refund claims, as would be the case
under Bill See. 515, and it is unfair to require virtually all recipients of retire-
ment distributions to make interest free loans to the government.

The effect of Bill Sec. 515 and Bill Sec. 302 is to subject the recipient of a dis-
tributed distribution to excessive tax. Moreover, there is no indication in the
Committee Reports under either Section that consideration has been given to the
precise way in which a modestly situated recipient of such a distribution would
be affected. We, therefore, suggest an alternative treatinent, as follows:

1. Exclude both the capital gains and ordinary income portions of the retire-
ment distribution from the effect of Sec. 802 (relating to tax allocation of deduc-
tions in tax preference income) ; 1

2. In calculating the tax on the forward averaging method, the capital gain
portion of the distribution should be Ignored; and

3. Eliminate the look-back refund.
Our first recommendation is the exclusion of both the capital gain and ordi-

nary income portions of the distribution from the effect of Sec. 302. A retire-
ment distribution is by nature non-recurring and because it involves a bunch-
ing of income, does not really result in an unduly low tax burden on the recip-
ient even with respect to its capital gain component. Therefore, to subject the
distribution to additional tax through allocation of deductions is inequitable.

Our second suggestion is that the tax on the ordinary income portion of the
retirement distribution be computed without regard to the portion of the retire-
ment distribution capital gain. Thus 20%o of the ordinary income would be taxed
on the same basis as can be expected to be the taxpayer's normal retirement
level, with the tax attributable to this 20% then multiplied by 5 to produce
the five year forward averaging. In making this computation, all other income
and capital gains received in the year of the retirement distribution would be
taken into account The non-recurring capital gain would then be taxed on top
of this 20%, and would not distort the amount of tax on the ordinary income.
Under this method, the incremental tax on which the averaging is based nor-
mally would be the approximate amount of tax payable if the distribution were
received over five yea r.

The tax on the amount averaged will still be calculated on top of the other
ordinary income that the taxpayer receives in the year of distribution, so that
the separate computation will not unduly help the taxpayers with large out-
side incomes. The income averaging provision will aid the mass of taxpayers
who must rely upon a lump sum distribution to meet their needs during retire-
ment years.

Finally, the rationalization of the forward averaging computation would
permit the administratively undesirable refund provision to be dropped or, if
retained, to be available principally to serve as an equitable relief for those
whose incomes drop severely in subsequent years, rather than being the prin-
cipal eventual basis for tax as now is the case.

Our proposals are not intended to benefit high paid taxpayers. The Commit.
tee should consider that substantial retirement distributions may be made uder
qualified plans to modestly compensated taxpayers. For example, a taxpayer
with average career income of $15,000 who benefits from an employer contribu-
tion of 15% of compensation for 30 years would receive ordinary income of

I We als, believe sich ditributions should be excluded from Bill Sec. 301, but this In
beyond the scope of this statement which is limited to Sec. 515 and other Sections which
directly affect Sec. 515.

33-865-69-pt. 3-43
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$67,500 as part of a retirement distribution. The capital gain portion of the
distribution could be in excess of $100,000 (assuming level income, 6% average
annual return, no benefit from forfeitures of other employees and no contri-
butions by the employee himself). Thus, middle income taxpayers can benefit
from retirement distributions with large ordinary income components, and,
therefore, be subject to excessive tax under Sec. 515 as now drafted.

Secondly, the Committee should consider that the lump sum distribution may
be !mandatory rather than elected by the retiree. Many plans provide auto-
matic lump sum distributions to simplify administration, and for other reasons.
Even where taxpayers have a choice In the form of distribution, moderate in-
come taxpayers may request a lump sum without realizing the adverse tax it may
have compared to an annuity. Thus, the annuity alternative may be denied to
many taxpayers or they may unwisely fail to elect it. They should not be pen.
allzed, as they would be, under Bill Sec. 515 as now drafted.

We appreciate the opportunity to assist the Committee in providing a fair
and equitable method of taxing retirement distributions.

ROBERTS & HOLLAND,
New York, N.Y., September 5, 1969.

SENATE INANCE ComMrTr,
New Senate Office Building,
Washington, D.O7.

DEAB Srs: I enclose a memorandum urging an amendment to section 511(c)
of the Tax Reform Bill of 1969, the effective date provision for the elimination
of the 25% alternative capital gains tax. The Tax Reform Bill of 1969 as pres-
ently written would Impose a severe hardship on taxpayers who entered into a
binding contract of sale before July 25, 1969, but failed to transfer the property
before that date.

Very truly yours,
SIDNEY I. ROBERTS.

PROPOSED CHANGES IN SECTION 511 OF THE TAX REFORM BILL, 1969, AND ACCOMPANY-
ING COMMENTS

PROPOSED AMENDMENT

The first sentence of Section 511(c) should be an amended to read "The amend.
ments made by this section shall apply to sales and other dispositions made
after July 25, 1969, but tot to 8ales and other dispositioon made after July 25,
1969, pursuant to a bhkUng written contract or a written option eaeouted on or
before July 25, 1969."

The recommended limitation is necessary to prevent an indefensible frustra-
tion of taxpayers' reasonable and justifiable expectations. There is ample prece-
dent for the recommended limitation In many other sections of the bill.

COMMENTS
A. Grounds

Section 511 of the Tax Reform Bill of 1969 (H.R. 13270) provides for the
repeal of the 25% alternative capital gain tax for noncorporate taxpayers. The
report of the House Ways and Means Committee indicates that the repeal is
one of a series of changes designed to reduce the difference between the tax rate
paid on capital gains and that paid on ordinary income to taxpayers in higher
tax brackets. The repeal will result In tax rates which may reach 35% for tax-
paycrs in the highest tax bracket (not including the surcharge).

The repeal of the alternative capital gains t~Fx Is to "apply to sales and other
dispositions [made] after July 25, 1969." The Bill and the relevant House
Committee report are silent on the question of whether this effective date pro-
vision operates to include or exclude sales after July 25, 1969, which are made
pursuant to a binding contract or an option executed on or before July 25, 1969.

It is urged that a taxpayer who has on or before July 25, 1969, entered into
a binding contract or who has on or before July 25, 1969, given an option should
be accorded the same treatment as those taxpayers who have completed a sale
or other disposition on or before July 25, 1969. In either case, the taxpayer has
relied on the long-existing treatment of capital gains. In either case the taxpayer
has committed himself to an irrevocable course of action.
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In many cases, taxpayers after having held property for many years have
sought to realize their gain at the alternative capital gain rate. These tax-
payers bargained for the sale of property which was often of great value, agreed
to a fair selling price and have bound themselves to execute the terms of their
agreement. The selling price was based in part on the sellers' expectations of
the tax burden to be imposed upon their realization of gain. Therefore, a signifi-
cant change in the effective tax rate, such as the repeal of the alternative tax
which will cause high bracket taxpayers to pay a 40% greater tax on capital
gains, will result in change in the terms of the originally bargained sale. To
force the new net price upon them would indeed be an unjustifiable defeat of
reasonable expectations.

B. Present bill precedents
Congress has on many occasions recognized the need for transitional rules

for taxpayers who are confronted with a fundamental change in tax treatment
while committed to or engaged In an affected transaction. For example, in the
1969 Tax Reform Bill there are numerous effective date provisions which pro-
vide for exceptions for those taxpayers who have acted pursuant to contracts
and plans which preceded the effective date.

Section 321, changing the timing of the taxation of restricted property re-
ceived for services, provides that the section shall not apply to property trans-
ferred (a) pursuant to a binding written contract entered into before April 22,
1969, (b) upon the exercise of an option granted before April 22, 1969 or (c)
before February 1, 1970 pursuant to a written plan adopted and approved before
July 1, 1969.

Section 331, dealing with a minimum tax for deferred compensation, provides
for a four-year transition exception where the deferred compensation payment
was made pursuant to an obligation binding on the effective date and ut all
times thereafter.

Section 414, limiting the deductions to a corporation on premiums paid or
incurred upon the repurchase of a bond or debenture, provides that the amend-
ments shall not apply to a bond repurchased pursuant to an obligation which was
binding at the time of the effective date.

Section 421, changing the method of taxing stock dividends which alter the
interests of stockholders, provides that it shall not apply with respect to stock
Issued pursuant to a contract binding on the distributing corporation on January
10, 1969.

Section 501, changing the treatment of mineral production payments, provides
that it shall not apply to mineral production payments created prior to January
1, 1971, pursuant to a binding ,:lntract entered into before April 22, 1969.

Section 521, dealing with the repeal of double declining balance depreciation,
provides an exception for binding contracts for the construction or financing of
e new building existing on or before the effective date.

In each case Congress acknowledged the plight of certain taxpayers who had
entered into a transaction in reliance on the existing law and adjusted the effec-
tive date to avoid inequity and hardship.

It is Interesting to note that the suggested saving clause is omitted in several
other provisions of the pending bill, but virtually all of those provisions are dis-
tinguishable as involving transactions which are inherently in the "loophole"
category. Clearly, the 25% capital gain rate ceiling has been sufficiently estab-
lished in the basic framework of the Income tax to be entitled to protection
against retroactive repeal.
C. Investment credit precedent

Section 703 of the 1969 Tax Reform Bill, dealing with the termination of the
Investment credit, provides that the investment credit will not be available with
respect .to property, the construction or acquisition or erection of which is begun
after April 18, 1969, but provides an exception where property is constructed or
required under a binding contract entered into before April 18, 1969. The report
of the House Ways and Means Committee indicates that repeal of the credit
required a series of special provisions providing for those cases where a facility
had not yet been fully completed but where the taxpayer had made a substan-
tial commitment and where the Injury from the removal of a credit would be
substantial. The legislation providing for the temporary suspension of the invest-
ment credit in 1966 also recognized the need for flexibility in situations where
certain tax treatment was to be repealed or eliminated. The suspension pro-
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visions provided that both the investment credit and certain depreciation pro-
visious would not be suspended with respect to property which was constructed,
reconstructed, erected or acquired pursuant to a contract that was binding on the
taxpayer at the time of the effective date and at all times thereafter. The commit-
tee report of the House Ways and Means Committee (H.R. 2087-89th Cong., 2nd
Sess. p. 21) stated that a contract shall be considered binding on a taxpayer even
though (a) the price of the item to be acquired under the contract was to be de-
termined at a later time; (b) the contract contains conditions the terms of which
are under the control of a person not a party to the contract; and (c) the tax-
payer has the right under the contract to make minor modifications as to the
details of the subject matter.

Another provision in the investment credit suspension bill which was included
so as not to defeat reasonable expectations at the time of commitment provided
that if a taxpayer, pursuant to a plan which existed on the effective date, had
constructed, reconstructed, erected or acquired a plant facility and the construc-
tion, reconstruction or erection of more than 50% of the aggregate adjusted
basis of the depreciable property of such plant facility had begun by the effective
date, then all qualified property would be excluded from the suspension. This
exception did not allow taxpayers to add machinery and equipment with respect
to buildings under construction at will, since the building and equipment were
required to be a part of a specific plan in existence before the effective date
and evidence of the taxpayers intentions, in one form or another, had to be
available. However, the bill provided that a specific plan could be modified after
the effective date without disqualification.

The careful and detailed attempt by Congress to mitigate the impact of the
complete suspension of the investment credit is an example of the kind .of legis.
lative flexibility which is required when taxpayers are confronted with a major
reshaping of the tax structure. In each of the above examples, the effective date
provisions were modified so that taxpayers who had committed themselves in
one form or another to a particular transaction or series of transactions were
treated in effect as If they bad completed such transactions before the effective
date.
D. 1954 code precedents

In addition to the above described special relief provisions, the Internal Reve-
nue Code of 1954 and numerous amendments thereunder have made special excep-
tions, modifications and transitional rules in situations where the increased tax
burden was comparable to the 40% increase in capital gain rates which may
occur as a result of section 511. For example the following provisions of the 1954
internal Revenue Code operate to except from the 1954 tax treatment those
taxpayers who have suffered a change of position in reliance on the pre-existing
tax law:

Section 103(c), dealing with the limitation on the exemption of interest from
industrial development bonds, was not made applicable to bonds issued after the
enactment of the statute if the user of the proceeds had entered into a binding
contract to expend in excess of 20% of such proceeds. (There was also an excep-
tion for the Issuauce of an obligation which has been authorized or approved by
the governing body or by the voters prior to the end of the taxable year follow-
ing the adoption of the statute.)

Section 891, relating to the effective date of Subchapter 0 of the Code, was
not made applicable to "an acquisition of stock dsecribed in section 306 which
occurred on or after June 22, 1954 and on or before December 31, 1958 pursuant
to a contract entered into before Jun- 22,1954."

Section 393(b), dealing with the adoption of a plan of reorganization under
the 1954 Code, provides that corporations who were parties to a plan of reor-
ganization adopted before June 22, 1954, may elect to have the reorganization
treated under the 1939 Code.

Section 402(d), dealing with the taxation of contributions by an employer to
a trust which acquires annuity contracts, provides that it shall not apply to
contributions made pursuant to a written agreement entered Into prior to
October 21,1942.

Section 424(c), dealing with the limination of restricted stock options and
their replacement by qualified stock options, provides that an option granted
after December 31, 1903, will continue to meet the restricted option rules if
grqnted pursuant to a binding written contract entered into before January
i M
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Section 425(h) (2) (B), dealing with the modification of an employee's stock
purchase plan or a restricted stock option, provides that it shall not be appli-
cable with respect to a modification, extension or renewal made pursuant to a
binding written contract entered into before January 1, 1964.

Section 614(b) (3) (C), dealing with the change in -he pooling rules for op-
erating mineral interests, exempts pooling agreements which were entered into
in any taxable year beginning before January 1, 1964.

Section 864(c) (4) (B) (li.), taxing income from the sale of property outside
the United States where there is no office or other fixed place of business outside
of the United States that materially participated in such sale, provides that it
shall not apply with respect to a binding contract entered into on or before
February 24, 1966.
E. Conclusion

It is urged that the policy goal of reducing the advantages of the preferential
capital gain treatment will be maintained if the effective date provisions are
modified as suggested above. It is only fair that an individual who entered into
a contract for the sale of his property should be entitled to rely on the tax rate
which he knew to be applicable when he bound himself to complete the sale.
Such a taxpayer should be subject to the same tax as is a taxpayer who com-
pleted his sale before the cutoff date.

The purpose of the cutoff was to prevent precipitate selling for fear of
statutory change. But, this objective can be achieved, with adequate safeguards
to the revenue, without retroactively penalizing taxpayers who committed them-
selves to ordinary business transactions in complete and Justifiable reliance upon
existing law.

STATEMENT OF MITCHELL ROGOvIN, IN BEHALF OF SAMUEL HAMBURGER

I. SUMMARY

My name Is Mitchell Rogovin and I am a partner in the law firm of Arnold &
Porter in Washington, D.C. The purpose of this statement is to express the posi-
tion of this firm on behalf of its client regarding the inequitable effective date
provision in section 511(c) of H.R. 13270 dealing with the repeal of the alterna-
tive capital gains tax for individuals.

Section 511 of the House Bill eliminates the alternative tax rate for net long-
term capital gains for individuals, applicable to "sales and other dispositions
after July 25,1969."

Without reference to the relative merits of the proposed repeal of the alter-
native tax, we believe that if the Committee recommends the repeal or a modifi-
cation of the alternative tax, it would be wholly unjustified and totally inequit-
able to apply any modification or repeal to binding contracts in existence on or
before July 25, 1969.1

Congress has historically atte mpted to avoid retroactive tax legislation be-
cause it tends to undermine the public's confidence in our self.,assessment system
of taxation.' The present bill fails to recognize that as of the effective date of
the provision, July 25, 1969, literally thousands of taxpayers were bound by con-
tract to the sale of assets, the actual sale or other disposition of which would
take place at a later date. These taxpayers, in good faith and without notice of
the possible repeal of the alternative tax,3 entered into binding contracts based on

I Although the Treasury is opposed to the complete elimination of! the alternative tax, its
counterproposal does not speak to the problem raised herein. Statement of David M. Ken-
nedy, Secretary of the Treasury, on Tax Reform Act of 1969, H.R. 13270, Before the Senate
Finance Committee (Comm. Print), Sept. 4, 1969, p. 76.

2 For a review of the cases dealing with the constitutionality of retroactive tax legislation
see, Memorandum of the General Counsel of the Treasury re the validity of the effective date
of H.R. 8000, Hearings Before the Committee on Finance on H.R. 8000 (Interest Equaliza-
tion Tax Act), 88th Cong., 2d Sess., at 89 (1964).

3 The Ways and Means Committee Issued a complete outline of the subjects to be covered
during the hearings which began on February 18, 1969. Item X dealt with capital gains and
indicated testimony would be received regarding: "1. As to whether the categories of items
which presently receive capital gains treatment should be revised. 2. As to whether the
length of the holding period for long-term capital gain shoulO be revised. 3. As to other
suggestions related to this topic." No notice was giver, rega,'ding possible repeal of the
alternative tax. Revised Press Release Concerning Public Hearings, Committee on Ways
and Means (Comm. Print), 91st Cong., 1st Sese. (1969).
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an alternative tax rate on capital gains of 25 percent Now they are Incapable
of recasting their contracts to reflect a 40 percent increase in the effective tax
rates for individuals. The net after-tax effect of the bill, unless relief is granted,
is to drastically reduce the terms of the contract.

In order for this provision or any modification of the alternative tax rate on
capital gains to achieve a real measure of fairness and equity among taxpayers,
an exemption must be provided as to the effective date so as to give relief to
those taxpayers who, on or before July 25, 1969, entered into a binding contract
of sale.

Ample precedent for such an approach is to be found In the suspension of the
investment credit legislation in 1966' and the proposed repeal of the investment
credit in the current bill." Indeed, at te time the suspension of the investment
credit was debated on the floor of the House, the Chairman of the Ways and
Means Committee explained the purpose of the "binding contract" provision:

"We recognize that It would be unfair to deny the investment credit . . . to
items which the taxpayer was committed to purchase or construct before he
knew about the possibility that these tax incentives would be suspended. That
is why we exempt such Items from the Impact of this bill."

In defining the phrase "binding contract," the Committee Reports, dealing
with both the suspension and repeal of the investment credit provision, stated:

"A contract may be considered binding on a taxpayer even though (a) the
item to be acquired under the contract is to be determined at a later date, (b)
the contract contains conditions, the occurrence of which are under the control
of a person not a party to the contract, or (c) the taxpayer has the right under
the contract to make minor modifications as to the details of the subject matter
of -the contract." 7

This definition of a binding contract, along with the examples which follow
in the Committee Reports, should be adopted with respect to this proposed
amendment to the effective date of section 511.

II

It is urged that the bill before your Committee be amended to eliminate this
apparently unintended retroactive feature. It is recommended that section
511 (c) of the bill be amended to provide:

"Section 511. Repeal of Alternative Capital Gains Tax for Individuals.
* * S * * S *

(c) Effective Date-The amendments made by this section shall apply to
sales and other dispositions after July 25, 1969. For the purpose of this section,
the term 'sales and other dispositions' excludes sales and other dispositions
pursuant to a contract which was prior to July 25, 1969, and at all times there-
after, binding on the taxpayer. In the case of a taxable year beginning before
and ending after July 25, 1969, the alternative tax Imposed by section 1201(b)
of the Internal Revenue Code of 1954 shall be computed In a manner to be pre-
scribed by the Secretary of the Treasury or his delegate." (Underlined portion
added).

STATEMENT OF HAROLD M. SHAPERO, Esq., DETROIT, MfCH.

My purpose In requesting appearance before the Committee was to seek a
clarification of the language of Section 511(c) so that it will unambiguously
state that Section 511 efliminating long term capital gain alternative tax will
not apply to transactions made pursuant to a binding contract of sale or dis-
position entered into on or before July 25, 1969 rather than the present ambiguous
provision making it applicable to "sales or dispositions made after July 25,
1969". Since the Committee was unable to grant my request for appearance,
this statement is being submitted instead as suggested by the staff.

4 Section 48(h), I.R.C. 1954, P.L. 89-800 80 Stat. 1508. The concept of relief where a
"binding contract" existed was in the original bill. H.R. 17606, 89th Cong., 2d Sess., as
Introduced by Mr. Mills on Sept el 1966.

$ Section 911, H.R. 13270 and h. Rpt. No. 91-413 (Part I), p. 183, 91st Cong., let seas.
(1989).

Coni. ee., Sept. 80, 1966 p 23583.
Suspension of Investment Credit and Accelerated Depreciation, H. Rpt. No. 2087, 89th

Cong., 2d Bess., at 21 (1966), and H. Rpt. No. 91-413 (pt. I), 91st Cong., 1st Sees., p. 183
(1969), dealing with the repeal of the investment credit.
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I am an attorney-at-law, a member of the firm of Shapero, Shapero & Cohn,
with office- at 2525 Cadillac Tower, Detroit, Michigan, 48226, WOodward 2-8164.
I have actively practiced law for forty-eight years and have done considerable
corporation, real estate and tax work during that period. This is the first time
I ever requested an appearance or submitted a statement to a Congressional
Committee. I am confining my remarks to the provision of Section 511(c) of
such Bill.

It seems apparent this effective date provision was intended to prevent large
number of persons from entering into transactions after July 25, 1969, when
the proposal to eliminate such alternative tax was first released by the House
Ways and Means Committee to the public and thereby obtaining preferential
alternative tax treatment. However, the language of the Bill is ambiguous and
could possibly be held to apply to transactions made before July 25, 1969 but
actually closed after that date, if a technical and narrow construction is given
to the words "sale or disposition".

I have several clients In the category of taxpayers who entered into binding
contracts of sale before July 25, 1969, but such sales were or will be closed after
July 25, 1969. Since the transaction was bargained for and the obligation to sell
became firm at the signing of the contract of sale, the change of position by the
taxpayer occurred at that time and not later when the sale was actually closed.
The act of closing does not substantially change the taxpayer's position from
what it was before the closing, since the closing only is the act of performing
what the taxpayer had already obligated himself to do. The decisive economic
change occurred when the contract was entered into obligating the taxpayer
to sell, and fixing the consideration to be received by the taxpayer as well as
the terms of the sale.

I am sure that the House Ways and Means Committee intended that the provi-
sions of Section 511 would not apply to a transaction entered into by a written
contract binding on the taxpayer before July 25, 1969 notwithstanding that the
actual closing took place after that date. In fact, I have been so advised by a
member of that Committee. However, unfortunately the language used may
be ambignous, and if not changed will undoubtedly lead co litigation under the
claim that the words "sale and disposition" should include a sale closed by actual
instruments of transfer after the critical date even if the taxpayer had irrevo-
cably bound himself to the transaction before the critical date, To avoid this
litigation and its attendant injustice if determined adversely to the taxpayer, the
effective date provision should be modified so as to make its provisions inappli-
cable to transactions entered into under a written contract binding on taxpayer
before July 25, 1969, irrespective of whether or not it was actually closed before
such date.

Analogously, Section 703 of the Tax Reform Bill repealing the Section 38 In-
vestment. Credit, provides, in a new Section, being Section 703(a), that the
elimination of the Investment Credit shall not apply to property "acquired pur-
suant to a contract which was on April 18, 1969, and at all times thereafter bind-
ing on the taxpayer." The reasons for the effective date provisions of Section 703
to protect taxpayers who have in good faith bound themselves before the critical
date from being thwarted in his reasonable tax expectations ex post facto, are
exactly the same as such reasons for effective date contained in Section 511.

I strongly urge that Section 511 (c) of the House Bill be amended by inserting
after the words "sales and other dispositions after July 25, 1969" the words "but
not to sales made pursuant to written contracts binding on the taxpayer on such
date,"

SOUTHERN NATURAL GAS Co.,
Birmingham, Ala., September 10, 1969.

Re denial of capital gains treatment to certain distributions from qualified
plans-section 515-H.R. 13270.

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR Sm: Section 515 of H.R. 13270 will abolish existing total capital gains
treatment which Is normally only available to distributions from certain plans
(including stock-bonus purchase plans) occurring entirely within one taxable
year and will substitute therefor a "five-year averaging" effect. We are opposed
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to Section 515 because while it purports to be a tax relief measure, it actually
will be less fair than existing capital gains treatment.

'Under present law capital gains treatment is applicable to the -total gain result-
ing from a distribution from a qualified employee plan which is made entirely
within one tax year by reason of termination of employment or death. The capital
gains treatment is presently available both to the employer's contribution and to
any appreciation in such contribution. One beneficial result of the present capital
gains treatment is that the thrift habits of corporate employees are enhanced. In
many plans the contribution of the employer matches or is in direct proportion to
the employee's participation and the employee is encouraged to save more by
increased participation in his company's plan. Section 515, on the other hand, will
effectively remove the capital gains treatment on the portion or the distribution
attributable to the employer's contribution and the employee will pay tax on such
contribution as ordinary income.

The five-year averaging proposed by Section 515 recognizes the inequity of
income bunching but is completely inadequate as an equitable tax 'relief measure.
Many times, Income bunching occurs In the higher earning years of a person-this
being especially true in our Inflationary economy and due to the normal earning
progress usually made during the working years of an individual. For this reason,
the averaging features of H.R. 13270 do not meet the problem as fairly as does the
capital gains 'treatment.

Enactment of the proposed law will result also in an unfair additional tax bur-
den on millions of taxpayers who, for a number of working years, have projected
and planned child education and family retirement funds without unreasonable
taxation caused by the pyramiding of taxable income into one year. Therefore, we
respectfully urge that the existing capital gains treatment remain applicable to
the one-year distribution from qualified plans. However, should any alteration of
capital gains be made, we urge that a sliding scale relief provision be drafted
which is logically related to the usual earning period of the tax-paying citizen,
because the proposed five-year period is not so related and is not adequate or
equitable.

Respectfully submitted.
PETER G. SMITH,

Vice President. General Counsel and Secretary.

STATEMENT OF WALTER N. TRENERRY, ST. PAUL, MINN.

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) Sell appreciated stock from time to time;
(b) Make charitable gifts in appreciated common stocks;
(c) Own and operate a racing farm and racing stable;
(d) Buy and/or build business buildings from time to time.

SUMMARY OF ARGUMENT

The Capital Gain and Loss proposals of H.R. 13270 impose high capital levies
along with checks on replacing capital.

They result in extorting money now without concern about their effect on sav-
ing, or investing, or accumulating new capital.

SUBTITLES A AND B OF TITLE II, SUBTITLE A OF TITLE III, AND SUBTITLES B AND C OF
TITLE V OF THE TAX REFORM BILL OF 1969 (II.R. 13270)

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 Reform
Bill of 1969 (H.R. 13270), your relator objects only to the matter's in Subtitles A
and B of Title II, Subtitle A of Title IIl, and Subtitles B and C of Title V, which
he mentions specifically here.
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Your relator does object formally to the following as abrupt reversals of policy
unsuited to their contemporary setting:
Title Il. Subtitle A:

Sec. 201 (a). limits on Charitable Deductions in Appreciated Property (Pro-
posed Sees. 170(b) (1) (C), 170(b) (1) (J), and 170(c) of the
Code)

Sec. 201(c). Sale or Exchange Treatment of Charitable Gift of Appreciated
Property (Proposed Sec. 83 of the Code)

Title II. Subtitle B -
See. 211(a). Excess Deductions Account (Proposed Secs. 1251(a) and

1251(c) of the Code)
Sec. 211(a). Aggregating all farm businesses (Proposed Sec. 1251(e) (4) (B)

of the Code)
See. 212(a). Recapture of livestock depreciation (Proposed Sec. 1245(a)

(2) (C) of the Code)
Sec. 212(b). Lengthened holding period for depreciable livestock (Proposed

See. 1231 (b) (3) of the Code)
Title III. Subtitle A:

Sec. 301(a). Tax preference income (Proposed Sec. 84(e) (1) (E) of the
Code)

Sec. 302(a). Disallowance of personal deductions (Proposed Sec. 277 of the
Code)

Title V. Subtitle A:
Sec. 511(a). Repeal of alternative capital gains tax (Proposed repeal of

Sec. 1201 (b) of the Code)
Sec. 512(a). Limit on capital loss deduction (Proposed Sec. 1211(b) of the

Code)
See. 514(a). Extending the holding period (Proposed See. 1222 of the Code)

Title V. Subtitle C:
Sec. 521 (b). Recapture of excess real property depreciation (Proposed Sec.

1250 (a) of the Code)

I. THINK BEFORE TAXING CAPITAL

In the years 1765-1775 numbers of sturdy farmers, fishers, and merchants
living along the Eastern seaboard became alarmed about new taxes a remote
legislative body insisted on enacting and trying to collect.

Their alarm brought about the social explosion known as the American
Revolution.

While these men shouted. "No Taxation Without Representation !" historians
of 1969 feel that the protesters really worried more about substance. Specifically,
they worried about their property. If Parliament could tax it for George III's
benefit, Parliament could take it away.

In other words concern about capital-that is, property accumulated beyond
needs of the day-was at the center of American life from the beginning.

Capital is the womb that brings forth increase. In economic life it deserves
the same hymnodic praise as a reproductive force that Venus does as the Alma
Genetrix of mankind in Lucretius' poem.

In capitalist society, lawmakers and managers have a duty to help perpetuate
the race, economically speaking, by guarding the generative center.

For a time now the good-humored American public has put up with levies on
capital. This has become a fact of economic life; but a fact limited in effect to
25% of growth as the highest capitall exaction.

Now the Congress plans a irastic and abrupt change in the rules of the game,
and the only Cecu8e is that ULcle Sam wants more money.

Uncle Sam can 8top spending Joe Taxpayer's money.
In the 16th and 17th Centuries the sovereigns then annointed by the Lord

to rule America also wanted more of their subjects' money; to buy Cloth of
Gold. or duneans. or ships, or painted ladies. Henry VIII, Edward VI, Mary,
Elizabeth, James I and Charles I bustled with sweating forced loans, ship money,
aids, relief, and benevolences from Lords, Commons, and Clergy, as levies on
capital.

By 1969 the unwisdom and backward economic effect of those acts are clear.
If Joe Taxpayer has no encouragement to amass capital, and if his capital gets

no protection, be is going to get some fun out of his money by squandering it.
Apre8 lui, le deluge.

While it is easy to disable something,, repairing or rebuilding it is tougher.
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I. CAPITAL MAKES MORE TAXPAYERS

In handling Cepital Gains the Congress baldly states that it wants more money,
without other justification or excuse.

In other words the Congress coldly penalizes Joe Taxpayer for his shrewdness
in picking up land and securities that climbed in value, without rewarding him
for taking risks that added real wealth to the country.

When Joe bought assets, he put money Into circulation. By good luck this money
went Into channels which added value to the assets bought with it. Joe might have
lost it all.

Joe is not the only gainer. His money may have financed a new process, or a
new product, or a whole new plant. It obviously added value to the economic
picture generally; It brought forth something that was not there before.

At some point new value creates new businesses and new payrolls; and, as a
melancholy concomitant to the Welfare Century, new taxpayers.

Before striking at Joe by simply squeezing him harder, the Congress might take
a few minutes to see how much more Uncle Sam will get from new taxpayers
getting Incomes as a result of Joe and Judy's risk capital.

III. THESE PROPOSALS DO NOT FIT THE SCENE

The Congress is not reworking Income Tax laws in the stillness of a vacuum
but against the shrill sounds of contemporary America in the contemporary
world.

In this contemporary setting the following happenings suggest tiptoeing softly
when levying upon capital:

1. War.-So long as Uncle Sam wants to fight in the Far East, Joe Taxpayer's
son, the soldier, has to have arms, ammunition, and equipment that only a gigantic
and growing industrial plant can give him.

2. Inflation.-As labor costs climb to $5, $6, $7, and $8 an hour, and metals to
$5, $6, $7 and $8 a pound, Joe Taxpayer finds that he cannot afford to add that
new wing to his wheel factory.

3. Drouth.-Uncle Sam's policy of "cooling the economy" without controlling
wages and prices leaves Joe Taxpayer with no place to borrow the capital he
needs for his factory addition, unless he Is willing to give Shylock his pound of
fesh.

4. Eroston.-Falling stock and bond prices hit Joe Taxpayer at the same time
he tries to fight uncontrolled inflationary price surges in labor and materials.
Steady, daily capital erosion, apparently not a matter of worry to Uncle Sam,
wipes out Joe Taxpayer's usual alternative to borrowing: selling securities to
the public.

5. Rebuilding America.-Uncle Sam's busy assstants daily proclaim in cheer.
ful tones the clean rebuilt American countryside of tomorrow, rebuilt, apparently,
from capital they expect to spring from the ground.

6. Lack of oonfldeno.-Years of bumbling and bubbletalk have made Joe Tax-
payer wary of promises from Uncle Sam; particularly wary of risking capital in
any of Uncle Sam's projects. Joe has seen his friends collect the normal reward
of Uncle's nephews: heavier taxes and shrieking denunciations as rich evil-doers
whom the public has a positive duty to rob.

rV. SPECMC SHORT-SIOHTEID MEASURES

Your relator believes that Congressional tinkering In all these Capital Gain
and Loss provisions Is short-sighted because in effect it sacrifices the present and
future national economy In exchange for a revenue grab for today.

Each proposal affecting Capital Gain and Loss looks almost bearable standing
alone; but all of them together launch a formidable attack on capital.

A. Capital gain, oapita, loss, holding period.-(Secs. 511(a), 512(a), and
514(a) of the Bill, propo ed repeal of See. 1201(b), proposed amended See.
1211 (b), and proposed amended Sec. 1222 of the Code)

These proposals lengthen the holding period of a capital asset from 6 to 12
months, remove the former 25% ceiling on capital gains tax, and limit capital loss
deductions to one-half the amount of loss.

At this point Joe Taxpayer finds he has to hold an asset twice as long as before,
or pay an ordinary income tax on all his gain; and also finds that If he does hold
the asset a whole year he now has to pay an income tax on half his gain at ordi.
nary individual rates which legislative moves have pushed as high as 91% In the
recent past



2443

At the same time he sees that if he loses this longheld asset, he can only recover
half of it as an offset to profit it selling something else.

Although he may wince, Joe Taxpayer can understand higher extortions based
on half his profit, but will find it hard to see how an asset lost is really only half
an asset lost.

By fiat Uncle Sam can grab 70% of half the gain when Joe Taxpayer sells his
business Jetstar at a profit. No fiat could convince him that he only lost half his
capital if it crashed.

To stay in business, to stay a taxpayer, Joe has to recapture all his loss. He
should not be thwarted. The easiest way to let him recoup is go on letting him
offset his capital gains with 100% of his capital losses.

B. Farm Los8es, livestock.--(Secs. 211(a), 212(a), and 212(b) of the Act, pro-
posed new Sees. 1245 (a), 1251 (a), and 1251 (c), and proposed amended 1231(b)
of the Code)

Uncle Sam now throws several new lassos at Joe Taxpayer's OK Corral and at
Old Paint who lives In it.

If Joe Taxpayer keeps the old corral in business, the Congress now makes him
keep a new set of books for It called an Excess Deductions Account.

Here Joe has to enter all his 'business expenses above a figure the Congress
thinks it proper for him to spend. Even if he spends every cent paying a salary
to old Frank Farmer, who is not much help but needs the income and pays a
tax on It, Joe Taxpayer is stuck with ordinary income tax on this taxpaid sal-
ary if he sells the OK Corral at a profit.

This Is not all. If Joe owns the Purple Peachtree Orchard as well as the OK
Corral, he has to lump these both together for his EDA purposes.

This is still not all. If Old Paint is a valuable stud, Joe Taxpayer has to own
him at least two years before Joe can depreciate the bangtail as a business asset;
and then, if Joe can sell Old Paint at a profit, he must pay an ordinary income tax
on so much of the profit as equals past depreciation.

In the farm and livestock field, accordingly, the Congress is again boxing capi-
tal and making investments in this field less and less attractive. Depreciation or
expense recapture at ordinary income tax rates meets Congress's scheme of capi-
tal levy today, and the devil take tomorrow.

The history of agricultural progress, from Jethro Tull and his machine drill and
Thomas Jefferson and his moldboard plow in the Eighteenth Century, to the pres-
ent, shows that it takes rich men to bring about improvements.

They can and will take the risks. They can and will swallow the payrolls (tax-
able in this Welfare Century) needed for experiments.

Obviously, H.R. 13270 makes it very simple and attractive for them to put their
money elsewhere.

C. Real property depreciation recapture.- (Section 521 (a) of the Bill, proposed
amended Sec. 1250(a) of the Code)

While the country needs more plant and offke buildings, HR. 13270 applies
to this kind of capital the depreciation recapture rules formerly applying only
to short-lived business equipment.

If Joe Taxpayer sells a factory some 40 years from now, he will have to pay
ordinary income tax, at rates in force in 2009, upon so much of his profit as
applies to depreciation taken in the past.

If Joe Taxpayer sells 'a factory some 40 years from now, he will have to pay
up with in the year 2009?

While the Congress may cook up an analogy between short-lived personal
property and long-lived buildings, the two are not alike. Depreciation rates on
personal property are relatively short; Joe Taxpayer can see what will hit
him reasonably soon; but depreciation on new buildings runs to 40 or 50 years.

The Congress appears indifferent so long as it grabs tax money for now.
Here again, H.R. 13270 creates an almost irresistible urge to put money some-
where else where the return of capital will not be taxed at ordinary income
rates.

D. Tax preferences and allocated personal deductions.- (Secs. 301(a) and
302 (a) of the Bill, proposed new Secs. 84 and 277 of the Code)

After boxing capital in, levying on It, and penalizing its recovery and growth,
H.R. 13270 takes another bite out of it; and then goes on to make it a factor in
raising Joe Taxpayer's Income tax bill by limiting his deductions.

The Bill's main capital levy comes in making Joe pay ordinary income tax,
at top rates, on half his gain. After that the Tax Preference formula gets at the
other half by throwing ordinary income tax, at top rates, at that other half
it it goes over a certain percentage of Joe's income.
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To top it all, that other half also shows up in the "See. 277 fraction" which
shears off part of Joe Taxpayer's personal deductions, such as state taxes, in-
terest, contributions, and the like.

These proposals, with the others, simply discourage Joe from selling any-
thing, and are certainly not incentives to putting out risk capital.

E. Charitable gifts in appreciated property.-(Secs. 201(a) and 201(c) of
the Bill, proposed amended Sees. 170(b) and 170(e), and proposed new Sec.
83 of the Code)

Your relator has covered these topics in Part I of this statement, but would
comment that they combine with the other Gain and Loss proposals to dis-
courage using capital or investing in disposable capital.

CONCLUSION

The Capital Gain and Loss proposals of H.R. 13270 show a concerted plan
by the Congress to make a capital levy, now, for the pressures of today re-
gardless of what this will mean for the future.

The effect will be to discourage the sale, use, or accumulation of capital, and
to encourage following Uncle Sam's example of spending all and living for the
moment.

Respectfully,
WALTER N. TRENERRY.

(This part 2 of four parts prepared by Walter N. Trenerry, attorney-at-law,
Charles J. Hess, accountant, Robert W. Powell, accountant.)

BAY MIrETTE, ALA., August 238, 1969.lion. JOHN SPARKMAN

New Senate Oflce Building,
Washington, D.C.

DEAD SI: I would appreciate very much if you would contact Mr. Tom Vail,
Chief Counsel, Senate Finance Committee, prior to August 26 and ask him to con-
eider this written testimony (this letter) prior to the Senate Finance Committee
hearings.

The 1969 Tax Reform Bill (HR ,13270) is too severe. I have been In accounting
practice Since 1947 and this bill, if passed, will do more to wreck professionally
planned ideas and projects than any other tax measure I have ever seen. There is
a need for tax reform, I will admit, but make The effective date some time in the
future, not retroactively. I would like to go on Tecord as strenuously opposing any
retroactively effective tax date change.

The Tax Reform Bill coincides with a decline in general business profits, high
cost money end a stock market that has been sliding since January 1, 1969. What
this country urgently needs right now are business incentives, encouragement and
perhaps some type of relief from the very high interest mtaes prevalent today. I
believe, if allowed to remain as high as they are, that Interest rates will severely
depress the construction industry and bushiesses related thereto (building
supplies, etc.).

I believe that the changes in Bill Section 511 removing the 25% capital gains
tax ceiling will spell trouble for the stock market of America and the millions of
investors. With interest on savings accounts earning over 5% now, what incentive
will an investor have to risk his capital in the uncertain stock market? If the
market goes up and he sells, he is slapped with a big tax on his gain. If it goes
down and he loses, his capital loss has a limitation. If people do not buy stock in
American companies, how will they finance their operations?

The investment credit for small businesses should be retained. They need all the
help they can get just to exist!

May I suggest another law? Make it Illegal to require depositary receipt-type
payments for personal income taxes. This would be an unworkable, unwieldy
monstrosity If ever allowed to become law.

Very truly yours,
CLIFFORD l. WOOD.

STATEMENT OF E. S. WEISE, JEWELL, IOWA

It is indeed a very special privilege to present a statement before this committee
and appreciate the opportunity to be heard on this extremely urgent matter.
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I am E. S. Weise, Jewell, Iowa. We are just dirt farmers actively engaged in
the production of corn, beans, bay, cattle, hogs and turkeys; first as tenant-
farmers, owner-operators and absentee landlords, which indicates we are not only
straddling both sides of the fence but riding the middle as well. Agriculture is at
the bottom of the "Economic Totem Pole". As for the "Tenant-Farmer", one must
dig a hole to get to his level, so from this position I would like to share a few
observations with you while I plug this guy.

At an alarming rate the economic bulldozer is shoving the tenant-farmer off the
land into the large industrial centers. They settle in the blighted places vacated
by those of our affluent society that have escaped to the suburbs and wind up in
the hair of the metropolitan city fathers with various new problems Including
ever increasing demand on the cities bare coffers. You are being called upon to
support these people in one way or another, the tenant-farmer poses a three.
pronged problem each of which constitutes a drain on the U.S. Treasury. Why
not reverse it and make it pay off instead? I believe we can do just that, first
expound the problems then look at the options.

AMERICAN AGRICULTURE NEEDS YOUNG FARMERS

Farm operators are going to seed fast, U.S. Census reveals that the average
farm-operator Is in the late fifties, this indicates there must be a large segment
in the seventies. Time is running out. Where are the youth that are going to jump
into our shoes? Go to any agricultural gathering, present might be a few teenagers
and under, others from thirty-five and up, but in between are the missing ones.
They are absent because we have failed to give them an opportunity with a goal.
Today a constant transfusion of young blood infuses the industrial giants, but
agriculture is anemic in this respect.

All industry is subject to change, agriculture Is no exception, practices and
methods shift from area to area. However great the change the more it basically
remains the same, namely, the production of food and fiber, every living thing
must eat and does. Youth can adapt but age hesitates, where youth innovates, age
is satisfied.

THE AMERICAN AGRICULTURE SYSTEM IS THE ENVY OF THE WHOLE WORLD-WHY?

The built-in incentive promises the individual he will reap the rewards in direct
proportion of his ability to, and application in, his hands to the soil. Any ambi-
tious emigrant without a dime could climb the agricultural ladder at his own
pace and together with thrift, in the course of time, enjoy the full ownership of
the land he tolled. Today the ladder is broken, the lower rungs are missing, no
longer can youth progressively become a hired man, tenant-farmer, contract-
owner and then full owner. "By this method in the past ten years only .07% have
reached the contra !t goal, 71.1% of all farm transfers were on the woman's side
of the family"-Tinmons.2 They hold title to most of the rented lands and live in
the rural towns surrounded by these farms, (prominently evident wherever the
terrain is adaptable to large row crop equipment and predominantly operated by
tenant-farmers).

Does not this indicate we are drifting into the old feudal system where owner-
ship was through marriage or inheritance? We are now accelerating a modernized
feudal system where again ownership is through marriage and succession to a
dynasty is by birthright. Are we not establishing an absolute "closed shop landed
aristocracy" via economic measures? Upon this premises we might ask, by what
"Divine right" are we instituting and, or advocating land reform in foreign
countries if we create here the very conditions we are foreign aiding to correct
elsewhere?

WHY ARE YOUNG TENANT-FARMERS LEAVING THE LAND?

(a) Most tenant-farmers of retirement age cannot live on the minimum Social
Security.

(M) There is no Job in his small town to supplement his retirement check.
(c) Age and insurance make him unemployable in the nearby city, so he hangs

on.
Although the young tenant-farmer may have the skills, aptitude, ambition and

drive, they are of little value to him if he cannot obtain the capital to buy and
equip a farm. Today he will be dead before he can accumulate the down pay-
ment by saving (by contrast his brother who works in industry can buy a
$30,000.00 house with next to nothing down). Previously most rented farms were

See footnotes at end of statement, p. 2448.
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on a ycar to year basis (March to March) and we saw a lot of moving here and
there and back again, not so much today because more and more leases are on a
crop to crop basis. Many tenants have leases on several farms; it also happens
that several tenants may have different crop leases on the same farm. This oper-
ation calls for a lot of equipment and a show of machinery is necessary to ob-
tain more crop leases or have those renewed he is already operating. Resulting in
most young farmers being overcapitalized in iron, they are strangled by short
term loans at high interest rates which relegate the borrower Into some type of
perpetual-poverty.

The crop leases makes for grain operation heavily dependent on Price Sup-
ports, because generally he has no permanent base for a livestock operation. There
is a constant struggle to adjust their cropping operations to meet their obligations,
live off the depreciation and get the leases renewed for next year. They are the
most optomistic gamblers in all the world, but the forgotten man In USA, should
he lose his leases the bank must sell him out, liquidate to the last pitch fork, in
a year or two he might rent another farm. It is doubtful if the same bank will re-
finance him In his new venture from scratch, and FHA will give him the flsheye
unless he has a term of years contract, so he is out. He needs a permanent base
where he can set up a livestock operation, expand with one arm or retrench with
the other without going out of business, this will enhance his credit at the local
bank, The majority of young farmers seem to have no credit to buy land save for
FHA and that is like being on the old OPA. Ratloing List. Rural youth is versital,
adaptable and aggressive, he will take any job to gain experience regardless of
pay, this robs those rooted in the area of jobs. However he wises up fast too, my
contention is you are going to support him and his displacement one way or an-
other, the city Mayors are already crying for Federal Funds because of him. Why
not utilize this guy's drive while he still has It, right where he is, with his en-
thusiastic and positive attitude toward farming? All they ask is "tools" to help
themselves, there are "Billions of Private Capital" ready and willing to help them
it Congress will set up the guide lines, so where do we go from here?

OPTION NO. 1

Well there iq the Factory Corporation Farm.--The concentration of more and
more land into fewer hands bid for this type of operation. It has certain ad-
vantages in a vertical integrated structure, but until we have climate control
plus reversal of the present cost-price squeeze, it will collapse of its own weight,
providing it cannot write off farm losses against other income. Throughout the
feed grain area climatic conditions imperatively dictate daily decisions must be
made by the manager on the spot and he ,-,ust have his hands in the dirt, com-
puters notwithstanding.

Personally I don't fear the factory corpora t, ,"a farm concept in the least. It will
be overburdened with problems that do not exist on the 1 family farm, today's
most efficient producer of food In the world. To know anything well one mu#t live
with it. You might be surprised what revelations one can get from a month's
"llvein" with relatives and they from you, than by twenty years association.

We can pass all the laws curbing factory corporation farming you can print,
but if we fall to provide opportunity and tools for the young fellow to start In
farming we will dump the whole shebang into the corporation's lap by default.
The grim reaper will take care of us old bald and grey heads, -together with the
bulldozer's piled up displaced rural people creating a vacuum for the corporation
to move right In, that wilt be the end of cheap food. Remember time Is on the cor-
poration side, It pays no death taxes to survive, versus farms carrying the bur-
den of periodic liquidation of the capital invested iL them. Then we have In the
works;

OPTION NO. 2

Bipartisan Senate File 1567.-"Young Farmers Investment Act" It cuts FHA's
bands tied with too little and too late, they have an accomplished record in
spite of the restrictions. We simply cannot continue to function without young
blood, new Ideas, new enthusiasm and drive toward ownership. It will prevent
fate from strangling those young men now boxed in, starting a career in agricul-
ture and move them out of the poverty segment by providing them with a per-
manent base of operations. The question naturally arises, where are we going to
get the money? Congress will be very reluctant, especially at this time to ap-
propriate money to fund this project
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How can we get young tenant-farmers into the owner-operator bracket and
keep them solvent? Most landlords are primarily interested in three things; In-
come, securityy and taxes. Six things prevent the sale of farm lands to tenant-
farmerp.

Seller's position:
(a) Taxes: Even capital gains takes a big bite out of the sale price.
(b) Restricted: Ever larger down payments limits the number of tenant-

farmers as buyers.
(c) Funds: Problem of investing realized cash in a new field.

Tenant's position :
(a) Age: Everyone wants to protect youth from taking risks in appreciating

investments but have no compunctions whatsoever from getting them
into debt up to their eye brows on expendables.

(b) Cash: Actuarial statistics prove he will be dead before he can accumu-
late the asking down payment by saving.

(c) Credit: No private lending agency is interested in extending credit to
these individuals, while "Government Aid" set up for this purpose in
FSA now Farmers Home Administration functioning these thirty odd
years has been extremely limited in this direction.

OPTION NO. 3
Try this:

1. Authorize Farmers Home Administration to act as a credit depository.
2. The Federal Government guarantee the contract sale between seller and

purchaser.
3. Cancel Capital Gains Tax on farms sold to tenant-operators, and then only

if the entire transaction is approved by Farmers Home Administration
(prevents collusion). This is not a "Steal Deal" to take advantage of
the "no tax sale" the seller must do two things to qualify:

Seller agrees:
(a) Accepts nominal down payment from purchaser, balance In form of a

"guaranteed credit deposit" with Farmers ttome Administration in
lieu of cash.

(b) Accepts a low interest rate the first five years then in graduates upward
In five year intervals in exchange for "no tax sale" thus becoming a
"Lendlord."

Tenant purchaser agrees:
(a) Insured loan, not transfer farm for period of five years because of profit

motives.
(b) Variable payments equivalent to rentals on a crop sbare basis be man-

datory.

HERE ARE THE MECHANICS- (SIMILAR TO BANK CHECKING ACCOUNT)

Owner sells to qualified tenant for whatever price they agree (FHA approval),
seller takes Government guaranteed deposit account with FHA in lieu of money
In exchange for no income taxes on the real estate transaction; however, if the
seller withdraws from this account an amount in excess of the principal pay-
ments made by the tenatit-purchaser, such excess amount be subject to capital
gains tax, interest earnings from this account be taxed at the regular rate. This
shall in no way effect the interest payments made by the purchaser nor shall the
seller be forced to withdraw any specified sum but can leave all on deposit to ac-
cumulate interest at the lowest rate. No purchaser shall be able to sell or transfer
for a period of five years any farm financed under any FHA plan because of
profit motives. Set up on an amortized long term basis, nominal down payment,
graduated interest rates, purchaser to make variable payments equivalent to
rentals.

It may be argued we are subsidizing retirement by forgiving the capital gains
tax however, unless and until there is a sale. no taxes are due, also if the owner
elects to parcel it out while he is living "Uncle" will not collect inheritance taxes
either.

Tax revenue:
1. Presently the income from tenant operated farms (cornbelt) as divided on

a fifty-fifty basis and the tax proportioned subject to the deductions of the indi-
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viduals effected. Under the above plan the new owner-operator will receive 100%
of the income and pay taxes accordingly.

2. The former owner (Landlord) previously received fifty percent of the income
from the farm and paid the tax thereon, now however he is a Lendlord under
PHA and receives interest income on the unpaid balance of the farm sold to the
tenant-operator. In effect this is a contract sale and would minimize the Capital
Gains Tax over the long pull anyway.

3. (a) The Treasury will receive taxes from the total production of the farm
same as under the preseent regulations, plus: (b) The Treasury will receive
taxes from interest income on the unpaid balance.

This is all voluntary, in fact it will deter the inflationary spiral of land prices,
most tenant-operators would jump at this opportunity. Landlords would also
take advantage of it because they are primarily interested in (a) income (b)
security, if FHA guarantees the contract how much security do we want??
Within a relative short time FHA will have so much money in this account they
will move it around via bulldozer.

No supplementary income in excess of 15% shall escape taxes through this
provision.'

"The Question may be raised why have any tenancy, particularly if 100co loans
are workable? In other words, what are the advantages and disadvantages of
substituting "LENDLORDS" for landlords? If a significant proportion of farms
continue to be tenant operated, what is the function of the landlord? In earlier
years the landlord furnished both credit and management to young farmers.
With large number of urban farm owners and woman landlords resulting from
the operation of the laws of descent, has not the function of landlords changed
materially ?"-Timmons.9

The ultimate alternative: Megaton Depression, Bust everybody, Youth will
return to the land, but who wants it??

CONCLUSION

Our argument Is valid, the request reasonable, the idea sound.
There are secondary benefits to others too.
It will influence stabilization of family farms and communities.
Enables a Tenant-Purchaser to avail himself of long range planning and cuts

waste.
Accelerates use of Farmers Home Administration already functioning.
Inflation proof, makes no "raid" on the Treasury. Pays its own way.
A program of this type Is essential if rural youth are to have the opportunity

to farm. We can no longer delay, action is of essence, your support in helping
organize such a program is a must in view of the world food needs.

Thank you.

MNIERRILL, LyNCH, PIERCE, FENNER & SMITH, INC.,
New York, N.Y., August 26, 1969.

Hon. RUSSELL B. LONo,
Chairman, Senate Finance Committee,
Senate Office Building, Washingtan,, D.C.

DEAR MR. CHAIRMAN: Since the Senate Finance Committee will commence
hearings next month on H.R. 13270, a bill to reform the Income tax laws, I want
to take this opportunity to comment on two sections of the bill as passed by the
House of Representatives.

As you know, the securities industry is vitally interested in the tax reform
bill currently before the Senate, and in particular, we are concerned with the
sections dealing with the tax treatment of capital gains and the holding period

1 Family Farm-The size depends on the locality, the crops produced in that area and
what the family can profitably operate with a minimum of hired help during peak load
season.

"Farm Ownership in the United States" by Dr. J. G. Timmons, Iowa State University,
Ames, Iowa.

& From statement to House Committee on Agriculture, Washington, D.C., March 1, 1956:
"Tighten up income tax laws so no one who does not depend upon agriculture for 85% of

hIs income may use profits made In other business to cover farm losses-Tomatoes are one
of our crops, when prices remain around the 30 to 40 level, farmers have no outside competi-
tion, but If prices rise as this year to 120 and 150 then next season we have bankers, lawyers.
doctors, barber. merchants all In the tomato business from a few acres on up. They have oil
to in and nothing to lose as Uncle Sam pays their losses taxiise." (By Mr. J. Perrin
Willis, Agricultural Economist and Radio Farm Director, KTLU, Rusk, Texas.)
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of capital assets, Subtitle B, Sections 511 and 514. We earnestly hope that bei
this bill is enacted, proper consideration will be given to tl)( economic co,
quences cf any revisions of the existing laws.

It is iny view-one shared by many in the sec-urities industry -tl:t , "'' ,

emerged from the House is not sUpporLLd by sufficieuL re.-* . ch i.,, l'er,.
approaches to capital gains taxation. While I wholeheartedly welcome con-
structive changes in the nation's tav 1,nws, I am disturbed by the prospect of
ill-advised legislation drafted in the name of reform.

Specifically, I question the wisdom of eliminating the alternative long-term
capital giins tax for individuals and lenthening the holding period to one year.
I have serious doubts that the arguments in favor of these proposals will stand
up under objective examination. At the very least, a study should be made of the
potential impact of these proposals before they are acted upon by the Senate.

The holding-period provision of the House bill appears to be based entirely
on an Internal Revenue Service study of income statistics for 1962, which was
hardly a typical year for the securities industry. The House Ways and Means
Committee report on H.R. 13270 conceded that "no hard-and-fast distinction can
be made between speculative and investment gains on the basis of the holding
period involved.. ." Then it proceeds to recommend a one-year holding period
on the ground that the I.R.S. study "offers evidence that almost 90 percent of
all capital gains on corporate stock in 1962 arose from sales ocurring after
one year of possession."

The report fails to mention that 1962 was the year of the worst break in
stock prices since 1929. Naturally, gains were taken on stocks held for every
conceivable period. (A lot of capital losses were taken, too.) Short-term trans-
actions accounted for 5.4 percent of the gains, stocks held for six months to
twelve months were responsible for 6 percent of the gains, and stocks held
one to two years were the basis for 8.2 percent of the gains. There was an equally
even distribution of gains from sales of stocks held for longer periods (two to
three years, 6.8 percent; three to four years, 6.5 percent; four to five years, 5
percent). Stocks held five years or more accounted for another 48.8 percent of
the realized gains, and 13.3 percent of the gains could not be assigned to any
specific holding period.

The Ways and Means Committee report cites the 1.6 percent of gains at-
tributable to disposition of stock held between six and seven months as evi-
dence of a "very sharp increase in sales", presumably for tax purposes. This
is not a very persuasive statement in view of the fact that 4.4 percent of the
gains was accounted for by stock held for seven to twelve months, and, as
stated earlier, 8.2 percent resulted from the sale of stock held one to two years.

In reviewing the report, I am unable to discern a pattern that suggests a
better legal distinction between short-term and long-term capital gains than
we have now. If such a line Is to be drawn, I respectfully submit that more
than one year's experience should be studied in arriving at a recommendation
for legislation.

Aside from what seems to me to be meager data supporting the House bill.
there is inherent in it an Intent to narrow the distinction between capital
and income. Historically, our tax laws have preserved this distinction on the
theory that capital investment should be encouraged as a means of stimulating
the growth of our free-enterprise system.

The Ways and Means Committee report seems to challenge this precedent in
stating that the effect of the alternative capital gains tax is "at variance with
our progressive tax rate structure ... " The implication seems to be that thrift,
on which the accumulation of capital depends, should not be rewarded.

In the dissenting words of Representative James B. Utt of the Ways and
Means Committee, "The Committee failed to distinguish between an increment
to a capital asset that often accrues-largely due to inflation-over a long
period of time and income that is generated on an annual basis."

It Is Illustory to assume that a substantial rise In the dollar value of a capital
asset necessarily represents an increase in real value that should be taxed at pro-
gressive rates. In the thirties, consumer prices were about 40 preent of today's
prices. In other words, the dollar would buy two-and-one-half times more than It
does now. Hence a $10,000 Investment made In 1935 that Is worth $25,000 today
has not appreciated at all in terms of true value.

i believe that the present 25 percent statutory limitation on the taxation of a
long-erm capital gains should be maintained. Of course, inroads have already been
made into this limitation by the 10 percent federal surcharge and by increaing

33-865-69-pt. 3-44
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state and local income taxes, all of which apply to long-term capital gains.
Realistic tax reform should reflect these developments as well as inflation.

It is likely that the House bill, If enacted, would impair the liquidity of other-
wise marketable securities and thus reduce ,the availability of risk capital at a
time when high interest rates have already taken their toll on the money markets.

As the Congress and the Administration strive to reduce the burrien of taxes on
millions of low- and middle-income Americans, proven sources of revenue should
not be jeopardized. The arguments that repeal of the alternative tax and extension
of the holding period 'would increase tax revenue are utterly unconvincing, nor are
they documented in the Ways and Means Committee report.

'If, for example. investors were to hold their securities longer than they do now,
there would be less-not more--income to the feder.' government as a conse-
quence. If our country hopes to pay for large defense outlays and much-needed
social and tax-sharing programs and still have a sizable surplus, we need all the
revenue we can get. Let's not dry up one reliable source of tax income in the
false hope that a better one might somehow be developed.

Obviously, the Ways and Means Committee has labored long and hard to write
the many tax-reform measures that will soon be considered by the Senate Finance
Committee. As a citizen and a member of the securities industry, I salute much of
the wcrk that has been produced by the Ways and Means Committee, but the cap-
ital gains tax is not a loophole and needs no reform. I am also opposed to the
drafting of tax legislation affecting the investments of more than 100 million
Americans without giving them an opportunity to react to the Committee's
proposals.

According to Representative Sam M. Gibbons, ,a member of the Ways and Means
Committee, "it was not until the 28th of July, six days before the writing of these
views, that the committee had the first opportunityy to view any of the more than
360 pages of this very complicated legislation. Moreover, the general public, who
must pay the taxes Imposed by this legislation, has never had an opportunity to
.see this legislation, to examine It, to crltliize it, or even to offer suggestions about
this specific draft, or, In fact, any draft thereof".

I trust that as the House bill Is taken tip by the Senate PInance Committee it
-will receive the thorough examination It deserves-and that the public will be
kept fully informed of your deliberations.

Sincerely,
DONALD T. REOAN,

President.

BAKER & 'MCKENZIE, ATTORNEYS AT LAW,
Washington, D.C., September 9, 1969.

Re H.R. 13270-Section 516(c)-Omission of rules regarding deductibility of
certain franchise acquisition costs.

Hon. RussELL B. LONo,
Chairman, Committee on Finance,
U.S. Senate, Wa~hingto^, D.O.

DEAR MR. CHAIRMAN: The purpose of this statement is to direct the Committ_%e's
attention 'to a problem connected with section 516(c) of H.R. 13270, the new
provision in the bill dealing with the sale of franchises and other intangible
business assets. In short, the House bill has introduced specific statutory rules
dealing with the tax treatment of the seller of such assets but is completely silent
with respect to the treatment of the purchaser.

It is of great importance that the purchasers of these assets, the large majority
,of whom are small businessmen, know what tax effects attach to the payments
they make for acquiring franchises, trademarks, trade names and similar intan-
gible assets vital to the operation of their businesses. It would appear that in the
development of the House bill the purchaser's problems were either simply over-
looked or there was Insufficient time to draft the necessary statutory language.
Now, however, It seems most appropriate that the Senate complete the picture
and provide rules for the deductibility of the payments made by the purchasers.

The analysis of the present law and the new problems which may arise by
reason of the enactment of H.R. 13270, set forth below, is made to assist the
Committee in formulating a policy and developing o get of rules covering the
purchase of intangibles. It should be kept in mind that the basic situation with
which this statement is concerned Is the tax treatment to be afforded to the
annual, recurring payments made by the purchaser to the seller of a franchise,
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trademark, trade name or other similar business asset, which payment is meas-
ured by the year's use of the asset or by the annual income produced thereby, and
is essential to the purchaser's continued ownership and utilization of the asset.
Iln other words, this statement should not be confused with another baslc propo-
sition, i.e., the tax treatment to be afforded the payment of a lump stum for the
acquisition of an intangible asset with an indeterminate useful life. That is an
entirely different problem and it is completely unnecessary to deal with it in
order to take care of the very common and important situation at which this
statement is directed.

Thus a significant item of tax reform can be effected by the Tax Reform Act
of 1969 if the area of law under discussion Is clarified.1
to permit the current deduction of franchise, trademark, trade name, etc., pay-
ments which are determined by reference to the income derived from, or the
utilization of, the franchise or other intangible. As developed more fully below,
this Is not a novel concept; it has been applied by both the courts and the Internal
Revenue Service in a sufficient number of analogous situations to have become
known as the "flow of income" method of depreciation.

The significance of the tax reform recommended in this statement is heightened
by the fact that franchising is a method of doing business whose importance is
constantly increasing. Of even greater importance in the context of the current
tax reform program, which has become so deeply concerned with providing more
equality for the smaller taxpayer, is the fact that franchising is probably the single
largest economic phenomenon whereby small businesses are being established and
developed in the United States today. By removing the doubts surrounding the
tax treatment of the cost of acquiring a franchise the proposal advanced herein
will help to further stimulate the growth of franchise operations.

THE PROBLEm-AN ILLUSTRATIVE CASE

FACTS

Assume that Mr. and Mrs. John Public, a retired but still vigorous couple who
have accumulated a sum of money by diligent saving, respond to an advertise-
ment In a financial Journal stating that "a food franchising business with good
income potential is available for a modest capital investment." They are con-
tacted by the franchisor who shows Mr. and Mrs. Public the standard franchise
agreement (which, in fact, is essentially like many existing franchise arrange-
ments) pursuant to which they would be granted the exclusive right to prepare
and sell spareribs under the trade name "Super Ribs" In a defined geographical
area. Mr. and Mrs. Public's rights would continue as long as they maintained a
certain quality standard and made an annual payment of 25 cents per pound of
spareribs sold.

Mr. and Mrs. Public sign the agreement and In 1968 they sell 100,000 pounds
of spareribs at $1.00 per pound. They pay the franchisor $25,000 and incur addi-
tional costs and expenses of $63,000 in 1968. Accordingly, Mr. and Mrs. Public
report $12,000 ($100,000 less total costs of operation, $88,000) on their 1908 return
as income from the operation of the franchise business.

Mr. and Mrs. Public's 1968 return is audited and the revenue agent disallows
the deducation taken for the $25,000 franchise payment on the ground that the
franchise agreement granted Mr. and Mrs. Public "all substantial rights" to the
trade name "Super Ribs" in the specified territory. The agent maintains that
such rights represent a capital asset having an indeterminate useful life and that,
accordingly, the franchise payment of $25,000 represents a non-deductible capi-
tal outlay.

THE DECISION IN "DUNN V. UNITED STATES"

In September 1969 the Court of Appeal,4 for the Tenth Circuit in Dunn v. United
8tatc.s, 400 F.2d 679, affirming, 259 F. Supp. 828 (D.C. Okla. 1966), a case in-
volving payments of 28 cents per gallon of Dairy Queen mix used by a franchisee,
upheld the Internal Revenue Service position. The gallon~age payments were dis-
allowed as a depreciation deduction with respect to the cost of the asset pur-
chased thereby, viz., the franchise right to market under the Dairy Queen name,
solely because the life of the Franchise was of an unascertainable length (it

1 Significantly, the new rules regarding the taxation of transferors contained in section
516(c) of the bill have been characterized as being simply a clarification of the existing case
law. H. Rep. No. 91-431 (Part 1), p. 164. This clarifying process should properly be extended
to encompass transferees.
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could be ended by the franchisee by non-payment of the gallonage charges or by
a voluntary surrender of the franchise, or by the franchisor upon violation of
the terms of the.agreement by the franchisee).

TilE DISASTROUS ECONOUIO CONSQUENCK8 OF THE "DUNN" DECISION

Let us examine the Intolerable e onomie situation into which Mr. and Mrs.
publicc have been placed by the Dutm decision. Now their taxable income for

19W8 has been increased to $31,000. Twenty-five thousand dollars of this $37,000
ordinary inl)uve represents an "Investment" in an asset which has little or Ito
resale value.0 The remaining $12,000 earned by Mr. and Mrs. Public from the
ope,-- lon of their franchise will probably be barely sufficient to cover the income
tax due on this alleged $37,000 Incone.' If the audit occurs in 1972 the situation
Is even more drastic since Mr. and Mrs. Public would be faced with having three
taxable years in Issue with a substantial interest payment to boot. It is not tin-
likely that this tax situation will forve Mr. and Mrs. Public to abandon their
franchis-and another small business will have departed from the U.S. scene.

"DENN" RULIC ILLoOICAL AND BAD PoLicY

Not only is the D,,,n case intolerable from the viewpoint of small business
econtouies, It is wrong as a matter of law.

R r CCUTION DKEOIONS ARE DESIGNED TO CLEARLY REFLECT INCOME

Tbe Supreme Court has said that the "primary purpose of depreciation ac-
counting Iis) to further the integrity of periodic income statements by making
a meaulngful allocation of the cost entailed in the use of the asset to the period
to which it contributes."' The Court of Appeals in the Dunn case failed to follow
this dictate of the Supreme Court. Indeed. the conclusion In Dunn does vlolenv
to the integrity of periodic Income statements by causing the deduction of the
perioIe production payments for franchise rights to be deferred in most cas.s
util the termination of the franchise. The practical result of his is to depriv'e
tt taxpayer hrawcisee t4 any deductions for the Voyments maide to acquire the
franchise because In the year of franchise termination there Is apt to be little
or no, Income agaWst which the load represented by the aggregated payments
can be offit . Such a result ean only be characterized as a patent distortion of
ncoae for tax purpose (as toe Service itself expre&".4y reegnized in Rev. RuL

OTt-1K, discussed below).
Coanersely, permitting a franchise payment based on producthoia use or sale

to be deducted in the year of such production, use or sale results in the clear
reflectlom of income which it is the function of section 167 to insure. Thb is so
bemt %here is a direct relationship between the income gnerated by the vix-
Vaye's use ot the asset during the period and the amount of the taxpayer's
, algdou to pay during that period arising under the rauchise agreement.
Vabr ,, kh2 right to continue such us is directly dependent upon such
payment becau.- e the us al franchise agreement terminates, and the right revervt
to the seler. in the event of a default in payment. Accordingly, the franchise
Gmaxt aequre by sach poamet, any resided rights l the ast Moeovr.
the aeaal ftvan . agreement also precludes a transfer or a nt wihoiat
theo at tbe Iftawhie , even if there is no default in pm ulyn.

The t eoitla that tfachim acquLition cat Waved to
'On M arem an tmmmittr dedwtlbe is sapported by court decisions as

1 , SerVice R V lisnvoling a l at other than
bati bIn* or unamcetasable UK4flel 1.e. 10 lIn Maee

2uvsvl. *~Aemle t i aM patest amUltlaW .ether of waaa have
a 4 i46m0e UK th Tbx coat ban bol tat trocttm it

A IIIoil I or ba ft^d~wbft m Waf
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"are to be regarded as part of the cost of the [asset) then it seems reasonable
to allow a corresponding deduction for each year because the payments are meas-
ured by the profitable use of the [asset) in each year and will continue to be so
measured during any year in which the payments are made." 1

The case of Associated Patentees, Inc., 4 T. C. 979 (1945) is most helpful be-
cause of the force and clarity of its reasoning. The Associated Patentees case is
all the more meaningful because it involves patents. The validity of the tax-
payer's position Is thus very dramatically illustrated since the court rejected the
statutory lives of the patents as a basis for.depreciation, for which the Govern-
ment was contending, and held t!At-the flow of income method of depreciation,
for which the instant taxpiyeM'are contending, should be used because it pro-
duced a deduction which relted in a more clear reflection of auual income for
tax purposes.

In Associated Patewtees the taxpayer acqulredpatents of varying lives. The sell-
ers were to receive afrconsideration 80 percent of taXlpayer's annual income from
any license agreements covering tbe patents which it negotiated. The taxpayer
claimed a depreciation deduction'rn th amount of sucjr royalties It paid to the
sellers in the taxable year. rli6 Commissioner disallowed the deduction contend-
ing that only a poportionate part of the royalty payment should be allowed cur-
rently with the balance prorated oyerlvVjeemainhag lives of the patents. In each
succeeding year, the taxpayer would .b6^1totd. a dqductin for a proportionate'
part of the payment In that year p1 'the amount allocated to such year f Om
prior payment# Although the Comm , ner used the definitely ascertainable life
of the patent jas the bas:-fr his mqe e cifit0n comp tAtipoa, his determination
was rejected bt the Tax court _ e ,S t

It will iadily be seen that mlh ogh- this:met of computation will give
to the petitioner aggregate theoretical ded for depreciation equallOng
the total ultimate cost, its practical result Will bO sfi'entorely Inadequate al-
lowance for depreciation at the beginning.of t06 terms ani&excessive allow-
ances for depreciation at the end. AetuaHyo JA the later yearr, the deprkcda-
tion allowames would largely exceed inomaie from the patlesta. Under such
a method of iqomputation the petitioner might not, In fa.t, recover it cost
from income. , /

The court then wot on to preatibe the method of depree~ation for which tax-
payer is z -otending iii his request fOrtegilailve relef-the most rational method
of depreciating an Gnlttaile asset with an indeterminate useful 1I being pur-
chased by contingent P agents because the deduction varies in)Irect ielation-
sdip to the economic explotita n of the acquired asset The c id:

Petitioner's cvotenlion is6t" the cost payment m ,e h year is subject to
depreciation in its full amount Istpertaining to that year
*lone and measured by i over that period. It Is argued that, with an
allowance so made, at the clos of the lives of the patents the petitioner will
have recovered the amount of their cost prorated equitably over their liv&

Section 23(1) provides for "a reasonable allowed" for depredation. It
provides no specific method for its computation. Respondent's regulations
recognize the fact that there is no fixed rule, but that the cost should be
apportioned over the useful life In such ratable amount as may reasonably
be considered necessary to recover during the remaining useful life of the
property the unrecovered roet or other basis. The situation here Is unuataL
But we think that the method for computing depreciation for which petitioner
argues gives ft a reasonable, and not more than a reasonable, allowance,
whns the method urged by respondent might deny petitioner the recovery
of its cost and would unquestionably result In a distortion of loc

,It is respectfully submitted that the rmauing of Aueelted Peteteee tI
unueion"bly sound and applies to the Instant Astion with equal force.

Or." DECISION ILW COYIU& To IN 1353(113"

It si nlcet to note that the Teaury Departaent bas reyuird taxpayers to
Im the "tw ofc Income" method of dep atiou In situadtos cately analo-
jne to txaCbLse for the very as that such a method amues a
i~tmm uuft ortima of incogn. In Rev. RuL 10-2 C.B. , t er
:11t1Abt the umuper method. for depredating Mooe or rented televid=Simsl,
- 9afty nith a 1 bat le seli US% was by 2rWfrene to the income
Oftwoud tw the *os It pertinen part the ruling states:

*U.Le aL e a., 10 2C at p.2SM



2454

* . . the usefulness of such assets in the taxpayer's trade or business Is
measurable over the income it produces and cannot be adequately measured
by the passage of time alone. Therefore, in order to avoid distortion,
depreciation must follow the "flow of income." (Emphasis added.)

In Rev. Rul. 67-130, 1967-1 C.B. 58, the Internal Revenue Service again approved
the "flow of income" method of depreciation where Inventions covered by patent
applications were purchased for a continuing purchase price based upon income
produced by the exploitation of the Inventions:

... by the terms of the contract in the instant case, the price of the assets
is tied to the benefits the taxpayer derives from them; as the assets produce
income their cost or basis increases and tbeir period of usefulness to 'the tax.
payer is proven. The use of the amounts which the taxpayer in this case i
contractually obligated to pay on the price as the measure of the allowance
for depreciation assures minimum distortion of income. The con trary would
be the case if the taxpayer were required to delay recapturing his capital
investntent in the assets until their total price (8 established. (Emphasis
added.)

In the light of the logical reasoning expressed in Rev. Rul. 67-130, how can the
Service on one hand allow a deduction for annual payments where a patent
application Is involved and deny the deduction where a franchise is involved?
In either case it is Impossible to determine with any degree of certainty what the
life of the asset will be. The uncet'tainty surrounding the life of a franchise right
contingent upon exploitation has been outlined above. Similarly, it is impossible
to determine with any degree of certainty when (if at all) a patent will issue
after an application has been submitted to the Patent Office. Although the ma-
Jority of applications are processed in three to four years, it is not unusual for
an application to be pending as long as five or six years-and in some cases the
period has exceeded ten years or more.

It is respectfully submitted that there is no difference in principle between
the situations involved in the foregoing cases and rulings and that involve(]
where a franchise is purchased on a basis geared to the production of income.

IRS ERROR: TREATING LUMP SUM AND PRODUCTION-ASED ACQUISITION PAYMENTS
IN A LIKE MANNER

The error in the Internal Revenue Service position (unfortunately now em-
bedded in the law by decisions of a District Court and a Circuit Court of Appeals)
stems from a failure to distinguish, for purposes of income tax depreciation,
the fundamental difference between a lump sum payment to purchase a franchise
right and a purchase price consisting of periodic payments contingent upon the
income derived from, or other indicia of exploitation of, the franchise. That this
failure to distinguish between these two types of acquisition payments Is not
due to oversight or inadvertence, but is quite deliberate, Is highlighted by the
following language of the Distrit Court:

The great weight of authority appears to hold that Intangible property
wfth an unascertainable useful life Is not subject to amortization or de-
preciation. This rule would clearly be applicable, If, for instance, the corpo-
ration herein paid a fixed suni at the start for the franchise. This payment
would have to be capitalized and recovered when the business was ultimately
sold. The fact that the parties here negotiated a different sale price, that is
280 per gallon forever, rather tItan a fixed figure, should make no difference
in the legal conclusion which must be reached herein. (Emphasis added.)

It should be noted that neither the District nor the Circuit Court in Dunn
ever explained why the foregoing cases and rulings did not require a "difference
in the legal conclusion" where a production payment purchase price rather than
a lump sum cost is being depreciated. In other words, the courts in Dunn failed
to recognize tMat all the cases on which they relied involved acquisitions in
which the pu,,hase price was entirely or in substantial part paid by a lump
sum; simultaneously they ignored the authority of the cases and rulings dealing
with non-lump sum purchases. As a result they misapplied the rule in the regu-
lations to the effect that "An intangible asset, the useful life of which is not
limited, is not subject to the allowance for depreciation." I

When that imgulatory rule is applied to a lump sum payment for an in-
tangible asset having an unascertainable useful life, the result reached makes
sense under section 167. In other words, since the total cost of the intangible asset

'reaury Regulation 6 1.10 (a)-S.
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extends for a number of years-a number which Is not limited, L.e., unascer-
tainable, there is no basis on which a deduction call be permitted which would
assure that income would be clearly reflected. Certainly to permit the entire
amount to be deducted In the year of expenditure would result in a distortion
of income. Similarly, although the distortion would be less, there would be no
rational basis for spreading the cost over a number of years. Accordingly,
where a lump sum acquisition is involved, the regulations, and the courts, have
reached it logical result in the light of the present statute.'

However, slavish adherence to the literal language of the regulations in the
case of non-lump sum purchases eontravenes the cases and Service rulings
cited above and results i a manifest perversion of section 167.

A FALSE ISSUE-PARALLEL TREATMENT OF SELLER AND PURCHASER

The Dunn case an( the second paragraph of item 10 in the tentative modifi-
cation of the tax treatment of capital gains and losses set forth in the July 25,
1969 press released of the Ways and Means Committee are some indication
that the tax treatment received by the seller may affect the manner in which
the purchaser is treated. Apparently it Is felt by some that if the seller makes
a sale at capital gains rates the purchaser should be precluded from depreciat-
ing the cost of acquiring the franchise or other intangible asset purchased. There
is no basis in law, logic, or equity for such a position.

Apparently a cause for some of the thinking along this vein arises from
analogizing the periodic purchase payments in question to rental or royalty
payments. However, it Is submitted that the character of the payment from
the viewpoint of the franchise is no different where the transaction is an intall-
ment sale, a lease or a royalty arrangement. If, under the new standards of sec-
tion 516(c) of II.R. 13270, the transferor of a franchise has not retained any
significant power, right or continuing interest with respect to the subject matter
of the franchise (or if amounts are attributable to the transfer of all substan-
tial rights to a patent, trademark or trade name) why should the transferee
automatically be precluded from deducting the cost of acquiring the franchise,
patent, trademark or trade name? The question of deductibility does not hinge
upon what happens to the transferor tax-wise. We must look to tMe nature of
the item in the hands of the transferee and apply the pertinent rules of deducti-
bility tohim as a separate taxpayer.

Looking at the transaction from the viewpoint of the purchaser the threshold
proposition is that there is no inherent prohibition in our tax laws against deduct-
ing the cost of assets used in the trade or business. Indeed, depreciation deduc-
tions are the classic example of such deductions. Certainly no one has suggested
that depreciation deductions should be denied if the seller of the depreciable prop-
erty realized capital gain on the sale rather than ordinary income. Moreover, no
one would suggest that depreciation deductions should not be allowed simply be-
cause the capital gain sale was made on an installment basis. The same reason-
ing applies to the instant situation.,

FAILURE TO CLARIFY DEDUCTION RULES MAY FLACE FRANCHISEES IN WORSE POSITION

One final observation may be worthwhile. If H.R. 13270 Is not clarified along
the lines suggested in this letter, franchisees and purchasers of other Intangibles
may be worse off after the bill's enactment than under existing law. The above-
referred to Item in the July 25 press release of the Ways and Means Committee
may be regarded as lending support to the "parallel treatment" approach of the

'This i not to say that the Code i perfect in this respect. To defer deduction of the lump
mum cost of a purchased intangible until it is abandoned often results, for the same reasons
as discussed above with respect to periodic production payments, in the lose of the deduc-
lion. A reasonable compromise miRht be to permit an amortization of such cost over some
arbitrary period such as 120 months. However, such legislative flat is not required to solve'
the instant problem created by the IRS position and the Dumn cases. The solution of the
instant problem lies simply in a Congressional reaffirmation of the correctness of the flow
of income method of depreciation. Thus, the legislation sought does not require the adoption
of a novel untested concept but is merely clarifying in nature, simply applying a rule which
has been endorsed by both the courts and the Internal Revenue Service.

* This press release item also indicates that the'problem of deductions by the purchaser
was an inherent aspect of intangible asset transfers. Thus, it seems most appropriate that
the Finance Committee completetbe job by spelling out such deduction rules.

31 It is significant to note that in the above discussed case and rulings permitting the
purchaser current deductions under the principle of flow of income depreciation the tax
treatment of the transferor played no part in determining whether the transferee should get
such deductions.
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Dunn case. In other words, one might argue that the Dunn case doctrine, if not
expressly codified, has at least received implicit Congressional approval. Thus,
if the Dunn error is not rectified by statutory rules expressly permitting the de-
duction of contingent annual payments, .the franchisee, invariably a small busi-
nessman who needs tax assistance rather than tax burdens, is saddled with a
real penalty. If required to capitalize the annual payments he will get a deduc-
tion only when he abandons or disposes of the franchise. This will usually be a
large capital loss which in most cases will be of little use to him. (The utility of
capital losses will be further minimized when section 512 of the bill becomes
effective.) The net result will be an extreme distortion of taxable income in the
case of a class of taxpayers the law usually tries to help rather than hinder.

Therefore, not only the correct application of depreciation principles, but
policy considerations based on equity as well, require that contingent annual
payments for franchises and other intangible assets be made deductible by ex-
press statutory provisions.

CONCLUSION AND SUGGESTED SOLUTION

The IRS position on the deduction of franchise costs represents a fundamental
departure from the logic of section 167. The significance of this erroneous posi-
tion has been compounded by its endorsement by a circuit court of appeals. If
taxpayers are required to resort to continued litigation of the issue, hoping for a
conflict in the circuits, and eventual resolution of the problem by the Supreme
Court, it is apparent as a practical matter that many small business taxpayers
will be deprived of deductions to which they are rightfully entitled. Accordingly,
it is appropriate that the problem be resolved by legislation-which can proceed
with promptness and precision, particularly now that Congress has specially
dealt with the seller's side of the transaction.

One possible legislative solution would be to add a new subsection to section
167 as follows:

"(k) A 'reasonable allowance' as used in subsection (a) In the case of a pur-
chased intangible asset-

(1) having an unascertainable useful life, and
(2) the ownership of which is acquired by, and contingent upon, continuing

purchase payments which are based upon a constant percentage of the income
derived by the purchaser from the use, sale or other exploitation of such asset

shall be the amount of such purchase price paid or incurred in the taxable year."
Respectfully submitted,

BAKER & MCKENZIE.
By MICHAEL WADIS, Jr.

THE ZISCHKE ORGANIZATION, INC.,
San Francisco, CWalf., September 25, 1969.

Re objections to provisions of tax reform act of '1969 affecting pension and profit
sharing plans.

Hon. RUSSELL B. LONG,
U.S. Senate,
Senate Office Building,
Washington, D.C.

DEAR SENATOR LONO: As actuaries, consultants, and administrators for more
than seven hundred qualified pension and profit sharing plans, we are seriously
concerned with those portions of the proposed Tax Reform Act of 1969 which
would affect qualified plans.

In particular, we are Concerned with the proposed change in the taxation of
lump sum distributions under such plans (Section 515 of the Bill).

The plans of at least one half of our clients would be adversely affected by this
proposed change. Our analysis Indicates that the tax penalty inherent in the pro-
posed change In the taxation of lump sum distributions would have its greatest
pact on the benefits payable to lower paid (and lower -tax bracket) employees

Who participate under these plans.
.I em enclosing a copy of our Staff Memorandum which summarizes our

objections tb the proposed tax changes affecting qualified plans.
It Is my 'hope, of course, that you and your Committee can be instrumental in

removing these objectionable changes from the provisions of any final tax bill.
Respeetfully yours,

JAMES B. ZISCHKE.
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Educational Background.-B.A. (1943)-Yale University; M.A. (1947), and
Ph. D. (1950)-Stanford University.

Professional Activities.-Staff Member, Annual Pension and Profit Sharing
Institute, Purdue University (since 1955); Extension Instructor, Pension and
Deferred Profit Sharing Plat,, University of California, Business Administration
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uing Education of the Ba:-, Self-Employed Retirement Plans Program (1968) ;
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Western Pension Conference and former President of the San Francisco Chapter;
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vania; and Has spoken on Pension, Profit Sharing and Employee Benefit Plan
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"Tax Factors and Related Business Considerations in Establishing Profit-

Sharing Plans"--Prentice-Hall Tax Ideas Service, 1955; Revised Edition, 1963.
"Pension and Profit Sharing Benefits Formulas: Their Service and Compensa-

tion Basis; Integration With Social Security; Collateral Benefit Relationships;
Formula Combinations"-ln Taxation of Deferred Employee and Executive
Compensation-Henry gellin, Editor: Prentice-Hall, 1960.
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STAFF MEMORANDUM
SEPTEMBER 10, 1969.

COMMENTS ON TAX REFORM ACT OF 1969, AS IT WOULD APPLY TO QUALIFIED PENSION
AND PROFIT SHARING PLANS

Introduction
The attached outline summarizes the main provisions of the House-passed Tax

Reform Act )f 1969, which affect qualified pension and profit sharing plans.
Senate Finance Committee hearings on the Act commenced last week and will

probably continue through September and into October. It Is presently anticipated
that the full Senate will consider the Bill in late October. Thus, there is still
plenty of time for persons and companies to register complaints with Con-
gressional representatives regarding any provisions of the proposed Act which
are felt to be objectionable.

From the standpoint of qualified pension and profit sharing plans, the most
objectionable proposed change appears to be the one which would provide a coin-
plicated new system for taxing "lump sum" distributions to terminating em-
ployees.

We also feel that the proposed changes affecting plans of subchapter S corpo-
rations could. create undesirable tax precedents for all qualified plans

The following sections of this Staff Memprandum summarize our objections to
each of these proposed changes.
Objections to proposed change in tax treatment of lump sum distributions under

qualified plans
As closely as we can determine, about one-half of our clients with pension plans

and almost all of those who have profit sharing plans, and a large portion of the
employees covered by these plans, would be adversely affected by this proposed
change in the tax treatment of lump sum distributions.

T'he main objections to this proposed revision, as we see them, are as follows:
1. The proposed revision would, after 1969, require double recordkeeping of all

plans under which lump sum distributions may be made (in order for the plans to
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be able to Identity that portion of an employee's po.t-1909 allocation which would
be subject to ordinary Income tax, as differentiated from that. portion which would
continue to be entitled to capital gain treatment). While this double recordkeep-
Ing, In most Instances, would not be difficult it will obviously result In increased
internal administrative expenses for most affected plans.

2. The propo.4ed revisions would create a complex tax computation for any
employee -receiving a lump sum distribution.

Instead of the present relatively simple capital gain computation, the terminat-
Ing employee would first be ,required to make a capital gain computation; then he
would be required to make a complicated ordinary Income 'tax computation under
the so-called 1/5th forward averaging rule; and finally an even more complex
computation four years later (involving 5 years' tax returns) to determine his tax
refund.

NOTE.-We estimate that this final 4th year tax refund computation
would be required in almost all lump stun distribution situations, since
the capital gain portion of the initial distribution will create an artificial
"bulge" In the employee's taxable Income in the year of distribution. Thus,
his initially-computed ordinary income tax under the 1/5th forward aver-
nging computation will be abnormally high. This, in turn, will ,result in an
entitlement to a tax refund when 'the computation of actual applicable
taxes Is made on the basis of normal income in the 4-year period following
distribution.

3. The House Ways and Means Committee Report estimates that this proposed
change would bring in $5,000,000 of additional tax revenue in 1970, increasing to
$50,000,000 of additional annual revenue by 1979.

We estimate that approximately 100,000 qualified plans would initially be
affected by this amendment. By 1979, a conservative projection Indicates that at
least 200,000 and possibly as many as 300,000 plans could te affetvd.

Assuming that increased administrative costs for recordkeeping and participant
tax computations Initially average $150 per affected plan per year, and that this
figure Increases to an average of $400 per year by 1979 (wlen the volume of com-
putations and complexity will have grown substantially), this provision would
result in Increased non-produotive expenses to the American taxpayers of some
fifteen million dollars in 1970, and somewhere 'between eighty million and one
hundred twenty million dollars by 1979. It only half of 'this additional taxpayer
expense qualifies as an allowable income tax deduction, It is apparent that the
proposed revision will actually result in substantial revenue losses to the
government.

4. The proposed revision would unfairly penalize hundreds of thousands of
lower-paid employees.

While the House Ways and Means Committee Report purports to show that this
proposed change would primarily affect taxpayers earning above $50,000, anyone
familiar with the actual operation of qualified pension and profit caring plans
can testify that the vast majority of lump sum distributions are in the $5,000 and
under category and are made prlmarlly to shorter-service employees (most of
whom are In lower income brackets).

Such smaller amount lump sum distributions are made by Plans primarily to
"clear" their books and avoid having to carry records on smaller vested interests.
Such smaller amount lump sum distributions also avoid the proportionately
higher adminlarative expenses which are involved In making a series of small
amount Installment distributions to employees who leave before they have
accumulated any substantial benefits under a program.

The mathematics of the proposed ordinary income tax computation for the post-
1969 employer-contributed portion of any lump sum distribution are such that the
1/5th averaging provision will give little or no relief to a lower-paid taxpayer. As
a ,result, lower-paid employees would in most Instances end up paying twice the
tax they now pay on the distribution of amonuts which the employer has contrib-
uted for their benefit. In many cases this tax on the "bunched" receipt of post.
1969 employer contributions allocated for the benefit of lower-paid employees will
be greater than the ftx these employees would have paid had these same amounts
been distributed to them on a current basis d |rlng each year of their participation
under the plan.

5. The presnt law's capital gain treatment of lump sum distributions was
originally enacted In 1942 to provide relief from the so-called "bunched Income"
problem (L.e, the receipt for tax purposes in a single year of a large amount of
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income which had been accumulated over a substantial number of years). The
proposed revision would, over a period of years, reestablish this problem as a
major tax Inequity. For example, consider the employee retiring in the year
2000, receiving a lump sum distribution representing 30 years of employer pay.
inents on his behalf, and finding that, at best, this distribution of employer con-
tributions will be treated for tax purposes as though it had all been paid to him
in a 5-year period.
o. Tax policy has, since 1942, consistently favored the growth and expansion

of private retirement plans. Every change since that date has been in the dl-
rection of liberalizing the tax treatment of legitimate plans.

Private qualified pension and profit sharing plans represent the largest single
block of capital savings in the United States. More than 30,000,000 workers have
a direct stake in these capital accumulations and, as a result, have become an
Integral part of the caplitaistic system.

The proposed revision, If enacted, would from a tax standpoint be the first
backward step in 24 years in the policy of encouraging the formulation and
growth of a sound nath)nwide system of private retirement plans (and, in par-
ticular, profit sharing programs).
Objeetion2, to proposed changC8 in tax trcat,ent of qualified plan s of small busi-

nc8 corporations which have elected under subchapter S
The proposed changes in the treatment of qualified plans of small business cor-

porations which have elected to be taxed under subchapter S obviously affects
only a group of plans.

The House Ways and Means Committee Report on this proposed revision does
not pretend to justify it either on the basis of correcting a tax Inequity or as a
measure intended to produce additional revenue. Rather, the proposed revision
is advocated as a measure designed to limit the tax benefits available to em-
ployee-owners of small businesses.

Without attempting to argue the merits or demerits of subchapter 5, or the
social justification of penalizing the small businessman who has elected to be
taxed under it, It is apparent that the proposed change in the tax treatment of
subehapter S corporation plans will not penalize the owners of the.e small busi.
nesses but, rather, will penalize their employees.

Under the qualified plans of almost all small businesses, the benefits of em-
ployees are in direct proportion to those provided for the owners. If an owner's
benefits under the plan are to be restricted, it is obvious that he Is going'to make
similar cutbacks in the amount expended for his employees' benefits. Thus, while
the owner's benefits may be limited, he will recapture most, if not all (or more)
of the loss through reducing contributions on account of his employees.

One has only to examine the formulas being used and the very limited benefits
being provided for regular employees under the Keogh Act plans of self-employed
professionals (which are currently subject to restrictions similar to those pro-
posed for subchapter S corporations) to know the truth of the foregoing state-
ment.

It would appear that this proposed subchapter S revision was actually inserted
In the Tax Reform Act as part of the Treasury Department's rear guard action
against professional corporations. If so, we feel it should have been labeled as
such and should have been limited to such professional corporations as do elect
under subchapter S.

In its present form, the proposed revision would backfire against the benefits
of thousands of regular employees of small business corporations who are pres-
ently covered under existing approved non-discriminatory qualified pension and
profit sharing plans. Furthermore, it could create a precedent that might well be
used as a Justification for imposing a highly restrictive ceiling on the amounts
which could be contributed for an employee's benefit under any private retire-
ment plan.

JAMES B. ZISCHKE.
TAX REFORM ACT OF 1969

(As passed by the Ilouse of Representatives)

SUMMARY OF MAJOR CH&NOES AFFECTING QUALIFIED PENSION AND
PROFIT SHARING PLANS

PROPOSED CHANGES DIRECTLY AFFECTING QUALIFIED PLANS

I. TAX TREATMENT OF "LUMP SUM" DISTRIBUTIONS (See. 515 of the
Bill and Sees. 402 (a), 403 (a) and 72 (n) of the Internal Revenue Code)
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Present law.-A distribution of an employee's entire Account under a quali-
fied plan, to the extent exceeding any amounts actually contributed by the em-
ployee, if made within a single taxable year and as the result of the employee's
separation from service or his death after separation, is treated as a long-term
capital gain (i.e., one-half the distribution is taxed as ordinary Income, subject
to an overall maximum tax of 25%).

Proposed Law.-Under the proposed law, such "lump sum" distributions to the
extent exceeding an employee's own contributions would be divided into two parts
for tax purposes:

1. PART ONE--That portion of the distribution representing benefits accrued
in plan years beginning prior to 1970, plus that portion in excess of the amounts
of employer contributions made on the employee's account in plan year's begin-
ning after 1969 would continue to be treated as a long-term capital gain (but
without benefit of the maximum 25% "ceiling" on the overall tax, which, as noted
later in this summary, would be removed under the proposed law).

2. PART TWO-That portion of the distribution representing employer con-
tributions made for the employee's benefit in plan years beginning after 11:W9
would be subject to "special" ordinary income tax treatment under the following
rules. (For purposes of these rules any forfeitures which had been reallouated
to an employee in plan years beginning after 1969 would be considered to be
employer contributions.)

(a) If the employee had participated in the Plan for less than 5 years at
the date of distribution, the entire PART TWO amount would be ordinary
income in the year of distribution.

(b) If the employee had participated in the Plan for 5 years or more at
the date of distribution, the PART TWO amount would be taxed as follows:

(1) There would be an initial tax computed under the %th averaging
rule which presently applies to self-employed persons under H.R. 10
Plans (Keogh Act Plans). Under this rule, the employee would first coin-
pute the additional tax resulting from the addition of 20% of the PART
TWO amount to his other taxable income in the year of distribution.
The resulting additional tax would then be multiplied by 5 to determine
the total tax payable in the year of distribution.

(2) At the end of the 4th year following the year of distribution, the
employee would recompute the actual additional taxes he would have
paid had 20% of the PART TWO amount been added to his other tax-
able income in the year of distribution and in each of the succeeding 4
years. If this tax proved to be less than the amount actually paid, the
employee would be entitled to a refund in the amount of the difference.
(A similar recomputation would be made in event of the employee's death
within the 4-year period following the year of distribution.)

'II. SPECIAL REQUIREMENTS FOR QUALIFIED PLANS OF SUBCHAP-
TER S CORPORATIONS (Sec. 541 of the Bill and Sec. 1379 of the Internal
Revenue Code)

Present Law.-Under present law, no distinction is made between the qualified
plans of small business corporations which have elected to be taxed under sub-
chapter S and plans of other corporations.

Proposed Law..--Qualified Plans of small business corporations which for tax-
able years beginning after 1969 had elected to be taxed under subchapter S would
be subject to the following special limitations:

1. Any employee participant who was also an owner directly or indirectly
of 59 or more of the subchapter S corporation's stock would be required to
report as current income that portion of any contributions to the Plan for his
benefit which exceeded the lesser of 10% of his compensation from the corpo-
ration or $2,t00.

2. Forfeitures under u stock bonus or profit sharing plan in any year during
which a subchapter S election was In effect could not be used for the benefit
of such shareholder employees.

3. A subchapter 8 corporation would not be permitted to utilize the 404(a)
(8) (A) carry-forward for unused profit sharing deductions from a year in
which a subchapter S election was In effect to a year in which such election
bad been torminmted.
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PROPOSED CHANGES INDIRECTLY AFFECTING QUALIFIED PLANS

1. Removal of 25% "ceiling" on capital gains tax for individuals.
Effcct.-Would result in a higher tax on that portion of a "lump sum" distribu-

tion taxable as a capital gain in cases where an individual's top tax bracket
exceeded 50%. 'Provision would apply to distributions made after July 25, 1969.

2. Allocable reduction in allowable deductions where tax preference income
exceeds $10,000.

Effect.--The untaxed one-half of that portion of a "lump sum" distribution
taxable as a capital gain would be considered tax preference income. While this
would not result in any Increase in tax on the amount distributed, to the extent
that total tax preference income in a year exceeds $10,000, a portion of the
employee's otherwise allowable income tax deductions would be disallowed. Thus,
indirectly, a "lump sum" distribution would result in an increase In taxes to the
extent of any disallowed deductions allocable to the distribution.

3. Minimum "throwback" tax on non-qualified plan deferred compensation pay-
ment exceeding $10,000 in any year.

Effect.-The potential increase in eventual taxes payable on that portion of
any "non-qualified" deferred compensation in excess of $10,000 annually which
was "earned" after 1969 would make deferred compensation accrued under quali-
fied pension and profit sharing plans comparatively more attractive from a tax
standpoint.

4. Fifty percent maximum tax rate on earned income.
Effect.-The proposed maximum 50% tax rate that would be applicable after

1969 to earned income means that highly-paid employees would pay a maximum
tax of 500 on each $1.00 of compensation falling into brackets above 50% (instead
of paying as much as 770 on the dollar under present tax rates, including surtax).
Under the proposed reduced tax rate schedules, taxable earned income exceeding
$76,000 annually (joint return) would benefit from this provision. While this
change would, for highly-paid employees, reduce or eliminate the relative tax
advantages of most forms of unqualified deferred compensation, it does not ap-
pear that it would, except in unusual circumstances, have any effect on the tax
attractiveness of qualified plans.

PARSONS, TENNENT & ZEIDMAN,
Washington, D.C., October 7,1969.

Re H.R. 13270-Section 516(c) : Statement of position of International Fran-
chise Association and request for clarification of deductibility of franchise
fee by franchisee.

Hon. RUSSEL B. LoNG,
Ghairman, Committee on Finance,
U.S. Senate, Washington, D.O.

DEA MR. CHAIRMAN: This firm and the firm of Rudnick and Wolfe of Chi-
cago, Illinois, represent the International Franchise Association ("IFA"). The
IFA is the trade association for the franchise industry. Its membership, which
includes substantially every major company engaged in franchising, consists of
approximately 250 members. A membership list is attached.I

The purpose of this letter is to state the position of the IFA with respect to
Section 516(c) of H.R. 13270 (which adds Section 1252 to the I.R.C.) relating
to transfers of franchises, and to request a clarification of the effect of proposed
I.R.C. Section 1252 on the deductibility by a franchisee of the franchise fee
which is required to be treated as ordinary income by the transferor of the
franchise.

It is the opinion of the International Franchise Association that Section
516(c) Is a sound addition to the Internal Revenue Code. In the overwhelming
number of cases the transfer of a franchise by a franchisor to a franchisee con-
tains more elements of a licensing relationship than of a sales relationship. Undei

j prevailing doctrines of statutory and decisional trademark law, as well as for
practical business considerations, franchisers must both retain control over and
actually supervise the quality of the goods and services sold under the trade-
marks which they have licensed. A second threshold determination in ascribing
the proper tax treatment to the transfer of franchises is whether the franchises
are held for transfer in the ordinary course of the franchisor's business. While

IThe membership list was made a part of the official files of the committee.
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the courts have not explored this question thoroughly, it Is the judgment of IPA
counsel that in most Instances this question would be answered in the aflirmia-
tive. Finally, in the opinion of IFA counsel, most franclilsors (probably the over-
whelming majority) have long recognized that the Initial franchise fee paid by
a franchisee does not represent gain on the sale of a capital asset and have ac-
cordingly treated such payments as ordinary income.

While Section 516(c) constitutes a sound clarification of the tax effect of
the transfer of a franchise to the transferor, it is deficient insofar as it fails
to clarify the tax effect to the transferee. Since the rules embodied in Section
516(c) have been characterized as simply a clarification of prevailing law (ii.
Rep. No. 91-431, Part 1, Page 164), it would seem appropriate that such clari-
fication Include the transferee of a franchise.

The House Committee on Ways and Means issued a press release on July 25,
190 outlining the substance of certain of its tentative decisions on the subject
of tax reform. With respect to the transfer of franchises, the Committee's press
release stated (with emphasis added) :

"(10) It was tentatively decided that the transfer of a franchise (whether
a lump sum or contingent payment) would be treated as giving rise to
ordinary income (but subject to averaging in the case of lump-sum payments
to individuals) unless the transferor of the franchise does not retain powers,
rights or a continuing interest in the franchise. This rule would not be ap-
plicable to that part of the amount received as a result of a transfer of a
franchise which is attributable to the sale of a patent (to which Section
1252 applies) or to the sale of trademarks or trade names, if these amounts
are separately stated and identified and are reasonable in amount.

"In addition, it was tentatively decided that the person to whom the
franchise is transferred (the franchisee) would be allowed to deduct the
payments he makes for the franchise, whers the amount received by the
franchiwsr is treated as ordinary income under the tentative decison dis-
cusoed above."

Section 516(c) is silent on the tax treatment to be afforded to the transferee
of the franchise. Under a prevailing Revenue ruling (Rev. Rul. 6W-140; 196--
1 C.B. 45) and case law (e.g. Lawless, TCM 1906-12) a fee paid for a franchise
which does not have a readily ascertainable useful life is treated as a non-depreci-
able capital asset the cost of which must be recovered, if at all, upon subsequent
transfer of the franchise. A franchise is regarded as not having a readily as-
certainable useful life if it is perpetual or likely to be renewed. This doctrine
has been applied whether the consideration for the franchise is a lump sum
initial payment or a contingent payment determined by some measure of future
usage (see letter of Michael Warls, Jr., to Honorable Russell B. Long, dated Sep-
tember 9, 1969 at page 281 of testimony received on September 16, 1969--herein-
after "Wars letter"). A recent case (Hampton Pontiac, U.S. District Court for
South Carolina 1/10/69) illustrates a miaor exception to this rule. In the
Hampton Pontiao case the court permitted the franchise fee to be amortized over
the life expectancy of the franchisee based on the fact that the franchise ter-
minated at his death. Since a desirable franchise relationship affords the fran-
chisee an opportunity to build a transferable equity in his business, the rule of
Hampton Pontiao will be of little benefit to franchisees.

The rule presently applied by the Internal Revenue Service to transferees of
franchises Is in the Judgment of the IFA both unrealistic and unfair. The rule
requires that the franchise be treated as a nondepreciable capital expenditure.
The only tax benefit that a franchisee can realize under this rule is an increased
basis at the time he seUs his business. It Is clear that the franchise fee is a
necessary cost of doing business and it is both unrealistic and unfair to treat it
differently than other necessary costs. In the Waris letter, the writer points out
the unsoundness of the rule as apljiled to a franchise fee in the form of con-
tingent payment based on usage. This unsoundness applies equally to a lump
sum initial fee. A variety of factors including cancellation or nonrenewal of the
franchise may cause the franchise to decline in value, effectively converting a
necessary expense of conducting business into a loss at a time when the franchisee
has no offsetting income (a V .lily unfair result only partially offset by the loss
carry back and carry fort rules). If the franchisee sells his business at a
profit, the rule at issue serves merely to reduce his capital gain, whereas other
necemry expenses of doing business have offset and reduced ordinary income
during the period in which it was earned. The Inherent unfairness of the rule

BEST AVAILABLE COPY
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comes into sharp focus when the rule is applied even where the franchise carries
a definite term, if in the opinion of the Internal Revenue Service renewal is likely.

While parallel treatment of the transferor and transferee of a particular type
of payment does not always occur under the Internal Revenue Code, it would seem
that such treatment in this case does adequately protect the revenue. The IPA
respectfully submits that fairness requires parallel tax treatment of the considera-
tion paid for the transfer of a franchise.

In the Waris letter the writer suggests that lump sum initial payment for
a franchise without a readily ascertainable life can be treated differently than
a contingent payment based on future usage. However, in a footnote to his letter,
Mr. Warls states:

"* * * This is not to say that the Code is perfect in this respect. To- defer
deduction of the lump sum cost of a purclmsed intangible until it is abandoned
often results, for the same reasons as discussed above with respect to periodic
production payments, in the loss of the deduction. A reasonable compromise might
be to permit an amortization of such cost over some arbitrary period such as
120 months * * *."

Depreciation practice under the Internal Revenue Code is replete with in-
stances in which capital goods are depreciated at a rate which bears little
resemblance to the actual expiration of its useful life or its decline in value
to the user. It would not therefore strain current tax pactice to permit he
amortization of a franchise fee over its initial term (irrespective of probability
of renewal) if the initial term has a minimum life (say 60 months) or over an
arbitrary period (say 60 months) where the franchise has a shorter duration
or does not have an ascertainable term.

In summary, we urge that, in considering the tax treatment of the franchisor
under Section 516(c), the Committee clarify the tax treatment of the franchisee
consistent with the tentative decision of the Ways and Means Committee. Alter-
natively, a provision permitting amortization over the initial term or over a
specified period would alleviate inequitable tax burdens. The broad and "grass
roots" need for such clarification must be recognized. Franchising is rapidly
becoming a marketing "way of life" in the United States. It affects a broad cross-
section of the American small business community. Relief through parallel treat-
ment or amortization is of Imramount importance.

Respectfully submitted.
PARSONS. TENNENT & ZEIDMAN,

By PHILIP F. ZEIDMAN,
Washington Counsel, International Franchi8e Association.

HENRY II. FOWLER,
New York, N.Y., August 28,1969.Hon. RUSSELL LONG,

Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR CHTAIRMAN LONG: I am submitting this letter as a Statement for in-
clusion in the record of the deliberations of the Senate Finance Committee on
the proposed Tax Reform Act of 1969.

You and your colleagues have the highly important responsibility of review-
ing and revising this bill as it passed the House of Representatives and work-
ing out any differences in Conference.

I have assessed my own responsibilities to comment as a private citizen (now
a General Partner in the investment baking firm of Goldman, Sachs & Co.)
and as the Undersecretary and Secretary of the Treasury from early 1961
through December 20th, 19068.

This letter is the result. My views as a private citizen on the subjects to
be discussed are parallel to the views on these subjects I expressed as Under-
secretary and Secretary of the Treasury as a review of my public statements
during that period will attest.

There are a large number of provisions in the bill. Many of them reflect in
whole or in part the Tax Reform Studies and Proposals of the U.S. Treasury
Department, prepared during my term as Secretary by the Treasury Tax
Policy Staff under the direction of Assistant Secretary Stanley Surrey, and pub-
lished earlier this year (February 5th) for information only as a Joint Publi-
cation of the House Ways and Means Committee and the Senate Finance Comi-
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mittee. Other provisions have been added on the recommendation of the new
Administration or on the initiative of the House Ways and Means Committee.

On all save three speAflc provisions I shall follow the course I did in the
House proceedings; namely, refrain from comment, technical and otherwise,
preferring to stand on my general Statement on the Tax Reform Program of
the Treasury Department, dated December 11th, 1968, which appears in full
on pages 3 through 9 of Part 1 of the published report referred to.

But I do feel impelled to speak out on three specific provisions of the pro-
posed bill which (a) were not included as needed reforms in the old Treasury
report referred to, and, (b) taken together, would reverse and undo salient fea-
tures of a tax policy of vital importance to a viable economic system based
on free private enterprise which tax policy was confirmed in the early sixties
by the Congress on the recommendation ns of President Kennedy and Presi-
dent Johnson.

That policy, developed by the Treas" cy Department of those years In asso-
ciation with other parts of the Executive and Congress, was designed to safe-
guard and promote adequate private investment-as an essential ingredient
In sustaining economic growth, increasing job opportunities in private enter-
prise in sufficient number and ever improving quality, providing a steadily rising
standard of living, and keeping the U.S. economy competitive.

The three provisions referred to should be deleted because they are incompati-
ble with the maintenance of a dynamic private sector in a free enterprise economy
so long as the present and projected high tax rates on individual and corporate
income persist. Moreover, they undo recently won advances toward a tax policy
geared to sustained and non-inflationary economic growth and reasonably full
employment in the private sector.

They would reverse a national policy as old as the nation and the federal tax
system and as recent as the last major revision of our permanent tax structure
in the 1960s--the placing of a high tax premium on the risk investment of sav-
ings or borrowed capital.

I refer to the provisions of the proposed bill which would (a) repeal the in-
vestment tax. credit, (b) increase the rate of capital gains taxation by removing
the maximum or alternative rate and (c) extend the period in which any invest-
ment must be held to qualify profits or losses therefrom as capital gains or losses.

In most of the advanced industrial countries in the Free World capital gains
are not taxed. In these countries investment tax credits and special allowances
are established features of their tax systems. They are considered fundamental
to the national pursuit of non-inflationary growth and progress via increased
production and productivity.

These policies, contrary to the proposed changes above, are supported in econ-
omies far more mixed than our own and far less dependent on private enter-
prise and investment. It would be ironic to downgrade or give a low order of
priority to policies specifically designed to preserve the role of free private enter-
prise in a nation that has hithereto been an example of the success of that system.

Past Congrusses have sought by these very features of the tax law now under
attack to make our tax system compatible with a high rate of private invest-
ment. They should be preserved as long as that system is characterized by high
tax rates on individual and corporate income.

The underlying policy common to these provisions under attack is simple-to
maintain the vitality of a free private enterprise system dependent on large and
continuing outlays of private capital.

Our national concern with the economy and the tax systems-except in periods
of war--and as recently as the early sixties-has been the inadequacy of the tax
system in preserving the opportunity and incentive for private Investment.

A re-reading of the Tax and Economic Messages of the late President Kennedy
In 1961-3 would raise seriously doubts concerning the wisdom of tax proposals
admittedly designed to diminish the premium and pace of risk Investment.

A primary thrust of these Messages, confirmed as national policy in the Reve-
nue Acts of 1962 and 1964, was the promotion of adequate private investment-
the freer and fuller flow of capital into productive effort.

In his last Tax Message of January 24th, 1963, President Kz-nnedy provided
the policy basis for -the Tax Reduction Act of 1964 in these words:

Despite the improvements resultig from last year's depreciation reform
and investment credit-which I plodged two years ago would be only a
first step-our tax system still siphons out of the private economy too
large a share of personal and business purchasing power and reduces the
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incentive for risk, investment and effort-thereby aborting our recoveries
and stifling our national growth rate.

It seems unlikely that developments in the last few years of war, inflation,
and rapidly expanding public expenditures have changed the truth and rele-
vance of these words in his accompanying Economic Message of 1963:

To raise the nation's capacity to produce-to e.-,pand the quantity, quality
and variety of our output-we must not merely replace but continually
expand, improve, modernize and rebuild our productive capital. That is,
we must invest, and we must grow.

The meaning of these words is clear and unequivocal.
The nation does not need less capital and less private risk investment-it

needs more.
It needs more private risk investment to provide more and better jobs which,

in turn, increase total production and productivity, new products and services.
It needs more private risk investment to provide opportunities for all our

citizens and to increase the standard of living for all.
What is the applicability of President Kennedy's pronouncement to the three

provisions of the present bill?
Simply, that it would be a serious mistake to change our tax laws so as

to discourage individual savers and corporations from investing for profit in
private enterprise. By putting their savings and capital to work through risk
investment, these individuals and corporations make our system a viable one.

We should never, in logic or by inference, subscribe to the proposition that
a substantial tax premium for risking hard earned savings or borrowed capital
in useful enterprise is a tax loophole or inequity.

This discussion is not addressed to policies that were formulated decades ago
and have outlived their usefulness.

In 1962 Congress solemnly adopted as a permanent structural change in our
economic and tax system a principle that was the investment tax credit. It
provided that all those who invested earnings, borrowed money or equity
capital in new machinery and equipment for business use should receive an
investment tax credit for a percentage of that investment.

A vast majority oi the members of the U.S. Senate voted for that proposal
in late 1962.

Were they wrong?
They did not think so in 1964 when they voted to strengthen and improve the

original provision.
They did not think so in 1967 when another overwhelming majority voted to

restore the investment credit which had been temporarily suspended to cool
down an excessive capital goods boom.

Why did these Senators, most of whom are still members of the body, vote for
the investment tax credit?

It was designed, adopted and has proven effective:
For encouraging the development of new and better quality job opportunities,

new products, new services, and new processes for improving old ones.
For promoting competitive efficiency in our productive machinery on a scale

practiced by the nations competing in our markets at home and abroad.
For increasing national productivity.
For enabling business to ffset, in some measure, the rising costs that would

otherwise engulf the economy in a more serious cost push inflation than the one
we now have.

An examination of the reasoning advanced for repealing the investment tax
credit reveals only considerations of short term expediency. The rationale for the
change Is that the purposes the investment tax credit has served and is serving
so well are not very important now and are not likely to become so again. So it is
to be permanently revoked.

The role that the investw,.,nt tax credit and a vigorous capital formation played
In the U.S. economy the last six years and its potential for the long term future
should not be so lightly dismissed.

Sober second thoughts should lead to a better answer to any of our current
fiscal and monetary dilemmas than the permanent revocation of a device that has
served the nation so well in the past and is sure to be needed more often than not
in the future.

Now, to add a few comments on the other two proposals affecting capital gains
directly.

33-865--69-pt. 3- 45
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The nation and the Congress have long recognized that realized increases in
capital risked for at least six months should be taxed at only one half the rate
on ordinary income, and, in no event, should exceed 25 percent for any taxpayer
(except in wartime).

Can anyone doubt that the end result of combining In one bill provisions elimi-
nating this ceiling on capital gains and doubling the holding period will be less
private capital put at risk and less mobility of risk capital and its unrealized
gains from relatively safe untaxed shelters to the new or dynamic enterprises
that do not have established credit or earnings?

Are new and small businesses more or less likely to find equity financing that
pr . vides an opportunity for growth with these changes in the law?

Could so-called black capitalism thrive or flourish in the environment these
new provisions would create except on the basis of government hand-out?

It Is a striking paradox that the House bill puts a ceiling of 50 percent on the
top marginal rate on earned income (a commendable action), while clitninatinV
the ceiling on capital gains.

The two actions taken together are said to reduce the pressure to use tax shel-
ters to convert ordinary income to capital gains from a 45 percent differential to
171 percent.

Is It necessary to "throw out the baby with the bath"?
The way to prevent ordinary income from being converted to capital gains Is

to resist changes in law that have this effect. The other stated reason for elim-
inating the present ceiling on the taxation of capital gains is the variance with
the progressive tax rate structure on ordinary income, permitting taxpayers with
top marginal rates in excess of 50 percent In effect to include less than 50 percent
of their capital gains into ordinary income.

In 1963 when President Kennedy sought to remedy this situation he sought a
structural change that would do so but would also facilitate "our economic objec-
tives". He recommended as the right approach to both objectives a decrease in
the percentage of capital gains taxable for all taxpayers. The effect of this
approach is to give the same character of progressivity to the taxation of capital
gains as to ordinary income by increasing rather than decreasing the premium
for risk investment.

President Kennedy recommended that the inclusion rate of capital gains into
ordinary income be reduced from 50 percent to 30 percent which would have more
than accomplished the restoration of progressivity to the taxation of capital gains.

In so doing he noted that:
The tax on capital gains directly affects investment decisions, the mobility

and flow of risk capital from static to more dynamic situations, the ease or
difficulty experienced by new ventures in obtaining capital and thereby the
strength and potential for growth of the economy.

It should be observed that at the same time President Kennedy sought a sig-
nificant reduction in the tax rate on capital gains he also recommended extending
the holding period to one year, some definitional changes to minimize the treat-
ment of ordinary Income as capital gains and the taxation of capital gains accruing
at the time of gift or death.

But the Important fact that he stressed was the interrelationship of liberaliza-
tion of the tax treatment of true capital gains' with equitable adjustments, saying:

I, therefore, recommend the following changes, the nature of which require
their consideration os a unified package, coupling liberalization of treatment
with more sensible and equitable limitations.. (Eimphasis ours.)

A bill which includes only a harsher treatment of capital gains in both the rate
of taxation and the holding period Is neither consonant with our "economic
objectives" nor adequate as a tax reform measure In the capital gains area.

The wise course is to remove those provisions from the House bill unless and
until a formula can be devised that "couples liberalization of treatment" of
capital gains "with more sensible and equitable limitations."

In closing, may I stress the fact that the responsibility of the United States
Senate and its Finance Committee to review and revise the bill before It is far
greater than that which attended Its deliberations on the Revenue Acts of 1962
and 1964. In those bills the objective was structural change to provide both a
sound but dynamic long term growth economy and equity between taxpayers. In
its generally commendable, indeed necessary, effort to make our tax system more
equitable, the House bill, at least in the three particular sections noted, seems
to sacrifice tax policies established to provide a sound but dynamic growth econ-
omy to considerations of equity which are non-existent or marginal.



2467

The issue is simple.
Is the ,eniate and its 11inance Committee sure that the policies these three

provisions would destroy, 4o painfully forged in the past, have outlived their use-
fulness for the 1970s?

Has some miracle been forged in the fires of war in South Vietnam that
has so altered our economic system as to solve permanently the problem diagnosed
by Pre-ident Kennedy as recently as 1963?

Are the words he uttered then already obsolete-not only for the years of war
and Its accompanying Inflation but for the years of peace ahead?

The chief problem confronting the economy in 1963 is Its unrealized
j;otcntlal -sow growtb, windprinvestment. unused capacity and persistent
unemployment. The result Is lagging wage, salary and profit Income, smaller
take-home pay, insuffielent productivity gains, inadequate federal revenues
and persistent budget deficits.

Are all those risks so far behind us that we can jettison the tools and techniques
we used to overcome them?

It would seem the better part of wisdom to answer these questions in the con.
text of a more normal peacetime economy than at present.

Long range tax policies designed to safeguard long term private investment in
a tax structure still characterized by high rates on income should be maintained
unless the most compelling reasons of equity require that they be abandoned.

To determine now that they are no longer useful or desirable--at a time of
oncoming reconversion from a sizeable military effort when a rigorous program
of fi.scal and monetary restraint has already lowered the trajectory 6f real
growth from excess demand half-way to a recession is to compound cyclical with
structural risks.

It is for these reasons a.nd against this background I would hope that the Com-
mittee and the Senate will insist upon the deletion from the Tax Reform bill
of the three provisions singled out for this discusion.

Respectfully yours,
HENRY H. FOWLER.

TESTIMONY OF HARRY V. LAMON, JR., ESQ., ATLANTA, GA.

SUMMARY

My testimony is limited to Sections 515 and 541 of H.R. 13270.
I. Section 515 of the Bill is based on a misinterpretation of the legislative

history of the statutory predecessor of Code Section 402(a)(2). Mr. Isidore
Goodman, Chief of the Internal Revenue Service Pension Trust Branch, makes
this clear. Secondly, this approach had been previously suggested and rejected
in 1942 and again in 1962 by the Congress. Thirdly, the rationale of 'this "re-form"
Is based on errors of fact. Finally, the 27 years of capital gains treatment has
caused thousands of employees to rely upon such favorable treatment upon
retirement

II. The Treasury has already requested this Committee to delete Section 541 of
the House Bill. I urge the Committee to grant this request.

CREDENTIALS

Harry V. L amon, Jr., a partner in the Atlanta law firm of Hansell, Post,
Brandon & Dorsey is a member of the State Bar of Georgia and of the Atlanta.
Federal and American Bar Associations, the Lawyers Club of Atlanta and the
Atlanta Estate Planning Council. He is also a member of the Bar of the District
of Columbia and of the Supreme Court of the United States. He is now serving
as Chairman of the Section of Taxation of the State Bar of Georgia. He is an
active member of the Continuing Legal Education and the Employee Benefits
Committee of the Tax Section of the American Bar Association and is Chairman
of the Sub-Committee on Professicnal Corporations of that A.B.A. Committee. He
is also currently serving as a member of the Board of Trustees of the Southern
Federal Tax Institute and the Emory Law School Alumni Association. He Is a
member of the Legal and Legislative Committee of the National Council of
Profit-Sharing Industries and the Attorneys Committee of the National Founda.
tion of Health, Welfare and Pension Plans.

Since January, 1960, he has been a Lecturer-in-law at the Emory University
School of Law, teaching in the fields of corporation law, taxation, and business
planning. He has also served as a frequent speaker for the Institute of Chartered
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Life Underwriters of America, The National Foundation of Health, Welfare,
and Pension Plans, The Institute of Continuing Legal Education In Georgia,
the Georgia Society of Certified Public Accountants and many Estate Planning
Councils throughout the country. He is the author of articles for The Tax Law-
Ver, The Journal of Taxation, the Georgia State Bar Journal, and Taxation for
Aocountants, on the subject of employee benefit plans.

TESTIMONY

Mr. Chairman, I want to thank you and the members of the Committee for
the opportunity of presenting my views on the Tax Reform Bill of 1969, as
passed by' the fIouse and which is nuw uaider review by this Committee.

-I. On July 9, 1960, the Staff of the Joint Committee on Internal Revenue made
its report to the House Ways and Means Committee. I will address myself to
this Report because, In my opinion, it is the true "legislative" history behind the
Bill passed by the House. I believe that any consideration of the House Bill
without a detailed study of the Staff. Report would, of necessity, be incomplete.
It is my hope that by presenting my analysis of the Report may enable the
Committee to draft tax reform legislation based on the insight and knowledge
that can only come from having heard the other side of the argument on two
crucial Items of tax law.

The first item I will discuss is the suggestion of the Report that the Committee
abolish the capital gains treatment of lump-sum distributions from qualified
employee benefit plans. When an employee retires from the service of an em-
ployer who has instituted a qualified retirement plan which so permits, the
employee may elect to receive a lump-sum distribution of his account. Under
present law, such lump-sum distributions are taxed at long term capital gains
rates.

The Staff of the Joint Committee In its Report maintains that such capital
gains treatment is "an exception" to the general rule of taxation; and, secondly,
that "the reason for this treatment is unclear." The thrust of both of these state-
ments Is to leave the impression that capital gains treatment was an aberration-
a flaw in the system which should now be corrected. The Report goes on to cite
"one authority" and a number of "commentators" allegedly supporting the
Treasury position. Though the statements of these "commentators" are cited as
authoritative, neither the identity nor the credentials of these "commentators"
are presented in the Report.

I submit that the position of the Staff Report is both erroneous and misleading.
Without a doubt the highest authority for the Internal Revenue Service and
perhaps for the nation as a whole, on the issue of employee retirement plans is
Mr. Isidore Goodman, Chief of the Pension Trust Branch of the National Office
of the Internal Revenue Service. Though his official title is that of a Branch
Chief, I would like to point out that his expertise is so highly respected In this
feld that he is the only representative of the Internal Revenue Serv!ce whose
every word on qualified retirement plans is published by Prentice-Hall, Commerce
Clearing House and every other significant income tax reporting service through-
out the nation. Every specialist working In this field owns and relies on his copy
of "Goodman On Qualified Pension And Profit-Sharing Plans" which Is published
in book form by Prentice-Hall.

Inside and outside the Internal Revenue Service, Mr. Goodman Is the expert
on qualified employee benefit plans. In a speech delivered at the semi-annual
forum sponsored by the Federal Tax Institute of New England In Boston, Massa-
chusetts, on April 24,1965, he stated that:

Pensions are usually limited replacements after retirement for compen-
sation during an employee's working span. Profit-Sharing and stock bonus
plans, however, provide for lump-sum payments. A total distribution In
one taxable year, based on an accumulation over many years, would subject
the distribution to a much higher rate than would apply if such distribution
were Included In gross Income ratably over the years involved. Hence, pro-
vtfas ias made for an avergpf device in the form of the capital paims
treatment. (emphasis supplied).

I have been In personal attendance at several appearances at which Mr. Good-
man re-emphasized the above quoted statement. On one occasion, Mr. Goodman
amplified upon that statement by explaining that when the capital gains treat-
ment was first contemplated in 1942, there had been long and serious deliberation
as to every other possible method of averaging income in order to avoid an
inequItable "bunthing of taxation" at the time of distribution. He clearly in-
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dioated that the Internal Revenue Service's decision in 1942 to support the pre-
decessor of present Section 402(a) (2) of the Internal Revenue Code of 1954 was
based solely upon the deliberate and thoroughly reasoned conclusion that capital
gains treatment was the only equitable manner of taxing lump-stun distributions.
Rarely do we have the benefit of such an expert historical account as Mr. Goodman
has supplied on this point.

As the Staff Report admits, capital gains treatment of lump-sum distributions
has been sanctioned and relied upon for over 27 years. During all that time,
Mr. Goodman has been the chief expert of the Internal Revenue Service and
the nation on qualified retirement plans. For the 27 years since the capital gains
ta tr...nc-it of luamp-,ui distriLutions was firot ctablishcd the taxation of
lump-sum distributions was considered only fair and equitable. For 27 years,
there was no question in the mind of any responsible official of the Internal
Revenue Service but that this method of taxing lump-sum distributions repre-
sented proper taxation of deferred income. Now, without the benefit and scrutiny
of public hearings in the House Committee action and without the opportunity
of our Representatives' thorough examination of this Treasury proposal, the
Treasury, through the medium of the Staff Report and the House Bill, is at-
tempting to reverse its course and maintain that the original position was an
aberration.

There is no question in my mind but that the elimination of the capital gains
treatment of lump-Hum distributions will be disastrous to the growth of pension
and profit-sharing plans throughout the Nation. The averaging method suggested
by the Staff Report had been pondered and rejected 27 years ago, in favor of the
present system of capital gains treatment. Thousands of plans and tens of thou-
sands of employees have relied upon the promise of capital gains treatment for
distributions at age 65. Gentlemen, how do you look a retiree in the face and tell
him that he must give up close to 40% of his pension in taxes? There is no sound
reason of economics or revenue which requires this sudden change.

On the contrary, the Staff Report specifically sets out its purpose as something
totally foreign to economics and revenue. Prentice-Hall reports that the Staff
Report includes language such as the following:

Another problem under present law is the difference in tax treatment be-
tween lump-sum distributions received under plans established for owner-
employees... and from corporate pension and profit-sharing plans Lump-
sum distributions made available under an HR-10 Plan are presently subject
to a five-year averaging provision. Thias averaging provision ... plus the fact
that lump-sum distributions payable under the corporate plan are treated
a* a capital gai may be viewed as artflolally emouraging professional em-
ployees to oWorporate so as to receive the special corporate employee pension
treatment. (emphasis supplied)

In order to discourage a comparative handful of professional employees from
incorporating (a right which professional employees have now won from the
Treasury after 34 years of litigation) the Treasury Is recommending denial of
favorable tax treatment to the vast majority of non-professional employees. I
submit to this Committee that such a reason for recommending legislation of
this type has no basis in either economics or revenue. Clearly, as the language of
the Report indicates, the sole purpose of this aspect of the House Bill is to "dis-
courage" and discriminate against professional service corporations.

Undoubtedly you are aware of the fact that the professional service organiza-
tion litigation has been going on since 1935. At first the Treasury sought to
tax professional groups as corporations, even though they declared themselves to
be partnerships. Then in 1954 with the Kintner case, "the cat peeped out of the
fog" and professional groups began to desire to incorporate in order to establish
centralized management, continuity of life, limited liability, and free transfer-
ability of interest. However, at this point the Treasury totally reversed its course
and began to oppose the incorporation of professional groups.

Since 1954 and the Kintner case, the Treasury has lost each and every Judi-
cial test of its attempt to tax as partnerships all professionaI groups which
adopted articles of incorporation or association under 47 state laws which have
now been enacted. Now that the Treasury has finally conceded the field of
battle on this front, through T.I.R. 1019, dated August 8, 1969, it is attempting
by the strategem of this Bill, to achieve by legislation the result it could not
achieve through and was denied by the court.

Though it is certainly within the power and duty of the Treasury to recom-
mend necessary legislative proposal Is to Congress, I do not believe that legislation
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should be proposed 8olt'ly to create, and ini this iistatiie to continue, Illegal dis-
erinixation agahist professional groups forming corporations or associations
Umihr the propr state law. The Staff Report qulte candidly admits that this is
its aim. And In order to aveomplish its goal it is not only misinterpreting aid
i misleading the legislative and administrative history underlying the establish-
Iieit of tih capital ga ins I reatnient of lupl-suzo (list rlbutions for qualified plans,
but Is also willing to deny any fiavoraloIv tax treatment to non-professional, rank
and file employees as well.

In 1962 when 1.1t 10 was a(.tlivly before the egressss, a Senate aniendmnent
proposed exactly the mame package of restrictive proposals to be tacked on to
the Seif-Employed Individml 'raY Retirommit Act nf 1' 2. Att!:z'tti::w,"
brouglit to sthe attention of Senator Taludge and Senator Sumathers, as mee.
bers of this Cominittee, the devastation which would be wrought lit the employee
lbinellt field if some positive benefits could lint he assured to the owner-enlloyecs
of these businesses. Both Senator Talmadge and Senator Smiatimlers worked ac-
tively on this matter and were successful in removing these restrictions from the
act and the 11R-10 Iegislation Was passed in November of 1962 without these
appendages.

Former Commissioner of Internal Revenme, Mortimer M. Caplan, in an article
reprinted in The Readers Digest of this month, September, 1969, offers his sug-
gestions for meaningful tax reform. It is significant to note that almost every
item indicated by the former Commissoner as being a meaningful tax reform
is already included in the Tax Reform Bill as passed by the House. It is even
more significant to note that the two items to which I am a(ldres.sing myself
today were not considered as being "meaningful" tax reform items by the former
Commissioner. These items are: capital gains treatment for lump-sum distribu-
tions from qualified plans and the restrictive provisions of Subchapter "A" small
business corporation as applicable to qualified employee benefit plans. Though
Mr. Caplan is no longer a spokesman for either the Service or the Treasury, he
was without a doubt one of the authors of the Treasury proposals which event-
ually became the Bill passed by the House. And, in his analysis of "meaningful"
tax reform, neither of these two Items Is considered a meaningful reform. I
cold not ask for a more "meaningful" endorsement of my testimony.

There has been a suggestion that the rationale for the elimination of the capital
gains treatment on lump-sum distributions from qualified plans goes something
like this: Since capital gains treatment only favors the employees in the higher
tax bracket and since it Is only elected by employees in the higher tax brackets
and since the employees in the higher tax brackets are usually the stockholders
or officers of the corporation, therefore the use of the capital gains treatment
on lump-sum distributions is another "loop hole" in the tax laws which must
be plugged.

The errors In this reasoning aret all errors of fact, not errors of logic. First.
it is a fact that most, if not all, highly vomlnsated employees, officers, and
shareholders of signiflcai t amounts of stock in the corporation, who have ade-
quate tax counsel to advise them, will refuse to take a lump-sum distribution
from the qualified plain because they truly appreciate the significance of leaving
their money in tax shelter. It is the lower and middle income employee who has
never seen more than maybe $5,000 or $6,000 at one time who is enticed by the
promise of capital gains to withdraw his $15,000 or $20,000 pension in one lumip-
Faim and either go into 'business for himself or purchase the retirement house of
his dreams with his 20 or more years of contributions. The Bill's provision is
.obviously aimed at the first group of employees, hut ais a matter of fact will affect
only the second-the lmver and middle income eniployees who actually do elect
lump-sum distributions.

Finally, I would also like to point out that no one, not even the Intertm i
Revenue Service, can tell this Comnmittee how many proflit-sharing plans are ill
existence today which permit only a lunip-sum distribution. Yet, there is o)
provision in the House 'Hill which woilld deal with the inequitable position the
enaetment of this provision would bring about.
I", Mr, Chairman, meniers of time Committee, I resix-etfully request that you
-give very serious consideration to the errors in fact upon which are based both
the Staff Report and the House Bill aud that as a result of this consideration
you iwll decide to recommend to the Comigress that the 27 year history of capital
gains on lump-sum distributions from qualified plans should not be disturbed.
_- II The second crucial item of tax law to which I wish to address myself is
*be alleged "relaxation and simplification of the rules affecting Subchapter 'S'
small business corporations" in the are4 of employee profit plans.
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In this regard, I would like to draw the attention of the (oimllittee to a report
of the lPrent ce-lill Tax Service dated September 12 and September 18, 196) in
wOhich that Service indicates that :

The Treasury has indicated it doesn't want Congress to place any addi-
I lolal limitations on Subchaplter S 'without making . . . liberalizing changes
. . .' As wve told you last week, the Assistant Secretary of the Treasury for
Tax Policy asked the Senate linna nce Comiiittee to delete from the tax
reform bill the proposed limitation on Subchapter S retirement plans.

Unfortunately, I have been unable to obtain a copy of the text of the statement
of the Assistant Secretary to this Committee. I sincerely hope that the report
nf t e Prentive-H1all Service is accurate and that this Committee has decided
or will decide to honor this request. However, in the e.viit that my testhnmy
can he of any assistance to this Cbminittee and also to acquaint the Committee
with the discrimination being practiced by the Treasury against small business
corporations by these proposals, I ask your indulgence and permission to present
the following statements.

In both the introduction and the body of the Treasury proposals the goal is
stated as being the "relaxation and simplification of the rules affecting Sub-
capter 'S' small business corporations." I fail to see how the proposals enunciated
in Part XV relating to Employee Benefit Plans either relax or simplify the
existing rules affecting Subehapter "S" small business corporations.

Paragraph (I) of Item 6.B entitled "Pensions" would apply the detailed and
complex stock attribution rules of Secton 318(a) (1) of the Code in determining
whether a person participating under a qualified Pension Plan owns 10% or
more of the outstanding stock of the Company. None of the various Code Stock
attribution Sections, much les the most complex of all, Section 318 has ever
been applied in the area of qualified plans established under Section 401 of the
Code. In fact though the Treasury at one time had a published ruling which
enunciated some form of stock attribution rules, this old ruling has been
reserved by the Treasury itself and superseded in I.T. 4020 (1950-2 C.B. 01).
The apl)lication of such a rule could hardly be interpreted as "relaxing" the
rules affecting Subchapter "S" small business corporations.

This same paragraph requires that if an employee, by means of attribution
owns 10% of the outstanding stock of his company the amount of any contribu-
tion on his behalf exceeding "the lesser of 10% or $2,500.00 of his earned income"
Is Includable in the employee's gross income for the year in which the contribu-
tion is made. At present, there is no such limitation for corporate employees.
The adoption of this proposal would severaly restrict the amounts which could
be contributed on behalf of such employees and consequently reduce the benefits
available to such employees upon their retirement. I would like to point out that
a similar restriction in HR-10 succeeded in limiting the amount the employer
actually contributed to his plan on behalf of all his other employees. Thus, if
an owner-employee because of his high income contributed no more than 5% or
0% of his salary Into an HR-10 Plan he almost always limited his maximum
contribution on behalf of his other employees to this low amount. Whereas an em-
ployer may have been willing to contribute up to 15% of compensation for all of
his employees where he could also have this benefit, because his contribution was
limited to less than 10% of his compensation, he automatically decreased the
amount be otherwise would have contributed for his employees.

This requirement is an attempt to begin to apply the present HR-10 Regula-
tions to corporate employees of a Subchapter "S" small business corporation. No
specific statement is made as to whether such an "excess contribution" would be
deductible to the corporation. There Is no question but that the regulations and
procedures under HR-10 are much more stringent and complex than those under
regular corporate type plans. Therefore, I submit that the application of HR-10
rules and regulations to corporate employees of Subchapter "S" corporations
does not "relax and simplify" the rules affecting Subchapter "S" small business
corporations, but makes these rules much more complex and stringent.

The House proposals also call for a definite contribution formula for all profit-
sharing plans established by such Subchapter "S" corporations. As you well re-
member, this was the original position of the Internal Revenue Service back In
the 1940's and the early 1950's. In the 1950's Treasury reversed its course and
publicly announced that indefinite contribution formula profit-sharing plans
were well within the meaning of Section 401 of the Code. The present proposals
again reverse this position and require the much stricter definite contribution
formula which Is required under the HR-10 regulations. This is another example
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of the encroachment of H1R-10 regulations on corporate plan benefits and clearly
a tightening of the statute rather than a relaxation of it.

The proposals also call for a provision that forfeitures must reduce employer
contributions even though a profit-sharing plan is Involved. This is in direct
contradiction to the published position of the Service In Revenue Ruling (1-421
which specifies that forfeitures may be reallocated in any wanner that is uion-
discriminatory. It is extremely significant to note that on the one hand the
Treasury is arguing that the forfeitures must reduce employer contributions and
is requesting legislation to that effect and yet after these Treasury propoi ls
have been submitted to the House, the Internal Revenue Service publishes Rev.
nio, 7uing 00V 1211 0,h9h , pwIes thuL there is nothing Inherently discrinina-

tory in a reallocation of forfeitures among plan participants. Such a require-
ment by the Treasury would again reverse its previous position. The adoption
of this proposal would eliminate any application of forfeitures other than the
method provided in the statute. However, this is hardly a relaxation of the pres-
ent rules affecting Subchapter "S" small business corporations since at present
the employer has great flexibility and liberal methods of reallocation of for-
feitures under Revenue Ruling 09-421.

The Treasury proposal defines the term "Earned Income" in a manner that
is different from the present technical definition of this term in Section 401 (c) (2)
of the Code. The adoption of this proposal would lead to two technical inean-
ings being applied to the same term. The only result of such a measure would
be total confusion in this already hyper-technical area.

The Code under Section 404 specifically provides for credit carry-overs under
plans covering corporate employees. The Treasury proposal would allow larger
corporations to make use of such carry-overs but would remove these credit
carry-overs and deny the Subhapter "S" small business corporation the same
benefits.

The above sentence clearly summarizes my main objection to these Treasury
proposals, namely, that these proposals are an attempt by the Treasury to dis-
criminate between corporations solely on the basis of their size. In fact, as I
see it, the entire proposal can be boiled down to the maxim that "bigness is
goodness". I, foi one, cannot subscribe to this type of discrimination. The size
of the corporation should make no difference in the tax treatment of a bona fide
corporation and in the benefits available to all corporations under the Code. In
my view, to allow the larger corporations all the benefits accruing to a qualified
corporate plan under Section 401 of the Code and to deny these same benefits
applying the more stringent and restrictive rules of HR-10 to corporate em-
ployees of Subehapter "S" small business corporations is nothing short of dis-
crimination based on the size of the corporate entity involved.

In conclusion on this point, I would respectfully request the Committee to
grant the Treasury's request that it delete from the House Bill the proposed
limitation on Subchapter "S" Retirement Plans.

Gentlemen, I wish to thank you again for providing me with tbis opportunity
and giving me so much of your valuable time. I only hope that some of the com-
ments I have made can be of assistance to you in the difficult task of drafting
the necessary but yet equitable tax reform legislation.

KRUOLIAK, WILKINS, GRIFFITus & DOUoHERTY,
Vanton, Ohio, Auguset 29, 1969.

HoP. WILzIAM B. SAX1on,
Nebw Selte O ce BiUlding,Waekingtoss, D.O7.

Dm.a BmL: Your Administrative Assistant, William Holies and I recently dis.
cussed on the telephone in some detail, the "Tax Reform Bill of 1069" which
recently passed the House and will be considered by the Senate in the near fu-
ture. Bill felt that it would be best If I were to explain my view of the problem,
created bv the language of the bill as proposed, in a letter addressed to you.
This would allow you, if yon concur, to bring this matter to the attention of those
leItslative committees of the Senate which will be considering this bill.

The problem we discussed arises out oT Section 511 of the proposed bill, which
is entilS4 "Repeal of Alternative Capital Gains Tax For Individuals." As you
know at the present time there is a 25% limitation on the tax rate with respect
to net long term capital gains of taxpayers other than corporations. The ax
Reform Bill seeks to repeal this 25% llnlt so that a non-corporate taxpayer's net
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long term capital gains will be subject to tax at a rate which is one.half of his
marginal tax rate. In most cases this will exceed 25% and in tile case I refer to
bAow it will reach 35% plus the 10% surcharge. I do not happen to agree with the
"soak the rich" tenor of the whole bill nor with the tentative elimination of tile
25% limitation on the capital gains.

When one sells all the stock of a company, the agreed price contains an ele-
ment which corresponds to cost of reproduction of the fixed assets of the com-
pany. If the price therefore exceeds the original cost of a building it does not
represent a gain to the seller but the recognition of the fact that the seller
would have to spcwl this much money to obtain an asset of the same value as
he Just sold. To this extent the capital "gain" tax therefore does not tax any
gain but part oi the capiltAl Itsiel away which wa not thp Intent of the law.
However, I do not want to belabor this point. It will probably be decided on
the strength of broad social, economic and fiscal policy, and I am perfectly
willing to leave that to your sound judgment.

I do want to address myself to the precipitous haste in which this section
would become effective and the unwarranted hardships an indiscriminatlng use
of such an early date would create. In the form in which the Legislation passed
the House it is proposed that this amendment apply to sales and other dispositions
after July 25, 19W. This narrower problem of implementation of the law is one
of legislative propriety and fairness. We are to operate according to the law of
the land, make out decisions based on these laws and are not to be subjected
to retroactive laws. I assume that the use of this effective date was based on the
fact that Chairman Mills of the House Committee issued a press release on July
25, 1969 announcing for the first time, the intention of the committee with re-
spect to this provision. The committee wanted to avoid by the choice of this date
a wave of selling of shares on the stock exchanges which would have rocked the
already wobbly market substantially and would have allowed alert speculators
to escape the intended higher tax rate.

The broad sweep of the language however goes far beyond this intent and as
presently written it could be used by the Treasury in an effort to cover a trans-
action in which we were recently involved.

In this case the stock which was sold was all the stock of a closely held cor-
poration, which was not being traded on any exchange. The written agreement
to sell all of the stock the company was entered into on July 8, 1009, and conta!ned
a sales price fixed by the stockholders to yield an after tax return for the efforts
of many years of hard work in building this enterprise. The fixed sales figure was
set on the basis of the tax rates in effect at the time of the agreement. This written
agreement included the usual provisions in this type of a transaction involving
closely held stock wherein the seller had to provide certain schedules and other
information to the buyer by a given date to support the accuracy of representa-
tions made and the buyer had the opportunity to check the information sub-
mitted. All representations by the stockholders were properly satisfied by this
date: July 15, 19W. The official closing of the transaction was set for July 31,
1969 and actually took place on that date. As far as the sellers were concerned
they had effectively sold all of their stock on the date on which the agreement
was signed, July 8. The sellers were contractually compelled to turn over their
shares for a set price which could not be raised in the least on the basis of a very
respectible profit report which the company issued in the interim, nor changed
upward to compensate for a loss to the seller if a portion of a proposed Tax Re-
form Bill suggested in a press release of the Chairman of the House Ways and
Means Committee, became law.

If the sellers could not gain from any profit of their company shown in the
period between July 8, the date of the signing of the agreement, and July 31,
the official closing date, they should not be put in jeopardy by a law passed later
on August 2nd by the House, and made effective retroactively to July 25th.

The present language would penalize unfairly those whose "capital gains" were
the result of years of industry and growth, gains of the type that the capital
gains provisions were originally intended to foster.

To allow the new law to apply to such transactions would be contrary both to
proper legislative practice and to reasonable legislative intent. The choice of the
July 25th date was to avoid wild speculation, not to trap people engaged in long
range binding commitments This would be in contravention of basic principles
of legislative action which stress the prospective nature of enactments and
abhor "expost facto" law. To prevent this type of application would be to chip
away at the certainty and predictability upon which a sound legal system must
be based.
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My request is that in the consideration of this legislation, if the Senate should
see fit to repeal the alternative capital gains tax, it should provide for equitable
treatment in the case of sales of closely held stock so that the effect of tile legis-
lation will not be retroactive.

It would be difficult to prune away away this unintended excess while leaving
the basic scheme untouched. A provision analogous to the "binding contracts"
clause limiting the suspension of the investment credit could be drafted so that
individuals who had entered into a binding contract to sell before July 25 might
honor their contracts without penalty.

A simpler and perhaps fairer solution is also possible, although its desirability
might depend on a factual determination. If it were felt that the original House
provision had had the "in terrorem" effect intended (so that the shrewd speuu-
lators did not rush to sell in order to benefit from the last traces of the alterna-
tive tax), the effective date of the exchange could be moved up to correspond
either to final Congressional approval or to the next taxable year, thus protect-
ing those who sold after July 25 as a result of necessity.

I discussed this matter in some great detail with Bill Hoiles and he probably
will fill you in on our discussions. I will be glad to give you any further informa-
tion you might want in this respect and I will appreciate hearing from you at
your convenience.

Very truly yours,
SAMUEL KRUGLTAK.

,I
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Written Testimony Received by the Committee Expressing an
Interest in the Subject of Restricted Stock

SOUTHERN NATURAL GAS COMPANY,
Birmingham, Ala., September 10, 1969.

Re section 1(10) (restricted stock) of press release concerning public hear-
ings on the subject of tax reform.

Hon. Russr.L B. LONG,
Chairman, Committee on Finance,
U. S. Senate,
Wa8hngton, D.C.

DFAu Sin: This written statement is submitted by Southern Natural Gas
Company ("Southern") of Birmingham, Alabama, on the question of whether
the present tax treatment of restricted stock plans should be modified.

I. STATEMENT OF SOUTHEaN'S POSITION

We believe that there are many sound reasons, of significance to Southern and
to other industries in the South and the nation, for the preservation of the tax
consequences and benefits of restricted stock plans under which a company
can permit its employees to purchase its stock subject to reasonable restrictions.
Therefore, we support the present tax treatment afforded by existing Regula-
tions to our restricted stock plan whereby only our own common stock is dis-
tributed to our employees. We oppose the modification of such tax treatment
as proposed in H.R. 13270.

If, however, the Committee sees fit to adopt such proposals or any stnilar
changes, we respectfully urge that such amendments should not apply to
plans adopted, approved-and put into effect prior to the date such amendments
were originally proposed. We are oprlosed to a cut-off date of Februtry 1, 1970,
as proposed In H.R. 13270, and urge that the phase-out period for restricted
stock plans permit all prior plans to continue for a reasonable phase-out period
such as, in Southern's case, four more years.

II. SUMMARY SHEET

I. Statement of Southern's position.
II. Summary sheet.

III. Analysis of Southern's plan.
A. Brief description of Southern.
B. Brief description of Southern's restricted stock plan.
C. The Internal Revenue Service issued a private ruling in favor of

Southern's plan.
D. Southern's Plan serves a genuinely useful economic and social

purpose.
IV. The committee should find that changes in the present tax treatment of

restricted stock plans are not justified.
A. Under existing law, the amount of tax involved Is clearly related to

the taxable event.
B. Comparison of restricted stock plans to nonexempt trusts is mis-

leading.
C. Modification of present tax treatment will not result in increased tax

revenues to the Government.
D. Southern's employees should not be penalized or punished for any

abuses resulting from the plans of others.
V. Southern supports the present tax treatment of its plan and opposes modi-

fication of such tax treatment.
A. Present tax treatment should be continued.
B. The effects of changes as proposed in H.R. 13270 are undesirable.

VI. Adoption of any modifications should not be made retroactive.
VII. Conclusion.

(2477)
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II. ANALYSIS OF SOUTHERN'S PLAN

A. Urief description of Southern

Southern is a publiely-held natural gas company engaged In the produc-
tion and purchase of natural gas and In the operation of an interstate natural
gas pipeline system throughout the Southeast.

H. Brief description of Southern's restricted stock plan

Pursuant to, ard in strict accordance with, existing Regulations 1.61-2(d) (5)

and 1.421-6(d) (2) of the Treasury Department. Southern on May 1, 1968, by
action of its stockholders, has adojo4d a rentricted stock plan under which
certain employees of Southern have purchased, and employees designated from
time to time during the next four years by the Board of Directors may pur-
chase, Southern's stock subject to restrictions provided in the Plan.

Under Southern's Plan, the Company's Board of Directors may issue, to
employees designated by the Board. the right to be exercised within 60 days

after the (late of grant, to purchase stock subject to restrictions which prevent
the employee from selling, transferring or otherwise disposing of it and which

under certain circumstances require the employee to resell the stock to Southern
4it the purchase price.

Such restrictions remain fully In effect for one year after the employee pur-

chases the stock, and then gradually lapse over the ensuing eight years. Thus,

In effect, Southern's Plan is not an "option" plan In the usual sense.

C. The Internal Revenue Service issued a private ruling in favor of Southern's
plan

So that Southern's Board of Directors, stockholders, management and option-

.ees would be completely secure in their understanding of the tax status of

Southern's Plan, Southern's attorneys requested a ruling from the Internal

Revenue Service concerning the tax consequences to Southern and its partci-

7pating employees under Its Plan.
On April 29, 1968, the Service Issued a Private Ruling to Southern stating,

In pertinent part, that:
"After carefully considering the plan presented, we conclude that if the stock

is transferred strictly in accordance with the provisions of the plan:
"1. An employee will realize compensation at the time the restrictions

on the shares lapse or the shares are disposed of by the employee in an arm's

length transaction (whichever event occurs first), in an amount equal to the

lesser of:
"(I) The difference between the purchase price and the fair market

value of the shares (determined without regard to the restrictions) at the time

of purchase by the employee, or,
"(i) The difference between the purchase price and the fair market

value of the shares (determined without regard tothe restrictions) at

the time of purchase by the employee, or,
"(it) the difference between the purchase price and the fair market

value of the shares (determined without regard to the restrictions)

at the time the restrictions lapse or, In the case of earlier disposition,

the consideration received on disposition." (Emphasis added.)

On the basis of and In reliance on such Ruling, Southern put Its' Plan into effect

and represented to Its employees that such Plan would continue until 1973.

D. Southern's plan serves a genuinely useful economic and social purpose

Southern believes that Its Plan, with tax consequences under present law as

stated in the Ruling of the Internal Revenue Service, achieves certain very

specific, and undeniably valuable and valid, obje tives. First, It assists Southern

In attracting and keeping qualified management-level people in our Company

and in our geographical area. Second, It enables Southern's key personnel to

acquire a substantial proprietary interest in our Company. This will motivate

them to increase their efforts to cause earnings to grow-which will benefit not

only our stockholders, but also our community and the entire Southeast. And,

finally, a major feature of Southern's Plan compels a participant to retain his

itock for at least nine years If he wiints to realize its full benefit. This will

result In maximum effort for our Company and community for a significant

period of time.

i

I I :
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IV. TiE COMMITTEE SHOULD FIND THAT CI[ANGES IN TIE PRESENT TAX TREAT-
MENT OF RESTRICTED STOCK PLANS ARE NOT JUSTIFIED

A4. Under existing law, the amount of tax inv olvcd is clcarly related to the
taxable event

In analyzing the tax consequences which should result from the issuance of
restricted stock to employees, there are two elements to be considered:

1. The occurrence of a taxable event-that is, receipt by the employee of an
item of property constituting intended compensation to him; and

2. The occurrence of events which permit the valuation for tax purposes of that
compensation.

Upon the sale or distribution to all employee of restricted stock, he has re-
ceived property intended as compensation. However, because of the restrictions,
which in Southern's case include a requirement of continued employment which
would constitute "a substantial risk of forfeiture," it is not possible to determine
the fair value of such property to the employee and the amount of the intended
compensation. Such determination must await the lapse of the restrictions, or at
lease the lapse of substantial restrictions such as the requirement of continued
employment. When this occurs, under present law, the amount of compensation
is determined and tax is Imposed, but the amount of such compensation and tax
Is related back to the occurrence of the taxable event-that is, the receipt by the
employee of the restricted stock. On the other hand, Section 321 of 1H.R. 13270
would determine the amount of compensation and tax solely on the basis of the
value of the stock at the time when no substantial restrictions remain. In the case
of a plan such as Southern's. where substantial restrictions amounting to a risk
of forfeiture continue with respect to some stock for as much as nine years, we
submit that the result achieved by existing Regulation Section 1.421--6(d) (2).
and by the Private Ruling issued to Southern, is reasonable and proper, and Is a
more equitable treatment than that proposed by H.R. 13270.

The inequity of the House proposal Is apparent when it is applied to a plan
such as Southern's which requires the employee to make a substantial cash in-
vestment In the restricted stock at the time it Is issued to him. If the stock has
appreciated in value on the subsequent date when it is no longer subject to a
substantial risk of forfeiture, then under the House proposal the entire differ-
ence between its fair market value at such time and the amount Invested by the
employee will be treated as compensation and taxed as ordinary Income. A por-
tion of this appreciation, however, would represent an increase in value of th
cash investment by the employee. As such, It clearly Is not compensation and is
entitled to be taxed as capital gain.

B. Comparison of restricted stock plans to non-emempt trusts is misleading
The Report of the House Committee on Ways and Means (Rept. 91-413, Part 1,

p. 86) and the Staff Summary of H.R. 13270 (Committee Print, p. 51) undertake
to justify the [ouse proposal by comparing the Issuance of stock to a non-exempt
employees' trust and the Issuance of restricted stock to an employee. The result
stated when stock is issued to a non-exempt trust-that is receipt by the em-
ployee of taxable compensation at the time of the transfer-uccurs only if the
interest of the employee is non-forfeitable at the time the contribution is made-
that is, if there is no contingency which may cause the employee to lose his
rights in the contribution (Internal Revenue Code Section 402(b) ; Regulations
Section 1.402 (b)-I(a) (2) (1)). The House Report states that if stock is trans-
ferred to a non-exempt employees' trust and the employee will receive the
stock at the end of five years if he is alive at that time, then the employee would
be taxed on the value of the stock at the time of transfer.

This statement is apparently based on the provision in Regulations Section
1.402(b)-1(a) (2) (ii) that the mere fact that an employee may not live to the
retirement date does not make his beneficial Interest in contributions by the
employer forfeitable. In its context, however, this statement in the Regulations
has reference to a plan for pension or annuity payments, the duration and ag-
gregate amount of which would be related to the life of the employee. It Is
questionable whether this provision would apply to the transfer of stock to a trust
for delivery to an employee at the end of five years if he is alive at that time.
Such a condition would appear to make the interest of the employee In such
stock forfeitable under the statutory language of Internal Revenue Code Section
402(b).

The House Report also states that an employee with restricted stock can vote
It and receive the dividends, while an employee-beneficiary of a non-exempt trust
does not have these benefits. This is misleading, since In the latter situation
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the trustee of the trust would presumably be entitled to these benefits on behalf
of the employee as beneficiary, so that he has them indirectly.

If the present treatment of restricted stock and non-exempt employees' trust
is to be compared, It is interesting to note that Regulations Section 1.402 (b)-I
(a) (1) provides that If the employee's interest in a contribution to a non-exempt
trust is forfeitable at the time the contribution is made, the amount of such con-
tribution is not required to be included in the income of the employee at the later
time when his interest becomes non-forfeitable. This contrasts with the treat-
ment under present law of restricted stock plans like that of Southern, whereby
the employee recognizes no income at the time the restricted stock is purchased,
since it is "forfeitable" at that time, but is required to recognize income and pay
tax at the later time when the restrictions lapse and his interest becomes non-
forfeitable.

In any event, the transfer of stock to a non-exempt trust under the conditions
stated in the House Report would be unusual. Likewise, the issuance of stock
to an employee subject only to the restriction that it cannot be sold for five
years differs substantially from a plan such as Southern's that contains a num-
ber of restrictions, including the requirement of continued employment. We sub-
mit that this example contained in the House Report Is of questionable value and
certainly does not justify the drastic change from present law that H.R. 13270
proposes.
0. Modification of present taxr treatment will not result in increased taxc rcve-

nues to the Government
We believe it is especially noteworthy that there has been no suggestion that

the existing Regulations are resulting in any significant revenue loss to the Treas.
ury Department or, conversely, that any new law will result In any significant
increase in revenues. For example, your Committee's Print entitled "Summary
of H.R. 13270, The Tax Reform Act of 1969," explaining arguments for the pro-
posed amendments in H.R. 13270 does not contain the slightest hint along these
lines (p. 52). In fact, one argument against H.R. 13270 is that "there is no real
benefit accruing from making a change" since little revenue is involved (p. 52).

Actually, any change in the existing statutes or Regulations may have an ad-
verse effect on the revenue. For example, if a corporate employer in the 48% tax
bracket were to transfer 1,000 shares of its common stock, subject to restric-
tions which imposed a substantial risk of forfeiture, to an employee having tax-
able income of $20,000 (exclusive of the stock plan) at a time when the stock
is worth $10 per share and-after the restrictions lapse five years hence-the
employee were to sell the stock at its then value of $40 per share, the result on
pre-surtax revenue to the Government would be:

1. Under existing law-Employee would pay additional taxes of $9,040:

Taxable Individual's Additional
income tax tax

Year risk of forfeiture terminates:
Excluding stock ............................................... $20,000 $4,380 ..
including stock ............................................... 30,000 7,880 $3500

Year of sale ...................................................... 35,000 9,920 5,540
Total .................................................................................. 9, 040

Corporation's tax reduction would be $4,800 (48% of $10,000).
Net revenue to the Government-a $4,240 gain ($9,040 minus $4,800).
2. Under a change compelling employee's tax to be based on market value

when the risk of forfeiture terminates--employee would pay additional taxes
of $17,920:

Taxable Individual's Additional
Income tax tax

Year risk of forfeiture terminates:
Excluding stock ---------------------------------------- $20,000 $4,380-----------

* Including stock ------------------------------------- 60,000 2,300 $7,920
Year of sale (sale price and tax basis are same) ---------------------- 20,900 4,380 ............

Total -------------------------------------------- --------------------------------------- 17,920
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Corporation's tax reduction would be $19,200 (48% of $40,000).
Net revenue to the Government-a $1,280 less ($19,200 minus $17,920).
Thus, a change in the law based on the assumptions set forth above would

result in a loss of net revenue to the Government of $5,520 ($4,240-the net rev-
enue gain to the Government as shown above-plus $1,280-net revenue loss to
the Government as shown above). And if the employee's taxable income before
the stock plan were $200,000 or more, the difference in loss of net revenue to the
Government would be less pronounced but would still amount to $900.

We recognize that the tax consequences of any participation by an employee in
a given restricted stock plan will vary according to the circumstances of such
employee's financial situation and the facts surrounding the purchase and sale
of the restricted stock. We have used 32% and 70% tax bracket examples in this
written statement in order to better illustrate for you and the members of the Com-
mittee the fact that mathematical results will flow from any modification of the
present tax treatment of restricted stock plans and the further fact that such
mathematical results almost always have an adverse effect upon the Govern-
ment's revenues. Therefore, we submit that the suggested change or modification
in the present tax treatment of restricted stock plans is solely for the sake of
change (See Committee Print, supra, p. 52).
D. Southern's employees should not be penalized or punished for any abuses

resulting from the plans of others
Southern's employees should not be penalized or punished for abuses-if abuses

there be-by other companies which have adopted peculiar or undesirable plans
or plans whereby property other than the employer's own common stock is
distributed. We suggest that your Committee leave unchanged those portions of
the tax laws which permit tax benefits to restricted stock plans whereby a com-
pany sells merely its own common stock subject to reasonable restrictions which
adhere to all present applicable laws. Adoption of this suggestion will permit
control of abuses without interfering with plans, such as ours, to which no taint
of abuse attaches.

Y. SOUTHERN SUPPORTS THE PRESENT TAX TREATMENT OF ITS PLAN AND OPPOSES
MODIFICATION OF SUCH TAX TREATMENT

A. Present taxr treatment should be continued
As the Committee knows (Committee Print, pp. 51-52), present law does

not contain any specific rules governing the tax treatment of restricted stock
plans. However, Treasury Regulation Section 1.421-6(d) presently provides that
our employees will incur no tax until the year In which restrictions lapse on the
stock purchased. At such time the employee Is deemed to receive compensation,
taxable as ordinary income, In an amount equal to the difference between the
purchase price of such stock and the lesser of the market value of the stock
(I) when originally transferred to him or (ii) when the restrictions lapse.

The plain facts are that the present tax consequences of restricted stock plans
arise from well-considered attitudes of the Treasury Department after lengthy
consideration of judicial pronouncements and there has been no public hue and
cry for a change. Indeed, the need for such a change cannot be substantiated
in law or fact and we respectfully submit that the public interest completely
warrants and justifies the continuation of the existing tax treatment of restricted
stock plans.

As we have pointed out elsewhere herein, stock option or stock trust plans
simply do not provide any real "interest" in an employer's business and abuses
and loopholes-if any there be-may be corrected and closed without doing
irreparable damage to a proven benefit to personnel and community. We urge
you and the Committee to reject the arguments advanced as being in favor of
the change in the tax consequences of restricted stock plans as set forth in H.R.
13270.
B. The effects of changes as proposed in H.R. 13Z70 are undesirable

The proposed amendments contained in H.R. 13270 will have the effect of
changing existing Regulations Sections 1.61-2(d) (5) and 1.427--6(d) (2) and
thereby affect the tax treatment of restricted stock plans. Your Committee's
Print sets forth seven arguments against adoption of the instant portions of
H.R. 13270. These reasons-which we seek to emphasize by our endorsement--
show that the change may:

33-865--69-pt. 3- 46
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(1) * * * discourage employees' stock ownership of their employers'
business."(2) * * * immediately tax the receipt of property which, in many in-
stances, cannot be sold or otherwise disposed of by the taxpayer to pay the
tax.

"(3) * * *. tax capital appreciation of the property as ordinary income."
And that:

"(4) Restricted stock plans are not, in fact, deferred compensation ar-
rangements, but rather are a means of allowing key employees to become
shareholders in the business.

"(5) It is necessary to have these preferred stock plans so as to obtain
and retain key employees.

"(6) These tax incentives increase the economic productivity of busi-
ness; hence, the benefits to everyone concerned are increased.

"(7) Little revenue appears to be involved; hence, there is no real
benefit accruing from making a change."

At the same time, adoption of the amendments of H.R. 13270 will punish all
restricted stock plans-with or without abuses-regardless of the total bene-
fits and merits of plans which have no abuses and which have been sanctioned
by private rulings of the Internal Revenue Service. And, as Argument (7).
8upra, succinctly notes, adoption of such amendments will not produce signi-
ficant additional revenue, if any at all.

Therefore, for all of the reasons contained herein, we are opposed to the amend-
ments of H.R. 13270 and we urge that such proposed legislation be rejected, in
toto, by the Committee. After all, if "no real benefit" will accrue from the pro-
posed changes, there is no real reason for change. And, we respectfully submit,
a "reform" measure which produces no benefit is a futile, empty gesture.

VI. ADOPTION OF ANY MODIFICATIONS SHOULD NOT BE MADE RETROACTIVE

Even if it is assumed, argiicndo, that existing law should be amended, such
amendments should not be applied to plans-such as Southern's Plan-put
Into effect prior to the date that such amendments were originally proposed.

It Is unfair and inequitable to penalize anyone by a change in long-standing
and well-considered basic rules. Hence, we believe that even if certain changes
in the law are adopted, such changes should not be applied to any restricted
stock plan adopted prior to the date such changes were proposed, where such
plan was adopted in reliance upon judicial decisions, announced administrative
policy, private and published rulings (and, in the case of Southern's Plan, an
express private ruling). The benefits of a plan so promulgated should not be
terminated when, as here, the problem of retroactivity can easily be avoided
without prejudice to anyone.

We submit that the Committee, if it sees fit for some reason to recommend
changes in the tax treatment of restricted stock plans, should allow our Plan,
which was adopted on May 1, 1968, to retain all of the tax consequences set out
In the Service's Private Ruling for the remaining four year8 of the Plan. Any
other result would penalize Southern's employees because Southern's Plan calls
for short-term purchase rights rather than options running the life of the plan.

And finally, we note that H.R. 13270 proposes a cut-off date of February 1,
1970, on purchases of restricted stock made pursuant to a plan adopted and
approved prior to July 1, 1969 (Section 321, amending Section 85 (f) of the
Code). We urge your Committee to recognize the arbitrary and unreasonable
character of such a cut-off date. The tax consequences of a plan which received
express approval of the Internal Revenue Service should be permitted to con-
tinue for a reasonable phase-out period-in our case, until 1973, since only four
more years are involved in the total plan. We note that reasonable phase-out
periods are provided for in other Sections of H.R. 13270. For example, Section 201
provides a five-year phase-out period relating to unlimited charitable contribu-
tions deductions and Section 401, relating to multiple corporations, provides a
phase-out period of seven years for multiple surtax exemptions, accumulated
earning exemption and small business deduction limitation.

A similar seven-year phase-out period, in Section 401, is effective for treating
the amount taxable on dividends received from affiliated corporations. And Sec-
tion 442, relating to bad debt deduction of mutual savings banks based on per-
centage of income, provides a phase-out period of ten years beginning In 1969.
These, as well as other examples contained in H.R. 12"70, Indicate very clearly
a legislative intent to provide relief to those who have adopted courses of action

I
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in reliance upon prior legislative or administrative rules and regulations. Fair-
ness dictates, we submit, that comparable relief be afforded to companies which
have adopted plans and employees who have accepted or continued employment,
in good faith, in reliance upon existing law. Although -the suggested cut-off date
of February 1, 1970, indicates the desire to afford some relief such date fails to
permit plano-such as Southern's Plan-to continue for a reasonable phase-out
period, in our case only an additional four years.

VII. CONcLuslo

We sul)ort the present treatment afforded by existing law to restricted stock
plans-such as our Plan-whereby the company merely sells its own common
stock subject to reasonable restrictions. We oppose the modification of such tax
treatment, principally because such modification is not necessary. It is also our
position that any amendments to existing law should not be applicable to plans-
such as our Plan-which were adopted before any changes were proposed.

At the same time, we want to make it crystal clear that we do not condone
tax evasion or tax loopholes, nor do we deny our nation's acknowledged need for
funds. Thus, it is Important to note, without unduly repeating what we point
out elsewhere herein, that the existing tax treatment of restricted stock l)1an.; is
consistent with existing law, permits the amount of tax to be related to the tax-
able event and produces maximum revenue under the circumstances.

In sum, we believe that the Committee will ultimately conclude that the pres-
ent tax treatment Is fair and adequate, that modifications are unnecessary and
that changes nced not be made merely for the sake of change.

We very much appreciate the opportunity afforded by your Committee to sub-
mit this written statement. In addition, we respectfully invite your attention
to our written and oral statements appearing in Tax Reform, 1969, Hearings
Before The Committee on Ways And Means, House of Representatives, Ninety-
First Congress, First Session, Part 7, pages 2631-2642.

If we can be of further assistance to you, to the Committee or to its counsel,
please let us know.

Respectfully submitted.
SOUTHERN NATURAL GAS Co.
LEWIS CARROLL.
HARRY C. HOWARD.

ARTHUR ANDERSEN & CO.,
Chicago, Ill., Septcmber 12, 1969.

Re statement regarding I.R. 13270, Tax Reform Act of 1969, restricted property.

Committee on Finance, New Senate Office Building, Washington, D.C.

DEAR Snr :

Summary of comments and recommendation.?

In an attempt to eliminate tax benefits which presently arise from the use
of restricted property, the House has created potential inequities for taxpayers
who receive such property in the future. The following matters should be revised
to prevent such inequities:

1. Section 321 effectively taxes as compensatory income all appreciation on
restricted property from the date of its receipt to the date restrictions lapse.
No provision is made for equity or capital appreciation which may legitimately
occur during this period, or for subsequent excess amounts which were never
intended as compensation when the restricted property was transferred. Modi-
fications should be made to limit the amount of appreciation which can be
considered as compensatory, or alternatively the employee should be allowed
an election to report the original transaction as if the restriction did not exist.

2. New Section 85(a) should provide for the deferral of actual payment of tax
on any compensatory income until the property is transferable. The present pro-
posals would require payment of tax even though other restrictions might pre-
vent transferability until a much later date. An obvious hardship thus occurs,
since the employee must provide cash from other sources to pay the tax incurred
currently. Similar results will occur in revised Section 402(b). A deferral of tax
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payment consistent with the provisions for other deferred compensation under
new Section 1854 should be considered.

3. In view of the proposed amendments dealing with nonexempt trust bene-
ficiaries, it seems appropriate now to revise the law to allow the employer a
deduction at some point in time for a contribution to a nonexempt trust. Under
present regulations, no deduction is ever allowed where taxability of income to
the recipient is deferred. This inequity should be corrected. Also, there should
be a statutory provision for employer deductions relative to restricted property.

BASIS FOR COMMENTS

1. Limitation on Compen8ation Element of Appreciation
The proposed legislation assumes that all restrictions placed on stock trans-

ferred to employees have been motivated by tax-saving and tax-deferral motives.
In actual business practices, this is not the case. There are many instances where
a closely held corporation will necessarily restrict the transferability of employee
stock, in order to eliminate the possibility of a dissident minority group of share-
holders, and to insure that control can be maintained. Similarly, employees can
be required to place stock in a voting trust, or sell it back to the company
at a fixed price for a certain length of time. Also, through forfeiture or price
restrictions, the employee is motivated to perform well and continue -his employ-
ment for a longer period of time. Such restrictions are not tax-motivated. Be-
cause of the narrow requirements for qualified and restricted stock options,
these alternative arrangements are not necessarily possible in all instances,
especially in closely held corporations.

With respect to the measure of compensation, it is quite possible that a closely
held corporation's stock can have two values, depending on its owners' present
philosophy :

(a) As long as it is the intent of those in control to continue their owner-
ship, without public participation, any minority interest has a very low
value.

i(b) When those in control decide to offer all or a portion of their owner-
ship to the public, either through direct offering or some combination with a
public company, the minority ownership Immediately takes on new value,
since it will have a ready market and will be fully transferable.

Many transfers of restricted stock are made in closely held companies, based on
the philosophy that ownership will continue to be controlled by a few. At this
time, the intended compensation, both in the minds of employee and employer, is
confined to the reduced value attributable to a minority interest. Philosophy can
quickly change, though, in these times of mergers, acquisitions, conglomerates,
and the attractiveness to various industries in "going public" at the right time.
An employee holding restricted stock at the time of a philosophical change toward
public ownership realizes immediate "paper" gain on his holdings. This "paper"
gain was never intended to be compensation by his employer, but results solely
from his holding of an investment. The present proposed law would tax such
appreciation as compensation, at ordinary rates, possibly well in advance of the
employee's being able to dispose of it. It seems that in eliminating one problem,
another has been created. Remedies should be effected to offer the taxpayer relief
from occasions where "unintended compensation" might otherwise arise. We sug-
gest the following methods of rectifying these inequities:

(a) As evidence of nontax motivation In placing restrictions on stock or
other property, provide the employee with an option of either reporting income
under the present proposed law, or else reporting income at the time the
restricted property Is received, at its present value without restrtions. If
the latter Is elected, an ordinary deduction would be allowed in the future to
the employee for the amount reported, should the stock be ultimately for-
feited by terms of the restrictions. The latter treatment would seem to more
closely reflect the actual economic consideration of the transaction, and elimi-
mate conversion of legitimate capital appreciation into ordinary income.

(b) Alternatively, provide for a maximum percentage of original value
i(say, 200%) to be taxed as compensation in the event of any appreciation.
,For instance, If at the date of original transfer, the restricted property
,would result in ordinary income of $10,000 except for restrictions, the maxi-
mum compensatory element of future appreciation would be limited to an
additional $10,000, or a total of $20,000. Such a limitation would effectively
,tax most contemplated compensation' and would provide substantial relief in
cases of unusual appreciation whicN was never intended as compenastion.
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2. Deferral of tax liability until restricted property i transferable
New Section 85(a) provides for immediate measure of compensatory income

and imposition of tax whenever restricted property becomes transferable, or
when there is no substantial risk of forfeiture, whichever is earlier. Therefore,
tax can be incurred by the lapse of the forfeiture provisions, even though other
restrictions may continue to prevent the taxpayer from disposing of the property.
Similarly, Section 402(b) Is to be amended to provide for acceleration of the
occurrence of taxable income in the case of an employer's contribution to a non.
exempt trust. Here, too, the employee will have tax to pay without being able
to dispose of the asset which gave rise to the taxable income. This harsh result
is Inconsistent with the treatment to be accorded simple deferred compensation
arrangements under new Section 1354, where the liability is computed based
on the years in which the income was earned, but the actual tax payment is
deferred until the year of receipt. We suggest that the spirit and intent of
Section 1354 be expanded to encompass the provisions for restricted property
and nonexempt trusts, so that tax will be incurred only when there is an ability
to obtain cash for tax payment from the assets giving rise to the tax liability.
Each of these areas of compensation are similar in that they are a type of deferred
income, each having its particular method of achieving the deferral. It seems
only logical to tax all benefits uniformly as to amount and timing.

3. Deduction provisions for non qualified deferred compeflsation
Section 85(a) alludes to the deductibility of at least certain payments in a

negative fashion. Otherwise, timing or amount of the employer's deduction
is not mentioned. The Regulations under 402(b) have specifically prohibited
a deduction for a contribution by an employer to a nonexempt trust, where the
employee's rights are forfeitable, some court cases to the contrary notwithstand-
ing. In view of the other changes, and in the interest of equity and consistency,
a separate provision should establish the timing and amount of deductions for
compensation reportable by the employee as income under such plans.

SUMMARY

The foregoing comments are not intended to indicate an approval or dis-
approval of the remaining portions of the Act, but are only indications of
technical areas which obviously need clarification. This statement is submitted
as part of a series of letters, each dealing with a particular area of the proposed
legislation. It is intended that the comments and suggestions contained herein
be made a part of the record of testimony relative to the legislative changes
contemplated for restricted property. We shall be pleased to discuss these matters
further with you or the Committee, either in person or by telephone. Please call
us collect at 312-346-0262 if necessary.

Very truly yours, AwRUs, ANDERSONi & Co.
By JOHN MEiDENIALL,

Director of Taxee.

COMMENTS O Mi, WILLIAM R. JUDY ON BEHALF OF REID AND RizoG

RESTRICTED PROPERTY

We are especially concerned with the detrimental effects of Section 321 of the
proposed bill relating to Restricted Property. If passed, this provision would
deprive the small corporation in America of a most crucial competitive tool.
Attracting and retaining key management personnel possessing imagination and
expertise is a sine qua mon for survival in the business world today.

The report of the House Ways and Means Committee directs the corporate
employer to the use of statutory qualified stock options as the "appropriate
means" by which key employees should be given an equity interest in the busi-
ness, rather than non-statutory restricted stock plans which, n the opinion of the
Committee, lean too much toward out-and-out "compensation". To the contrary,
we would assert that the non-statutory restricted stock plan is more in the nature
of an equity investment for employees than compensation, and secondly, that
the statutory qualified stock option plan is not an appropriate or practical
means for a small corporation to attract and retain key personnel.
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The House Committee report makes much of the fact that the recipient of non-
statutory restricted stock oftentimes pays nothing at all for his stock. On the
other hand, the recipient under the qualified p1l itiust IUy at. lelst 100% ,',f th(e
fair market value of the stock as of the date the option is granted. Superficially, it
would appear that the qualified opUonee is more in the nature of a true investor
since he must pay his own hard cash for the stock, while the restricted stock
recipient appears more as the donee of a gratuitous transfer of property. We
believe, rather, that the contrary Is true. The goal of creating on employee-
stockholder is to provide incentive for that employee to work long and hard for
the business so that both he and the corporation will benefit. Correlatively, the
business profits. But consider now the employee who has paid almost full value
for his stock as compared to the one who holds restricted stock that he received
perhaps in lieu of cash but without a personal cash-outlay. This latter sto,.k-
holder has not had to take after-tax dollars out of his savings to purchase
his stock. Both are interested in the success of the business, but which is more apt
to be nervous at the fluctuation of market value of his stock? Both have a stake
In the business, but which will be more apt to retain his stock as a true long-term
investment if the market value of the stock begins to decline? We are assuming
that the desired goal is the employee who will keep his stt,,k interest through
thihk and thin and work harder if the bus.iness takes an unexpected drop. As
between the two employees, it is the one who has his current cash Investment
to lose who will be prone to unloading his stock in hard times to keep losses
to a minimum. When this happens, that employee no longer is personally inter-
ested as an investor in the revival of the corporation. But on the other hand,
the one who risked none of his current cash savings for the purchase of his
stock will not feel the same sense of financial urgency. He is more prone to
stick with his investment and labor to keep its value up. The qualified stock
option, in effect, creates a propensity to defeat the very purpose of that legis-
lation. For this reason we ask that the tax advantages of the non-statutory
restricted stock technique be retained.

As further reason to delete Section 321 of the bill, we must point out that the
use of the qualified stock option which the oouse Cmnmittee would recommend
to corporations is not a practival and feasible alternative for the small corpora-
tion. We note that for a qualified stock option plan to he appealing to an em-
ployee. he must be given the opportunity to purchase a reasonably substantial
number of shares of the corporation. The option to purchase Just five or ten
.hares at slightly less than market value Is not an especially compelling reason
to come or to stay with a particular corporation. This problem of the number
of shares available to distribute to employees is no staggering problem for the
large corporation with hundreds of tboustands of shares outstanding. But for
the small concert with-perhaps only a couple of thousand shares available, the
qualified stock option becomes totally Ilmeticable. Consequently, the smallbusiness leans toward distribution of a relatively small number of shares of
retrlcted stock at little or no cash cost to the employee.

.The vigor of American business management is dependent to a substantial
degree upon incentives such as non-statutory restricted stock, especially in the
case of the small corporation. To elhnhnate the attractiveness and propensity to
encourage long-term investment in it corporation of such technique would cause
genuine harin to our overall business structure.

As a final note on restricted! Stock, we would only point out that the ('Coi-
mittee report also states that the revenue iipact of this provision will he neg-
i1gible. impliedly neither up nor down. We would only note that the proposed,
legislation might in fact cause a revenue loss. Taxpayers would pay more tax,
but this could be, more than offset by increased deductions for an employer
who often would be in a larger tax bracket than the taxpayer.

LooL a & Myms INc.,
New York, N.Y., Septcnbcr 23, 1969.

Re: Section 821 Tax Reform Act of 109--Restricted Property
Hon. RussELL B. LoNO,
Chairman, Committee on Fhiteae,
New e*ate Oflo RTulding, Washinlglon, A.

MY DEAR 89NATOR LONe: We request that this protest of proved section 321
of ibe Tax Reform Act of 1900 ("the Bill") lie considered by the Senate Finance
Committee, and be placed in the record.
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Our Company adopted i restricted stock plan in 1968, and the Plan was ap-
proved by stockholders in April, IWMIS. The ipurlose of tile plan is to provide
illeitive to executives to iiiiike extra-ordinary contributions to the success and
growth of the Vmoipany. Ilii rlanagellient's opiilioil, tile Plan has htl aIln lilt-
portant factor in creasing both the icoine of the Colmany, and the aggregaite
hicoine taxes paid to the Federal aid State goverlmlelts.

Under our Plan, persons awarded Restricted Stock cannot sell it until ufter
retirement, except to the toinpany ; and if sol to the Company, the sale price Is
lited to rle k'sscr of (1) 70% of value when stock is received, or (2) 741% of
value on the date of sale.

We assume (but counsel advises the Bill Is not clear) that tile restricted stock
issued under the Plan would be considered "forfeitable" within tihe leaning of
tile Bill.

Consideringthe fact that the Coupliany receives no deduction until restrictions
lapse (and that the deduction is then limited to the value of the stock wlheii
it was issued, or, if lower, Its then value) we think the proposals in the 11111, as
itpltill to our Plan, would not increase Flderal tax revenues. To the contrary, to
the extent that the Bill would discourage initiative and undermine our Plan, it
would decrease both our net profits, and the Income taxes iaid loy the (Conipally.

We think that restricted ('omnmron stock of an employer coipnlx}y serves a
valluable nilanagement Incentive function without cost or injury to the Federal
revenues. On the other hand, we recognize Ihat plan which use stock of corpora.
tons othgr than the employer corporation do not ive this merit, and we think,
insofar' as the proposed legislation would effect such plans, it is justifiable.

Aecortlingly, we suggest and urge that the Bill be, revised so its to delete from its
coverage restricted common 8tock of na employer awarded to an employee: and
that existing law (as evidenced by existing regulations under section 421-6)
cout inue to apply thereto.

I would point out that the question to be considered is not whether such plans
contain an element of compensation. Clearly they do. But restricted common stock
issued rnder such plans also carries with It a high degree of Investment risk.
The question, therefore, Is the amount of compensation. We think it Inequitable
and unfair, considering the investment risk, to tax all amount greater than the
value when the stock is issued as compensation.

In any event, in view of the small (if any) 'miact on revenues, we think
existing law should continue to apply at least for five years to plans adopted
and approved by stockholders prior to May 31, 1909.

Respectfully,
X. E. HARRINGION'.

STATEMFNT OF TIE SIN*,wh COMPANY SUBMITTED nY W. J. BxOWN. VICer PESIIONT

SUMMARY

No abuse exists and therefore no "reform" is required in the tax treatment
of restricted stock issued under plans such as Singer's which:

1. Limit the aggregate number of shares of the employer's stock which
may be- issued.

2. Have been approved by the shareholders of the conipany.
3. Contain a reasonable expiration date, such as five to ten years. (i.e.,

require further shareholder sanction for continuance.)
4. Contain restrictions on the sale, pledge, hypothecation, gift, or other

transfer of the shares for a period of not less than two years, with provi-
sions for forfeiture in the event of termination of employmeIt.

5. Make eligible a broad class of partilpnts--in an executive incen-
tive plan, all officers and key employees based upon individual contribution;
in a purchase plan, all employees having at least one year's service with the
company.

In addition, If the Congress were disposed to apply to the tax treatment of
restricted stock the saine holding rules established In the stock option revisions
for capital gains treatment, such would be regarded as consistent and reason.
able.

Wo are concerned that legislation designed to curb abuses in the uike of
"restricted stock" would unnecessarily (and presumably unintentionally) ad-
versely affect broad-based non-abusive restricted stock plans such as those of
The Singer Company. These plans are an Executive Incentive Compensation
Plan and a Stock Purchase Plan.



2488

Under the Executive Incentive Compensation Plan, bonus awards of restricted
stock may be made annually to some 1200 supervisory and managerial personnel
depending on the earnings of the Company and the beneficiary's contribution
to the performance of the Company as determined by the Plan Oomwittee. The
stock awarded contains restrictions against its sale, pledge, or other disposition
for periods of not less than two years. The Plan also provides for forfeitures in
the event of termination of employment before the restrictions have lapsed.

This Plan, which was adopted with the overwhelming support of the share-
holders of The Singer Company, was designed to provide participating employees
not only with incentive pay for past services but also, by awarding them re-
stricted stock with forfeiture provisions, to induce them to perform efficiently
on a career basis with The Singer Company. Thus the use of restricted stock
places the employee "at risk" and provides an inducement to continued employ-
ment and high performance not available under qualified stock option plans. An
executive given an option has Just that-a choice. The same man has a com-
mitment under our restricted stock plan.

The Restricted Stock Purchase Plan allows approximately 60,000 eligible
employees to purchase stock in The Singer Company at 80% of its current market
value. Payment for the stock is made through payroll deductions which are
limited to 10% of the employee's salary. Restrictions on the stock provide that
If the employee terminates his employment within two years of the date of acqui-
sition of the stock, the Company has the right to re-acquire the shares upon re-
payment of the original purchase price. To date, the Company has, in fact,
exercised its right to repurchase such shares in each instance.

We respectfully submit that legislation which substantially undercuts the
effectiveness of broadly-based incentive plans such as ours is contrary to the
interest of employees and shareholders and serves no discernible public interest.

Noting that the Congress in 1964 in reforming the rules with respect to quali-
fied stock options established a three-year holding period as a condition of
providing capital gains treatment, if additional safeguards are required in the
treatment of restricted shares it would appear to be consistent and equitable to
,aake a like requirement applicable to shares upon lapse of restriction.

In addition, it is our understanding that the Treasury wishes to consider in
further study the taxability of deferred compensation. Clearly, the use of re-
stricted shares Is a significant form of deferred compensation. We urge that the
tax treatment to be accorded restricted stock be given the same study and
consideration which the Treasury observes is required in the case of other forms
of deferred compensation.

STATEMENT OF ELIZABETH H. KURY, ESQ.* KURY AND KU*Y, SUNBUBY, PA.

FORFEITABLE CONTRIBUTIONS BY A CHURCH, HOSPITAL, SCHOOL OR OTIER TAX
EXEMPT ORGANIZATION TO A NON-EXEMPT TRUST SHOULD BE EXCLUDED FROM PRO-
POSED SECTION 821 (s)
If H.B. 18270 is enacted without the amendment herein submitted it will have

a serious adverse affect on the churches, hospitals, schools and other charitable
organizations which must compete with private industry to attract highly qual-
ified personnel. The amendment proposed herein consists of the underlined por-
tion of proposed new Section 321 (b) :

"(b) Nonexempt Trust and Nonqualified Annuities.-
"(1) Beneficiary of Nonexempt Trust.-Section 402(b) (relating to tax-

ability of beneficiary of non-exempt trust) is amended to read as follows:
"'(b) Taxability of Beneficiancy of Nonexempt Trust.--Contributions to

to an employees' trust made by an employer during a taxable year of the
employer which ends within or with a taxable year of the trust for which the
trust is not exempt from tax under section 501(a) shall be included in the
gross income of the employee in accordance with section 85 (relating to
,restricted property). If the employer is described in section 501(o) and
exempt from tax, under Section 501 (a) and the benwflcfai interest of the em,-
ployee in such contributions is forfeitable at the time the contributions are
made. the preceding sentence shall nbt apply. The amount actually distrib-
uted or made available to sny distributee by any such trust shall be tax-

*IL.B. University of PlttsburgNh, 1968; LL.M. in Law of Taxation, N.Y.U., 196;
admitted to practice before all courts of Pennsylvania.
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able to him in the year in which so distributed or made available, under
section 72 (relating to annuities), except-that distributions of income of such
trust before the annuity starting date (as defined in section 72(c) (4)) shall
be included in the gross income of the employee without regard to section
72(e) (1) (relating to amount not received as annuities). A beneficiary of
any such trust shall not be considered the owner of any portion of such trust
under subpart E of part I of subchapter J (relating to grantors and others
treated as substantial owners).'

"(2) Beneficiary under nonqualified annuity.- section 403 (relating to
taxation of employee annuities) is amended by striking out subsections (c)
and (d) and inserting in lieu thereof the following new subsection:

"'(c) Taxability of beneficiary under nonqualified annuities or under an-
nuities purchased by exempt organizations.-Premiums paid by all employer
for an annuity contract which is not subject to subsection (a) shall be in-
cluded in the gross income of the employee in accordance with section 85
(relating to restricted property). If the employer is exempt from tax under
section 501(a) or 521(a), the preceding sentence shall apply only to that
portion of the premiums paid which is not excluded from gross income under
subsection (b). The amount actually paid or made available to any bene-
ficiary under such contract shall be taxable to him in the year in which
so paid or made available under section 72 (relating to annuities).'

"(c) Clerical amendment.-The table of sections for part II of subchapter
B of chapter 1 is amended by adding at the end thereof the following new
item:

"'Sec. 85. Restricted property.'
"(d) Effective rates.-The amendments made by subsection (a) and (c)

shall take effect upon the date of enactment of this Act. The amendments
made by subsection (b) shall apply to transfers made and to premiums paid
after August 4, 1969."

Present law
Under Section 402(b) of the present law the employee-beneficiary of a non-

exempt trust does not include in his gross income contributions made by a tax ex-
empt charitable employer (or any other employer) if the employee's beneficial
interest In the contribution Is forfeitable when made. Only the amounts dis-
tributed to hbm are taxed, and such distributions are taxed in the year of
distribution under Section 72 (relating to annuities).

Many churches, hospitals and universities which cannot compete with profit-
corporations for highly qualified personnel by offering the pensions and other
fringe benefits that the large corporations offer have used Section 402(b) to
provide retirement benefits that they could not otherwise provide. Charitable
institutions for which it is impracticable or undesirable to set up a tax exempt
trust in conjunction with a qualified pension plan under Section 401 can easily
set up a non-exempt trust under Section 402(b) by a simple employment con-
tract with the employee and trust agreement with a bank. The charitable em-
ployer then simply mails periodic contributions as contracted for to the trustee
and has no further responsibilities with respect to investments and distributions.
Contributions are conditioned on the employee's future performance of sub-
stautial services and/or such other conditions as are advantageous to the em-
ployer, and do not vest or become non-forfeitable for a period of usually two or
five years.

A similar provision of present law, Section 403(b), provides that premiums
paid by a tax exempt charity for a non-forfeitable annuity are not includable in
the employee's gross Income except to the extent that they exceed twenty percent
of his includable compensation. New Section 821(b) (2) specifically retains this
exclusion which in present law applies only to tax exempt organizations.

The employee usually pays for at least part of retirement benefit provided by
either the annuity or the tax-exempt trust by contracting for a lesser salary than
he would otherwise be entitled if he did not elect to have his employer contribute
to the trust or purchase retirement annuities. The trust or annuities are at-
tractive, however, because of the tax deferment until payments are received.
The provisions of Sections 402(b) and 403(b) have not been abused by charitable
employers and have not opened the door to any treasury raid. It is a very, very
rare contribution or premium by a tax exempt institution or distribution or pay-
ment to a beneficiary which equals or exceeds $10,000-the amount Which new
proposed Section 1354 permits any individual to receive from any employer as
deferred compensation payment without tax penalty.
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The non-exempt trust is a more attractive device than an annuity for funding
a retirement program, however, because with competent management the trust
fund will grow to provide a much more adequate retirement benefit that ani
annuity program. The institution generally prefers it to a straight deferred
compensation payment because It does not wish to fund payments out of current
Income in the year of payment and does not wish to become involved in the
investment management and bookkeeping incident to the funding of deferred
compensation payments.
Proposed changes by H.B. 13270

Under proposed new Section 321 (b) (1) all contributions by a charitable em-
ployer to a non-exepnit trust would be taxable to the employee in the year they
became non-forfeitable, by reference to proposed new Section 85. Where for-
feitability Is conditioned on performance of future services this would have dis-
astrous consequences In the year of retirement or lawful termination of employ-
inent, for it wouhl require the inclusion of the entire trust fund in the employee's
gross income for that year. It Is difficult to imagine forfeiture conditions which
would remain In effect after retirement, and, therefore, proposed Section 321
(b) (1) effectively kills future use of forfeitable non-exempt trusts by tax exempt

organizations.
Reasons why 11.B. 13270 should be amended to exclude forfeitable contributions

by tax exempt organizations from provisions of section 321(b) (1)
1. It is socially desirable to permit these Institutions to provide employees with

retirement benefits which could not otherwise be financed in competition with
industry, through the device of a forfeitable non-exempt trust.

2. This amendment merely corrects an illogical inconsistency in J.B. 13270.
It is Illogical and inconsistent to defer until payment the tax on premiums paid
for non-forfeitable annuities and to tax the accumulated forfeitable trust contri-
butions of a charitable employer In the year they become non-forfeitable. Surely
this result was not contemplated in the drafting of H.B. 13270.

3. Employ( trust beneficiaries should enjoy at least as much tax deferment
as Is made available through straight deferred compensation payments. It is
inconsistent to penalize the employee-beneficiary of a non-exempt trust by taxing
him on any contributions In the year made or the year they become non-
forfeitable when proposed Section 331 provides total and complete tax defer-
ment without tax penalty from the year contracted until -the year of payment on
any straight deferred compensation payment of lMss than $10,000.

The general reasons for changing tax treatment of deferred compensation
stated on page 90 of the Committee Report argue even more strongly for the
amendment sought herein deferring tax on forfeitable contributions by charitable
Institutions to non-exempt trusts:

"It is anomalous that the tax treatment of deferred compensation should de-
iwnd on whether the amount to be deferred is placed In a trust or whether it is
merely accumulated as a reserve on the books of the employer corporation. An
employee who receives additional compensation in the form of a promise to pay
him that compensation in the future made by a large, financially sound corpora-
tion, is probably as likely to receive the compensation as an employee whose de-
ferred compensation is placed in trust."

If changes in the treatment of deferred compensation are Justified on the very
sound theory that a deferred compensation payment is as certain to be received
as a trust distribution, surely tax should be deferred on a trust contribution to
a like extent without penalty, especially If the trust contribution is forfeitable
In the year of contribution. The beneficiary of a forfeitable contribution to a
non-exempt trust should be in no worse position than if the charitable employer
promised to make a deferred compensation payment.

!To provide the same benefit through a straight deferred compensation payment
:. as can be provided through the'trust the charitable employer must either (1)

pay out more dollars In the year of payment than tinder the trust arrangement
yearly or (2) manage its own Investment program to fund the beneft. Most
institutions which use the trust device cannot commit themselves to an unfunded
deferred compensation program and are not equipped to manage investment pro-
grams to fund either single-employee trusts or trusts which pool the funds of
several or many employees. A trust arrangeiuent involving periodic payments to
ii bank, on the other hand, is economical and convenient.

4. The' failure to exclude forfeitable contributions to non-exempt trusts by
Charitable organizations was probably an oversight due to the fact that Section

-: :. <-:. : ,, .. - t t
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402(b) is general with terms and not sI)ecitically al)plicable to charitable orga-
ni'zations. See the Committee- Itelport at page 81). which indicates all intention to
ire.sere the provisions of the present law which provide tax deferment on
retirement benefits to ,.niployevs of tax exempt institutions.

5. The attractiveness of forfeiture provisions to the charitable institution as
a ineans of insuring the loyalty of employees and the non-violation of employment
contracts should not be overlooked. Such protection is not as readily afforded by
either the Section 403(b) annuity or straight deferred compensation arrange-
Iluent.

WEBSTER, SIEFFIE.D, FLEISCIIMANx, HIrcilCOCK & JBROOKFIELD,

X\ir York, N.Y., J'il1 ! 2.4. 1969.
Re proposed amnendmients to Interml Revenue Code--Restricted stock
11011. Rt'SSE:LL It. LONG' .
Chafiirani, Committee on Finance, U.. SSenatc, New Senate Offlce Building,

Washington, D.C.
IW4:,R Sia: The House Ways and Means Committee has indicated that its

lprolposals for amendiiient of the Internal Revenue ('ode will include a propos.al
to tax restricted stock differently than is provided by existing income tax
regulatlolls.

Insofar as the proposals relate to st(ck othcr than common stock of an
employer. I think the proposals are appropriate and should l)e enacted.

litt insofar as the proposals would alter the existing method of taxing
restricted stock of an employer corporation received by an employee of the
corporation, I think they are not in the best interest of either the Government
nor of taxpayers. for the reasons stated below.

Existin.q la w
Restricted Stock (i.e., stock subject to a restriction having a significant effect

on its value) is not taxed when received. When the restrictions lapse, the
employee ptys ordinary income tax on the lesser of value when the stock was
received, or value when the restrictions lapse. Any appreciation is taxed, when
the stock is sold (if not held until after death) as capital gain.

JItoine proposal
Restricted Stock would be taxed at its value when it "becomes non-forfeitable".

Proposal Ifor consideration
Restricted Stock, other than common stock of an employer, will be taxed when

it becomes nonforfeitable-as provided in House Proposal. Restricted Stock of
an employer (if common stock) would be taxed to the employee when the restric-
tions lapse, at the rates applicable in the year the stock was issued in the name
of the employee or otherwise delivered to him, on the value at the time issued or
delivered (whether more or less than value when restrictions lapse).

Deduction to employer
In all cases the employer is allowed a deduction for the year, and for the same

amount, as the employee is taxed. No change is proposed.

Reason for revised proposal
Restricted Stock (common) of an employer corporation is peculiarly appro-

priate for use In Incentive compensation plans. The restrictions may tie the execu-
tive to the Company, so that if he leaves the employment of the Company, he will
have to re-sell his stock without any benefit from Interim-appreciation, and at a
loss if there has been depreciation. At the same time, as a stockholder, he will
have a proprietary interest which generates incentive and motivates maximum
effort to Increase Company profits.

No cost to revenues
With the deduction to the Company keyed to ordinary Income to the executive,

in the usual situation, an adoption of the proposal indicated above will not reduce
tax revenues. Generally, the Executives tax bracket will equal or exceed the
corporate tax rate as to the ordinary income portion; and as to the appreciation
after issuance of the stock, capital gain tax will be received by the Government,
and there will be no offsetting corporate deduction. Moreover, if such a plan, as
Is always contemplated, results in increased corporate profits because of the
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greater motivation, the Government is approximately a 50-50 partner with the
corporation in sharing in such profits.
Value when received is appropriate measure of compensation

In a sitaation where stock Is issued, and where the executive will suffer eco-
nomic loss if It depreciates, the stock represents an investment, and should be
treated no differently than any other investment in the Company's stock made by
a company executive.
Time for taxation

Under the cash method of reporting income, income Is not reportable until it
is available in cash or its equivalent. The application of this rule prohibits taxa-
tion until the stock is saleable at fair market value of unrestricted shares
(generally when restrictions lapse).
Options

It may be necessary or desirable to change the rules with respect to options
under plans which do not meet the requirement for treatment as qualified options
under Section 422. The holder of an option has no investment risk, and, as pointed
out by the Supreme Court In the LoBue case, in such a situation it may be appro-
priate to measure the compensation (and the time of taxation) by the value of
the stock when, and the time when, the option Is exercised. Accordingly, as to
such options, I would concur in the recommendations made by the Ways and
Means Committee.
Effective dates

The effective date proposals announced by the Treasury and Ways and Means
Committee on the whole appear fair. However, if the proposal made in this
letter is not adopted as to Restricted Stock issued to an employee, the new legis-
lation should provide a further exception (with perhaps a five year cut-off) for
Restricted Stock issued under a written plan which was approved by Stockholders
at a meeting held on or before October 81, 1968 (proposed change in regulations
were announced late in October, 1968).

Very truly yours,
JoHif D. SmYERs.
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Written Testimony Received by the Committee Expressing an
Interest in the Subject of Charitable Contributions

SMITHSONIAN INSTITUTION,

Washington, D.C., Septenbcr 15, 1919.
Hon. RUSSELL B. LONG,
Ch i'nan, Committee on Finance,
U.S. S nate, Washington, D.C.

DEAR SENATOR LONO: Many of the provisions of IH.R. 13270, now being con-
sidered by the Senate Committee on Finance, may have a substantial effect on
the activities and resources of the Smithsonian Institution. The attached state-
inent contains comments of a few of these sections of the bill and recoiuiielda-
tions which may be summarized as follows:

1. that the provisions of section 201(c) of the bill not be extended to tangible
personal property;
2. that museums, as a class, be included with the other educational institu-
tions, contributions to which qualify for the extra thirty percent deduction
under section 170(b) (1) (B) as amended In the bill;
3. that charitable contributions of appreciated property be deleted from the
new Limit on Tax Preference and Allocation of Deductions provisions of the
bill; and
4. that the provisions of the bill relating to private foundations be carefully
reviewed as a whole, and specifically In order to clarify the rules on annual
distribution of Income and excess business holdings and to remove the puni-
tive elements from the tax on private foundation investment income and
from the treatment of donations of appreciated property to private
foundations.

It would be greatly appreciated if this statement could be made part of the
hearing record, for consideration by your Committee in its deliberations on this
bill. Sincerely yours,

S. DILLON RIPLEY, Secretary.

STATEMENT OF S. DILLON RIPLEY, SECRETARY OF THE SMITHSONIAN INSTITUTION

The Smithsonian, one of the oldest foundations In the United States., was
chartered by the Congress to administer a private bequest for public purposes;
It is a characteristic part of that remarkable partnership of private philanl-
thropy and Government which sustains the welfare of the Nation and which
I.R. 13270 may rad'cally affect. The major purpose of those portions of the bill
which dieal ' t! charity is to strengthen this partnership. Our concern is with
those few provisions which seem likely to discourage the private contribution,
thereby adding to the burdens of Government or perhaps crippling those activities
which Government is unable or unwilling to undertake.
1. Donations of Tangible Personal Property

The Smithsonlan's national collection, a priceless record of our natural and
cultural history, owe their existence to more than a century of private gifts of
tangible personal property. No amount of public funds could replace the treasures
which the Smithsonian and the Nation's museums have received from individual
citizens. On the other hand, tax Incentives have played a major role in tranis-
ferring objects of museum quality and national significance from private hands
to museums accessible to the public.

H.R. 13270 would drastically reduce these incentives by limiting a donor's
deduction to the cost of the object or, in the alternative, requiring him to include
in taxable income any appreciation In the value of the object. This provision is
inconsistent with the rule for gifts of appreciated securities. It will seriously
affect the efforts of all our museums to preserve our cultural heritage, without
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perceptibly increasing tax revenues. We concur, therefore, in the Treasury's
recommendation that the provisions of section 201(c) of the bill not be extended
to tangible personal property.

In recent years with the inflation of art prices generally, a few donors may
have claimed, in their tax returns, exaggerated values for works of art. With the
cooperation of the Association of Art Museum Directors, an independent advisory
group was created by the Internal Revenue Service, and the problems of valua-
tion have been substantially reduced, without impairing the continuing benefits
to the Nation from the innumerable donations made in good faith. In our view,
it is in the national interest that such donations should continue to be encouraged
by the revenue laws. The retention of the limitation of deductions for appreciated
property to thirty percent of gross income, and the phasing out of the unlimited
charitable deduction, will insure that no one will escape taxation completely
through such donations.

f. Museums as public educational organizations
A great many privately operated museums, although recognized for their

outstanding cutlural and educational contributions to society, are nevertheless
seriously disadvantaged by being ineligible for the additional ten percent deduc-
tion which is permitted for donations to other educational institutions. H.R. 13270
may make this disadvantage overwhelming for these museums since it increases
the ten percent difference to thirty percent. We strongly support the proposal
made by Rep. Brademas during the debate on this bill in the House of Repre-
sentatives: the only adequate solution is to accord museums as a class the same
recognition for puMlic service as is given by the tax laws to colleges and hospitals.
This should be accomplished by adding another category to section 170(b) (1) (B)
as amended in this bill:

S... (vii) a museum, defined as an organized and permanent nonprofit
institution, essentially educational or aesthetic in purpose, with professional
staff, which owns or utilizes tangible objects, cares for them, and exhibits
them to the public on some regular schedule."

This definition is taken from the "Interim Report from the Committee on Accredi-
tation for the American Association of Museums" issued May 28, 1969. It is
more specific than that used for other educational organizations Perhaps it
would be sufficient to add Just

.. . (vii) a museum"
to the bill and leave the definition to the report and the regulations. In any
event, the use of even the vaguest formula would be preferable to continuing and
enlarging this critical inequity which threatens serious injury to the museum
profession as a whole. Such action would be especially timely now, since munici-
pal support for museums is diminishing, or is seriously threatened, particularly
in cities which are presently burdened with increased social disturbances.
3. Charitable contributions of appreciated property

Contributions of appreciated property, securities in particular, have for years
been the backbone of private philanthropy of all sorts. H.R. 18270 would include
all such contributions, along with such items as tax-exempt interest, in the new
Limit of Tax Preferences and Allocation of Deductions provisions, in effect treat-
Ing such property as if it had been sold and the appreciation in value as income
to the donor. However, unless appreciated property is in fact sold, it does not
create "economic income" like tax-exempt interest The result of these provisions
may be to defeat such gifts in whole or in part. Where the donor would be re-
quired to expend additional funds to cover the effects of these provisions, he may
be unwilling to make the gift to charity and would either retain the property
or sell it for his own account. If he should sell the securities he would have given
and donate the proceeds, the gift to charity is reduced by the capital gains tax.
If he should sell land or a work of art, the gift of any such unique property is
completetly defeated.

These new provisions are so complex that no one can be certain of their ulti-
mate cost to taxpayers, to the Government, or to charity. In the case of charitable
contributions of appreciated property the rules appear to be circular: the amount
of the deduction is thirty percent of gross Income plus tax preferences, while the
amount of the preference is based on the amount of the deduction. One thing
i certain: that these uncertainties will seriously impede tha flow of funds to
every major charitable enterprise on which the welfare of our society now so
heavily depends. For these reasons, we strongly support the Treasury's recom-
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mendation that gifts of apprecited property to charity be deleted from the Limit
on Tax Preference and Allocation of Deductions provisions of the bill.
4. Private foundations

The Smithsonian is no longer a "private foundation," but has for years relied
on very substantial gifts and grants from such organization for many innova-
tions in "the increase and diffusion of knowledge" for which public funds were
not available. In general, these private institutions have demonstrated their
value to the Nation by providing the venture capital for the basic research and
soeitl creativity which are beyond the immediate concerns of industry and Gov-
ernment. Many of the new sections in H.R .13270 are designed to correct those few
instances In which the public privileges of foundations have been used for private
advantage. There is some danger, however, that the cure will kill the patient.
Undoubtedly the whole complex of interrelated provisions should be reviewed
and clarified to insure that the administration of private charity for public pur-
poses will actually be Improved and strengthened and will not be uselessly penal-
ized for the errors of a small minority. A few specific examples and suggestions
are as follows:

(a) The proposed 7 percent tax on the investment income of private founda-
tions would appear to be punitive in intent, since it is in direct conflict with the
principles on which tax exemption is granted in the first place. We support the
Treasury's proposal to substitute a 2 percent fee solely to cover the estimated
administrative cost of supervising private charity.

(b) The provisions requiring the distribution of income annually should be
amended or clarified so that the income to be distributed is net Income after
deduction of all reasonable expenses such as the 2 percent fee referred to above.
If a foundation is required each year to expend or distribute its corpus, its ulti-
mate destruction is inevitable.

(c) The proposed rules on excess business holdings are rather Inflexible. There
are a variety of legal methods to accomplish the major purpose of selmrating
control of a business from ownership of an interest therein. The "35 percent rule"
should be amended to permit the Treasury, by regulation or otherwise, to accept
avy effective device, without setting specific and somewhat arbitrary limits on
holdings of any particular class of stock.

(d) In the event that a workable system of supervision and restraint can be
devised in this legislation to insure that the funds of private foundations will be
used solely for charitable purposes of recognized benefit to society, it would then
seem Irrational and discriminatory to single out contributions of appreciated
property to these organizations for treatment as sales subject to the capital gains
tax. The inclusion of such gifts by H.R. 13270 in section 170(e) appears to be
based on the unstated and untenable premise that the activities of private founda-
tions are collectively less worthy than those of other charitable organizations.

A STATEMENT ON BEHALF OF THE TOLEDO MUSEUM OF ART i; RESPECT TO THE
TAx REFORM Acr or 1909, SUBMITTED By HAoLD BOESCHENBTEN, PMESMENT

The Toledo Museum of Art has been built from nothing but an idea in 1901 to
one of the great art museums of America-and of the world-today. This has
been accomplished through the annual contributions, gifts and bequests of in-
dividuals and corporations. Admission to the Toledo Museum is free at all times.
There were 465,220 visitors in 1968.

It has received, is receiving and expects to continue to receive grants and
donations from foundations, and hopes for continuing gifts and bequests from
Individuals and corporations.

It receives no taxpayer support-federal, state, or local.
Adoption of the Tax Reform Bill of 1969 as passed by the House of Representa-

tives will seriously reduce the Toledo Museum's income and force it to curtail Its
broad educational activities for all people.

The most serious problems are presented by:
1. Capital gains taxation of the donor on gifts of appreciated property.
2. The confusing allocation of charitable deductions between taxed and

untaxed income.
3. Taxing foundations upon their investment income, including capital gains.
4. Requiring the disbursement of an unrealistic "income equivalent" on the

part of foundations.
33-865-69-pt. 3------47
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The generosity of the American people, of ineans both great and small, has
excited the admiration-and envy-of the world. Considerate tax policies ani the
approval and appreciation of the community have reinforced these natural
charitable Inclinations

If now the nation, through Its Congress, turns its back on long established
precedent, denies tax exemption for the market value of charitable g!fts, appro.
prlates to the Fedteral Treasury a portion of the income and capital gains of
foundations and endowments, requires then to deplete and eventually exhaust
their capital by spending more than they can earn, it will signify to the nati,,n
that the Federal Government is ready to assume responsibility for all phila.
thropy and release both individual and corporation from any responsibility to his
fellow man or his community save through the tax collector and the officialdom
in Washington.

There Is no better way to relieve the taxpayers of the Suplmrt of inaiiy public
intstitutions than by continuing to maintain a climate favorable to their -support
by the donations of individuals, corporations, and foundations.

The many smaller foundations and endowments very generally direct their
support to local colleges, hospitals, inuseums, Community Chests, Y3MCAs.
YWCAs, Boy and Girl Scouts, and other welfare organizations, ninny of wbich
have not yet found or sought a place in governmental budgets.

Endowment funds and foundations provide a source of stable support upon
which charitable institutions can build. If not forced to deplete their re.sources
by taxes on capital gains and income, and invasion of captial to meet an arbitrary
distribution of an "income equivalent" they also provide a source of growing
income, hopefully in step with inflation,
1. Taxation of gifts of appreated property

Many gifts to the Toledo Museum have come In tile form of works of art-
apprec.iated tangible property-from people of modest as well as more ample
means. Denial of deduction of the market value of these gifts will seriously
restrict the number and greatly reduce their value. We cannot afford this lo.ss.
Growing needs for the Museum's services coupled with rising costs of both
materials and pers-onnel have far outrun current income and force constant
appeals for funds and works of art.

The substantial support which the Museum received from foundations would
be indivectly affected by the proposals concerning such foundations. It is eminently
unfair to restrict the deduction for gifts or appreciated property to donor'q cost
when the gifts Is to a foundation, while allowing market value for the gift to
other organizations. If this first step is taken, it will be not long before similar
restrictions are placed on gifts to other charitable entities. In the case of fouilda-
tions, not they or their donors suffer, but only the philanthropies to whom they
would distribute their income. Foundations are only reservoirs of capitall produc-
ing Income to pass along to operating charities.

Much of the increase in the prices of common stocks, real estate, and works
of art alike is due to inflation. Although there are exceptions, many of these
purchased twenty or thirty years ago, If sold today, return dollars of no greater
purchasing power than those which were paid for them long ago.

S. Allocation of charitable deductione
The proposal to ditallow all or a portion of the Increase in value of a charitable

gift seems based upon the erronels assumption that such gifts create a realiza-
tion of untaxed income.

The adoption of this concept would penalize charities by di.couraging gifts of
appreciated prolrty hnd securities du to the confusion and uncertainty sur-
rounding the amount of the deductible portion of the gift.

Moreover, it denies deductihility of a portion of tile value of a gift because
of items of untaxed or tax-sheltered income which are unrelated to tile motivation
of the gift.
S. Taxing foundations on fnvcstMcnt income
The propose,! income tax on foundations falls not lpon them, but on their

beneficiaries. It diverts to the national Treasury, where it will be lost among
the billions, a few millions which could be better spent It' left In the hands of the
foundations and their donees. Surely, no lone will argue that it will add to the
Federal welfare programs enough to extend( their scope. But local needs. foir
which there is no Federal appropriation. may be left un-atisfled.
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If this. tax Is viewed as a ".service charge," 7%% is exorbitant. A Certified
Public Accountant's thorough and complete annual audit and report (by a firm
of national stature) is costing one fund an average of about 14 of 1% of its
annual income.
4. Tlhc "Income Equivalcnt" disbtrfcincnt

The 5% "income equivalent" disbursement will become a slow dissolution of
foundations. The average gross yield (before expense of managing funds and
collecting income) of 67 leading. college endowments in 1967 was 3.63)%. Only
three, and those smaller ones. had gross income of over 5%. The low of the
broad range was 2.32%. The 1967 average yield on Standard & l'oor's A+ sto'.ks
was 2.6%, A stocks 3.2%, A- stocks 3.344%. The average yield on Treasury
Bonds maturing after 5 years in mid-July of 1NN was 5.30%. But many funds
were still burdened with 21A(% Treasuries and 2% and 21,4% Muntlcipals-.oiiie
patriotically purchased in 1941-46.

This "income equivalent" requirement seems to be countered in the Invest-
rients which "jeopardize the carrying out of any (if its exempt purposes." This

latter suggests that investment be only in conservative and usually low-yielding
securities or properties. The 5% requirement suggests that funds be placed (when
and if ever bonds return to the average 1935-65 yields) In nmore static or nwre
venturesonle situations.

In any event, such requirements will tend to concentrate the attention of
foundations upon the fluctuations of the markets, rather than on sound long-term
investments.

And-rather than such an indeterminate and subjective requirement as av, id-
Ing "jeopardizing the carrying out of its purposes" a requirement of application
of the generally well understood "prudent man rule" should be most desirable
and eminently fair-if applied to all exempt entities including pension funds.
as was proposed in the Welfare and Pension Protection Act of 1908 (House
Report, No. 1867, p. 8).
The objective of simplification has not been attained as the Bill stands.
We believe that a luch simpler and more direct approach could close the

"loo1p holes" which have been used by a very few to divert funds through founda-
tions to private uses.

We hope that the Congress can give serious and positive thought to the en-
couragenient of charitable giving to all philanthropic institutions, rather than
visiting upon the thousands of honest organizations punitive retribution for the
sins of a very few-admittedly no greater In this field than in many others to
which such searching attention has not been directed.

WHEATON COLLEGE,
Wheaton, Ii., September 12, 1969.

HON. RuSSELL B. LONG, CHAIRMAN, AND
MEMBERS OF THE SENATE FINANCE CoMMrrTEz,
Ne Senate Oflice Building, Washington, D.O.

GENTLEMEN: Wheaton College is a private, interdenominational, coeducational,
fully accredited liberal arts Christian college of 1700 full-time students located
in Wheaton, Illinois, about twenty-five miles due west of Chicago. It offers
courses leading to the bachelor's degree in arts, sciences and music In six basic
divisions of study, with majors in some thirty academic fields. It has a graduate
school of theology aconlmodating more than one hundred students offering the
Master of Arts and the Master of Divinity degrees. Since its founding In 18M0
with the motto "For Christ and His Kingdom" It has had but five presidents
and has sought to provide a liberal education that introduces Its carefully
selected students to the organized fields of learning and presents the Christian
theistic view of the world of man, and of man's culture in the light of Biblical
and natural revelation. Its faculty numbers 150, more than 40% of whom have
earned doctoral degrees. Students come to Wheaton each year from nearly
every state and from some 30 countries. Regularly, 75% of its students come
from outside the state of Illinois. A third of Wheaton's graduates enter into
some phase of education professionally, and currently twenty-four alumni serve
as presidents of institutions of higher education. Among its nearly 15,000 alumni,
perhaps Dr. and Mrs. William (Billy) Graham are best known and epitomize
the purpose of the College to encourage meaningful Christian service from Its
graduates to mankind everywhere. Wheaton is conservative in its theological
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position and, in harmony with its Christian faith, continues to uphold, with
sound scholarship, the principles upon which our nation was founded.

In an effort to maintain its academic and religious independence It has sought
to gain its support from individuals, business interests, foundations and local
churches (representing most of the evangelical denominations throughout the
United States) rather than from Federal funds. In the last two decades, due to
that private support, fourteen major buildings have been added to campus
facilities Increasing plant assets by nearly $9,000,000. The buildings and plant
expansion mentioned above would not have been possible without the transfer of
donor gifts with substantial capital appreciation. We observe that donors' capi-
tal appreciation is translated into essential educational facilities and current
operating funds.

We have carefully studied the provisions of the proposed Tax Reform Bill
(HR. 13270). We are definitely in favor of those provisions of the Bill which
curb long standing abuses and inequities such as the provisions dealing with the
taxation of debt financed income and the extension of the unrelated business
income tax to churches and religious organizations. We are also of the opinion,
however, that certain provisions of the Bill, if enacted into law, would substan-
tially discourage the making of gifts to all educational and charitable institu-
tions and would also have an adverse effect by taxing gains on deferred gifts
that have already been made to such institutions. The following is a summary of
those provisions that we believe would have a detrimental effect on giving to
our institution and thus on our ability to educate young people to assume roles
of leadership and responsibility in our society.

L Special limitations imposed on gifts of appreciated property
We are opposed to those provisions of the Bill which would discriminate

against gifts of appreciated property. These provisions Include the special per-
centage limitation on the deductibility of gifts of appreciated property (i.e., 30%
of contribution base instead of 50%) and the limitation on the contribution
deduction for gifts of future interests of appreciated property.

There is no sound basis for placing a more restrictive limitation on such
gifts. Similar limitations have been considered in the past and have been
rejected because it was recognized that charitable gifts of appreciated property
should be generally encouraged. (S. Rep. No. 1567 75th Congress, 3rd Session
1938). Last year approximately 50% of the total gifts received by the College
were gifts of appreciated property. These gifts were essential to meet the expense
of current operations. A reduction in annual gifts of appreciated property would
certainly limit and curtail the educational program of the institution.

The limitation on the deduction of gifts of future Interests of appreciated
property (i.e., the Donor's cost basis) will severely handicap current and future
programs of educational institutions. As a practical matter this provision may
completely eliminate the use of gift annuity contracts and life income contracts
when appreciated property is involved. During the last two years the College
received $2.2 million under gift annuity contracts and just over $1 million under
life income agreements. Although these are classified as deferred gifts the
College received substantial present benefits from these gifts. Because of the
sound Investment policy and actuarial experience last year, the College was ablc
to use approximately 25% of the total amount of each deferred gift annuity
received for current operations. In addition the College was able to make plans
for future programs kna'wing that fixed amounts of principal had been irrevo-
cably designated and se' aside for the use and benefit of the College. These are
distinct present benefits, benefits which would be lost if the present provision was
enacted Into law. During the past two decades the College has recleved more
funds from deferred gifts of apreciated property than any other form of gift.

II. Oharitable d4uotov, for e4 tote& and trusts
The proposed Bill contains a provision limiting the annual charitable deduc-

tion for estates and trusts to amounts which are actually paid to charity. The
effect of this provision is to impose a tax on realized gains from property which
has been irrevocably set aside and designated for charitable purposes, This pro-
vision iS apparently supposed to encourage current distributions to chra.,ity;
however, in actual operation It will have the effect of reducing the net amount
available to charity. Since this provision is applicable to life income trusts
already in existence, and since these trusts are irrevocable and not subject to
change, there can be no increase in current distributions; instead a tax will be
imposed annually on reaUzed gains thus reducing the net amount available for
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charitable purposes. The property received under a charitable remainder trust
has the same cost basis in the hands of the Trustee as it had in the hands of
the Donor; therefore, the tax will be Imposed not only on the gain realized after
the transfer has been made for charitable purposes, but also the umrealized gain
attributable to the period when the property was in the hands of the Donor.
This not only imposes an undue tax burden on the institution but also will result
in additional accounting and other problems for those institutions administer-
ing charitable trusts.

It is also possibie that this provision would be applicable to the typical life
Income agreement, and the common fund held by many institutions for the
administration and investment of funds received under life income agreements.
If the rule were applicable to these situations it might also be applicable to other
segregated endowment or other income funds held by charitable institutions.
The enactment of this provision without well defined exceptions or Umitations
to cover the foregoing described inequities will result in an undue tax burden
and hardship for charitable institutions.
III. The Unit Tru8t, limited tax prefrrcncc and bargain ales

The Unit Trust concept, which has been used in the proposed Bill as a stand-
ard for qualifying charitable remainder trusts, is a concept which is untried and
has many uncertainties. For example, it would appear that under this rule any
transfer of appreciated property to a Unit Trust would result in a taxable sale
or exchange with the Doner Le~lng taxed on the difference between the value
of his annuity or fixed payment interest in the trust and the cost basis of the
property transferred. There is no apparent coordination between this provision
and the provision requiring a taxpayer making a gift of a future interest of
appreciated property to elect either to pay a tax on the full appreciation or use
his cost basis as the charitable deduction. We submit that the abuses which are
intended to be corrected by this provision can be more simply corrected by
requiring independent trustees, I.e., that is a Trustee other than the Donor for all
charitable remainder trusts and requiring all such trust agreements to contain
restrictions on the investing powers of the Trustee.

The limited tax preferenv. and allocation, of deduction provisions are ex-
tremely complicated. The charitable deduction, the unrealized appreciation In gift
property and the unrealized portion of long term capital gains, all figure In the
computation. As a result It will be extremely difficult to advise a prospective
Donor of a major gift as to the tax implications of that gift. A charitable gift
is a voluntary act and it has been our experience that although the tax incen-
tive is not the sole incentive for making a gift, it is important to each Donor. If
the Donor is uncertain as to the tax implications of his gift or if there is a
possibility that he may incur a tax as a result of the gift or In some way reduce
his other deductions by reason of the gift, then he will be persuaded to fatal
inaction and the gift will never be made.

The provision dealing with the taxation of bargain sales will have a detri-
mental effect on gift annuity transactions. We submit that if this provision Is
retained, there should be added a special exception for gift annuity transactions
similar to the exception which was added to the provision dealing with debt
financed income.

Historically, endowment funds have undergirded private college fiances and
have provided long-term strengths. In recent years deferred giving programs
have complemented and supplemented the inadequacy of endowment funds. We
think that the aforementioned provisions of H.R. 13270 would place in j pardy
our entire Deferred Giving prograln particularlyy the Life Income Contract and
Gift annuity programs) and would severely reduce the incentives for gifts for
current operations.

Respectfully submitted.
HUDSON T. ARMERDINO, President.

STATEMENT SUBMITTED ny ROBERT E. BURNS, PRESIDENT, ASSOCIATION Or INDE-

PENDENT CALIFORNIA COLL.OES AND UNIVERSITIES

SUMMARY

The attached statement is submitted on behalf of the Association of Inde-
pendent California Colleges and Universities. The Association represents the
accredited four-year independent institutions of higher education in the State of
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California. Its member institutions educate more than one quarter of all Cali-
fornia students in four-year and graduate programs.

The Association and its member institutions are deeply concerned with the
grave consequences which would fall pupon all independent, nonprofit educa-
tional institutions should the House-passed bill, H.R. 13270, be enacted into
law without modification, for certain provisions presently provided therein
would render a crippling, if not fatal, blow to all such institutions. These provi-
sions are the ones which would erroneously classify certain charitable contri-
butions as an item of tax preference for purposes both of limitation on such items
and the allocation of deductions and also the ones which would seriously under-
mine the ability of the colleges and universities to obtain propery subject to life
estates.

Under the House-passed bill, a charitable contribution of appreciated property
would be classified as a "tax preference" both for purposes of determining the
limitation on such preferences and the allocation of deductions. Also, the personal
eductions which are subject to allocation include a taxpayer's charitable con-
tributions. The very complexities of these provisions would of themselves dis-
courage gifts. Certainly, the provisions in present law and in the House-passed
bill which place direct percentage limitations on charitable contributions impose
an effective and efficient restriction thereon. For this reason alone, there is little
Justification for further limiting the deduction for charitable contributions by
classifying gifts of appreciated property as a tax preference. Moreover, unlike
the other tax preference items, a taxpayer realizes no economic benefit from
making such a gift. In the case of a gift to charity, a taxpayer must bear a finan-
cial burden without the promise of a corresponding financial benefit. It is thus
obvious that when a taxpayer approaches his ceiling on tax preferences, he will
attempt to conduct his affairs in such a way as to avoid as much as possible
the loss of any deduction, and that, of all the so-called tax preferences, the con-
tribution of appreciated property to a charity will be the first which he will
reduce or eliminate because it is the only one which promises him no financial
benefit and will result in a cost to him in any event. Moreover, the inclusion
of charitable gifts in the deductions which would be disallowed as a result of an
allocation of deductions produces an even greater discrimination against charita-
ble gifts, because here, too, the taxpayer would often forego making such gifts
in lieu of reducing or eliminating those items of tax preference which promise
him financial reward.

There are several provisions in the House bill which would or could have an
effect on gifts involving charitable remainder trusts, annuities, and life Income
contracts. Essentially, each of these three types of gifts allows a donor to make
an immediate gift to a charity but retain an assured income for life. The impor-
tance of these gifts cannot be over-emphasized. In the case of many Independent
nonprofit educational institutions the annual value of these gifts represents 25
to 50% of the contributions which they receive each year. For these most Impor-
tant reasons, we ask the Com- ittee to modify those provisions in the bill dis-
cussed below which would or could have an adverse effect on these three types
of gifts:

(a) Subsection 121(d) of the bill should be clarified to make it inap-
plicable to income-producing property acquired by an exempt organization
in exchange for a life income contract;

(b) Subsection 201(c) of the bill should be amended so as to make it
inapplicable to gifts of future interests;

(c) Subsection 201(e) of the bill should be modified to be made clearly
inapplicable to the three forms of gifts mentioned above;

(d) The concepts of "charitable remainder annuity trusts" and "chari-
table remainder unitrusts" should be removed from the bill by appropriate
amendments to Subsections 201(e), (h), and (1) of the bill; and

(e) None of the provisions in the bill relating to charitable gifts should
be made retroactive to a date prior to the date of enactment.

Since 1917 Congress has encouraged deductions for contributions to nonprofit
educational organizations because it has recognized the significant and essential
role which such organizations play in the continuing development of our society
in this great nation. If the House bill is passed into law without the modifications
requested above, Congress will discourage, and in some cases completely elimi-
nate, the very gifts which it has historically sought to encourage. We do not
believe that upon reflection, Congress would desire such a result because it con-
flicts with its historic position and would deal a serious blow to higher education.
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STATEMENT

This statement is submitted on behalf of the Association of Independent
California Colleges and Universities and each of Its member institutions. It
addresses itself to those provisions in the "Tax Reform Act of 1969," H.R. 13270,
relating to the limitation on tax preferences, allocation of deductions and chari-
table contributions.

The Association of Independent California Colleges and Universities represents
the accredited four-year independent institutions of higher education in the
State of California. Its members range in size from small institutions with
student enrollments of a few hundred, such as California Baptist and Dominican
College of San Rafael, to such large institutions as Stanford University and
University of Southern California with enrollments of over ten thousand. One
great strength of this group lies in its diversity-not only in terms of size, but
also In the ability of each institution to follow Its particular philosophy of edu-
cation, regardless of size. Thus, these institutions afford a richness of choice to
students and play a major role in maintaining a pluralistic, decentralized and
open society.

The member institutions of the Association educate more than one-quarter of
all California students in four-year and graduate programs. This year they
have enrolled 98,000 students and will award more than 10,000 undergraduate
baccalaureate degrees and over 7,000 advanced degrees. Their graduates have
gone on to contribute their diverse talents to all parts of our complex society,
both public and private.

Such independent higher education does not mean exclusiveness. This year
our members will be providing scholarship assistance to 25 percent of their stu-
dents and other financial assistance to an additional eight percent. These inde-
pendent institutions enroll a higher percentage of black students than do the
four-year public institutions of California. This positive approach to the needs
of underprivileged and minority groups evidences concern for critical social
problems, willingness to become involved, and ability to adapt to such needs.

The Association and its member institutions hereby express their deep concern
with the grave consequences which would fall upon all Independent nonprofit
educational Institutions should the House-passed bill, H.R. 13270, be enacted
into law without modification, for certain provisions presently provided therein
would render a crippling, if not fatal, blow to all such institutions. These provi-
sions are the ones which would erroneously classify certain charitable contri-
butions as an item of tax preference for purposes both of the limitation on such
items and the allocation of deductions and also the ones which would seriously
undermine the ability of the colleges and universities to obtain property subject
to life estates.

In order for it to appreciate fully the serious threat which these provisions in
the House bdll pose to educational Institutions, we believe that the C,)mmlttee
should be aware of the present and future financial needs and problems of our
members.

Our members had total assets In excess of 1% billion dollars In the fiscal
year 196667 and had educational budgets aggregating 211 million dollars. The
sources of funds which satisfied the demands of these educational budgets for
that year were:
Tuition and fees (48 percent) ----------------------------- $101,000,000
Private gifts and grants (18 percent) ------------------------- 38,000,000
Endowment Income (10 percent) ----------------------------- 21,000,000
Other sources (24 percent) --------------------------------- 51,000,000

Total (100 percent) --------------------------------- 211,000,000
In addition to those budgetary operating expenditures, capital expenditures

were made in the amount of $73 million during the same year. Thirty-three per-
cent of these capital expenditures were funded by private gifts. (Remaining
sources were: Federal Government, 10%; Loans, 37%; and other sources, 20%.)
If it were not for these private Institutions and the private gifts which estab-
lished and now support them, either the taxpaying public would have had to pro-
vide for these expenditures or the quantity and quality of education would have
been greatly diminished.

The Association conducted a thorough analysis of the projected needs of its
members for the ten-year period beginning with 1968 and ending with 1978. This



2504

study indicated that, because of expected increases in costs per student as well as
in enrollments, the Association's members must add 10 to 12% each year to their
incomes. In the absence of additional revenues beyond that which can presently
be anticipated, the prospect is for income to fall increasingly short of operating
requirements-by a total for all members of as much as $36 million by 1973 and
$96 million by 1978. Actually, the need for increased operating revenues has
already assumed considerable urgency. During the period 1957-1965, an average
of four member institutions per year experienced operating deficits of more than
$50 per full-time student. Eight institutions had deficits in 1966. In 1967 the
number Jumped to 14. As a matter of fact, the deficit of 96 million dollars
projected for 1978 might never be reached because a number of our institutions
may well be forced to close their doors in the face of continued and growing
deficit operations. It is obvious that, in order to avoid these projected deficits and
the closing of some of our member institutions, it will be necessary to raise
considerable funds, a significant part of which we expect to receive by way of
private donations.

We point out that the operations of our members and those of similar institu-
tions throughout the United States serve two purposes: not only do they help to
fulfill the tremendous and critically important educational needs which this
country must satisfy to continue to grow and prosper, but they also perform this
function at little expense to the taxpaying public. Had these institutions not been
established and had they not grown as they have, the direct burden on the tax-
payers would be enormous. Congress has historically recognized these facts and
for the past fifty-two years has provided tax incentives which have encouraged
donations to these institutions. This is why we were not only alarmed but also
startled by some of the alleged reform proposals pertaining to charitable con-
tributions which are reflected in H.R, 13270.

We wish to make it quite clear that our members, without exception, believe
that no donor should profit from his gift. Thus, there are certain provisions in the
bill which we do not challenge because we recognize the need for true tax reform.
There are, however, other provisions in the House-passed bill which cannot be
classified as "reform" measures. Moreover, these latter provisions would have a
disastrous impact upon all of our institutions.

Under the House-passed bill a charitable contribution of appreciated property
would be classified as a "tax preference." The bill in effect imposes a limitation
by way of a ceiling on the maximum amount of tax preferences which an individ-
ual could claim as deductions in any one year. That ceiling would equal 50% of
a taxpayer's adjusted gross income plus his tax preferences. For this purpose, the
items of tax preference are: (1) the excluded one-half of net long-term capital
gains; (2) tax-exempt interest on state and local bonds (included in limited tax
preferences gradually over the next ten-year period) ; (3) the excess of ac-
celerated depreciation over straight-line depreciation; (4) certain farm losses;
and (5) charitable contributions of appreciated property. However, in no case
would an individual's deductible tax preferences be reduced below $10,O..

The House bill also provides that an Individual must allocate certain personal
deductions between his taxable income and his allowable tax preference items
(to the extent that the latter exceed $10,000) with a resulting nondeductibility of
that portion of such deductions allocable to the latter. For example (and ignoring
the $10,000 floor), a taxpayer whose income is divided equally between his
taxable income and his tax preference income would be allowed to claim only
one-half of his otherwise allowable personal deductions. For this purpose, the
tax preference items are generally the same as those five listed in the preceding
paragraph (with certain adjustments) plus the excess of intangible drilling ex-
penses over the amount of expenses which would have been recovered through
straight-line depreciation and the excess of percentage depletion over cost
depletion. However, for purposes of allocation, these items of tax preference are
taken into consideration only to the extent that they have not exceeded the
ceiling thereon which was described ,in the preceding paragraph. The personal
expenses which must be allocated include interest, taxes, personal theft and
casualty losses, medical expenses and the chalitable deduction.

InItIallyo we must express 'our alarm with the obvious complexities of these
provisions without even commenting op their substance. Just by examining these
complexities, a taxpayer may well be discouraged from making charitable con-
tributions. Moreover, and more importantly, the classification of gifts of ap-
prciated property as a tax preference for purposes of both the limitation on tax
preferences and the allocation ot deductions provisions is illogical and
Inequitable. i
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Present law and the provisions in the House-passed bill place certain direct
percentage limitations on charitable contributions which act as a simple but
effective restriction upon the amount of contributions which a particular tax-
payer may claim as a deduction. For this reason alone, there is little justification
for further limiting the deduction for charitable contributions by classifying gifts
of appreciated property as a tax preference.

Unlike the other tax preference Items, a taxpayer realizes no economic benefit
from making a gift to charity. In fact, those other Items add nontaxed cash
dollars to his income. On the other hand, in the case of a gift to charity, the
taxpayer must bear the financial burden without the promise of a corresponding
financial benefit. It is thus obvious that, when he approaches his limitation on
tax preferences or faces a reduction of his deductions for personal expenditures,
he will attempt to conduct his affairs in such a way as to avoid as much as possi-
ble that limitation or the loss of any deductions. Of all the so-called tax pref-
erences, the contribution of appreciated property to a charity will be the first
which he will reduce or eliminate because it is the only one which promises him
no financial benefit and will result in a cost to him in any event. Moreover, the
inclusion of charitable gifts in the deductions which would be disallowed in the
event of an allocation of deductions would result in an even greater discrimination
against charitable gifts became here, too, the taxpayer would often forego making
such gifts in lieu of reducing or eliminating those items of tax preference which
promise him financial reward.

Since 1917 Congress has encouraged deductions for contributions to nonprofit
educational organizations because it has recognized the significant and essential
role which such organizations play in the continuing development of our society
In this great nation. However, and as pointed out above, by classifying gifts of
appreciated property as an item of tax preference for purposes of the limitation
on such items and the allocation of deductions and by including charitable gifts
in those personal deductions which are subject to allocation, Congress will dis-
courage the very gifts which it has historically sought to encourage and unfairly
discriminate against those who make them. As a result of such a classification,
Congress would create frequent situations in which a donor would find himself
unable to make a gift which he would have otherwise made with significant cost
to himself under present law. We do not believe that, upon reflections, Congress
would desire such a result because it conflicts with its historical position and
would deal a serious blow to higher education.

The final area of proposed changes in the present tax law which so pro-
foundly concerns us relates to those provisions which would or could have an
effect on gifts Involving charitable remainder trusts, annuiities, and life income
contracts. A charitable remainder trust, simply stated, is the placing of property
in trust with the income thereon payable- to the donor for life and the remainder
given to a charity at his death. The annuity Is a contract by which the recipient
charity agrees to pay an annuity to the donor for his lifetime as a result of his
making a gift to that charity. The lfe income contract is an agreement by which
the charity pays to the donor an annual income over his lifetime at the rate of
the average annual net yield earned by the charity on that part of its pooled
investment fund which is proportionate to the value of the donor's gift. Essen-
tially, each of these three types of gifts allows a donor to make an immediate
gift to a charity but retain an assured income for life. Also, in the great major-
ity of cases, the donor not only reserves a life income to himself but also reserves
a life Income for his surviving spouse or minor or handicapped dependents.

Obviously, these type of gifts are advantageous both to the donor and donee.
The donor is able to satisfy his desire to aid a charity by making the gift at
present and yet be assured that he will have an income for life. The charity is
presently assured of receiving funds and is therefore able to plan accordingly.
The importance of these gifts cannot be over-emphasized. In the case of many
independent nonprofit educational institutions the annual value of these gifts
represents 25 to 50% of the contributions which they receive each year. That
the provisions in the House-passed bill would discourage or eliminate these gifts
is not open to question. For example, one of our member institutions which
expected to receive such a gift which would have eventually resulted in the
receipt of at least two and one-half million dollars is no longer assured of
receiving that gift. Another was to receive such gifts totaling one one one-quarter
million dollars and now faces the loss of those gifts. In such cases, the negative
impact of the House-passed bill has been the reason why the gifts were not
completed. For these most important reasons, we ask the Committee to modify
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those provisions in the bill discussed below which would or coul4 have an adverse
effect on these three types of gifts:

(a) Subsection 121 (d) of the bill provides that certain debt-financed
income would be subject to tax if it arises with respect to property acquired
with borrowed funds and the production of the income therefrom Is unre-
lated to the purpose constituting the basis of the recipient organization's
tax exemption. This tax, however, is inapplicable to income-producing prop-
erty acquired in exchange for a gift annuity when certain tests are met.
While it is unlikely, considering the purpose of these provisions, that they
should or would apply to gifts subject to life income contracts, the question
is not free from doubt. Therefore, we request that this subsection of the
bill be clarified to make it inapplicable not only to income-producing prop-
erty acquired in exchange for an annuity but also to that acquired in
exchange for a life income contract. In this respect, we point out that the
reasons for excluding an annuity from application of these provisions would
be equally applicable to the exclusion of a life income contract.

(b) Subsection 201(c) of the bill in the case of certain specified gifts of
appreciated property requires the donor either to include such appreciation
In his taxable income or reduce his deduction by the amount of such appre-
ciation. This choice applies to a charitable contribution of a future interest.
In the experience of our member institutions, very few gifts of remainder
interests involve anything other than appreciated property. Obvious, if
the donor must pay a tax and yet part with the property, he would not
make such a gift. Therefore, If this provision were enacted into law, this
area of deferred giving would be foreclosed resulting in a severe blow to the
revenues of private nonprofit educational institutions and thus to society as
a whole.

(c) Where a taxpayer makes a sale of property to charity at less than its
fair market value with the difference between the fair market value and
the sales price representing a gift, Subsection 201(e) of the bill requires an
allocation of his basis between the sale and the gift. Again, it would appear
that this pro-Ision is not meant to apply to the three forms of gifts men-
tioned above, and such an application would -be in inappropriate. However,
in order to remove the doubt which would otherwise cloud these methods of
giving, we request that this provision be amended to exclude clearly such
gift

(d) ;Subsections 201(e) and (h) of the bill provide that no deduction
will be allowed for purposes of the Federal income and estate taxes, respec-
tively, for a gift of a charitable remainder interest of property subject to a
prior estate in trust unless the trust is either a "charitable remainder annuity
trust" or a "charitable remainder unitrust" as those terms are defined in
Subsection 201(1) of the bill. Allegedly, these particular provisions were
ncorporated in the bill to provide assurance that the trust would not be
administered in a manner which would Jeopardize the value of the remainder
interest to go to the charity. However, the particular means which the House
chose to provide such protection would result in discouraging gifts. There-
fore, we request that these provisions be deleted from the bill and that any
substitute provisions simply provide that a deduction will be allowable for a
gift of a remainder interest where the charity acts as the trustee, for this
would provide the protection desired. We also point out that It is unlikely
that more than a few donors would make gifts of charitable remainders undee
the provisions included in the House bill because the definitions of an
annuity trust and a unitrust exclude trusts where more than one life
estate Is Involved; thus, because most donors wish to provide for their sur-
viving spouse or handicapped or minor dependents, they would seldom make
such gifts.

We further note that certain provisions pertaining to charitable trusts are
unfairly and unreasonably retroactive. Subsection 201(e) is applicable to gifts
made on or after April 23, 1969, even though donors were not put on notice that
such provisions might be enacted into law until August 1, 199, the day upon
which the House bill was reported out of the Committee on Ways and Means.
In fact, several of our member Institutions received gifts after April 22, 1969 from
donors wbo were relying on the provisions of present law. Subsection 201(h)
would defy a charitable deduction for Federal estate tax purposes with respect
to certain exitig charitable remainder trusts. Subsection 201(f) would deny
the de4ueon now available for purposes of the Federal income tax to existing

j p
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trusts in the amount of any capital gains which are permanently set aside for
charity. Both of these subsections would be applicable even if the trust was
established long prior to August 1, 1969 and was irrevocable as of that date.
The retroactivity of all three of these provisions is patently unreasonable and
unfair and would result in undue hardship on all parties.

The bill has been carefully studied by the legal advisors of our ineniber
institutions as well as the legal counsel of the Association of Independent Cali-
fornia Colleges and Universities. It is our considered opinion that the House-
passed version of the "Tax Reform Act of 1969" might well have the most
profoundly detrimental impact on independent higher education in the United
States in its history. This restrictive measure would come, not at a time of
lessening demand or need, but during a period of unprecedented challenge and
constantly widening horizons.

We urge you, therefore, to consider with the utmost care the present tax
incentives to charitable giving before making any changes. It is essential that, in
your understandable zeal and well-warranted concern to distribute the tax burden
more equitably and to correct present abuses, you do not penalize the private
sector of higher education which has contributed so much to the unique fabric
that is our American society.

PRESIDENT AND FELLOWS OF HARVARD COLLEGE,
Boston, Mass., September 24, 1969.Hon. RUSSELL B. LONG,

Chairman, Senate Committee on Finance,
Washington., D.C.

DEAR MR. CHAIRMAN: Like others who bear responsibility for maintaining high
standards in the field of private education, we at Harvard are concerned over
the potential Impact on charitable giving of certain provisions of the Tax Reform
Act of 1969 as passed by the House of Representatives. While we understand the
desire of the Congress to ensure a fair distribution of the tax burden, we sug-
gest that some provisions of the proposed statute may go further than Is
reasonably necessary or desirable. They would, we believe, discourage charitable
giving, at a time when, with the sharply rising cost of higher education, any
reduction of charitable giving would have serious conseqences to Institutions that
depend, as does Harvard, upon continued and substantial support from
Individuals.

We do not wish to burden the Committee with an extended discussion of the
several provisions of the bill affecting charitable gifts which have been covered
In detail in testimony and statements submitted by others. The American Council
on Education, of which Harvard is a member, has submitted a statement, and
we strongly endorse the Council's proposals, particularly those under the head-
ings "Limit on Tax Preferences and Allocation of Deductions", "Gifts of Ap-
preciated Property", "Limitation on Gifts by Individuals" and "Charitable
Remainder Trusts." Mr. Arland F. Christ-Janer, President of Boston Univer-
isty and President of the Association of Independent Colleges and Universities
in Massachusetts, of which Harvard is also a member, has submitted a state-
ment and testimony which we heartily endorse. We wish only to add brief coni-
inents on four aspects of the bill which we believe to be especially deservingg of
reconsideration.

1. The Secretary of the Treasury has recommended that appreciation on securi-
ties and other property donated to educational and other publicly supported
institutions be eliminated from the list of tax preferences. The treatment of such
appreciation as a tax preference, for purposes both of the "limitation on. tax
preferences" and the "allocation of deductions", would. oI course, affect most
heavily persons who are in a position to make substantial gifts. It Is a fact
of life that while colleges and universities receive numerous gifts from relatively
small contributors, they necessarily depend to a major extent on a relatively
small number of large gifts from Individuals; and it is these large gifts, we
believe, which the provisions in question would most seriously jeopardize. Ac-
cordingly, we urge that the Committee on Finance adopt the recommendation
of the Secretary of the Treasury in this regard.

2. We respectfully suggest that the treatment of charitable contributions as
a deduction subject to allocation between taxable and nontaxable income merits
careful reappraisal. While such allocation of any non-business deduction can
obviously be rationalized, the matter is essentially one of legislative policy; and
we question whether circumstances warrant such a drastic reversal of the long-



2508

,continued policy of the past. There is every reson to expect that such treatment of
charitable contributions would have a seriously detrimental effect upon charitable
giving.

3. We urge also that the Committee adopt the Secretary of the Treasury's
recommendation that the provision of the bill which requires a donor of works
of art and other tangible personal property either to limit his deduction
to the basis of the property or to include in income the excess of fair market
value over basis be modified so as to juake it applicable (if at all) only to property
donated by its creator. It cannot be too strongly emphasized that the long-
standing Congressional policy of allowing liberal tax deductions for such gifts
to educational institutions, museums -and the like has been responsible in large
measure for the development of the great collections of art and literature in this
country. American libraries, for example, now lead the world in the dynamic
growth of their research collections, and many such collections have been
preserved for the use of scholars and the general public only because private
collectors were able to derive tax benefits from giving them to libraries. At
Harvard alone where, contrary to popular belief, inadequate funds are available
for such acquisitions, many individual examples of such gifts could be cited.

The only apparent justification for differentiating between gifts of tangible
property and gifts of securities is that tangible property may present some-
what greater difficulty In valuation. Thus, to the extent that there is a problem,
it is one of administration of the law, and it appears that the problem is not
regarded as serious by those charged with such administration. In his statement
to the Committee on September 4, 190D, the Assistant Secretary of the Treasury
for Tax Policy pointed out that problems Involved in valuing art objects and
the like "have been substantially resolved by changes in the income tax form, by
improved audit programs, and by creation of a special advisory group to the
Committee of Internal Revenue on valuations of art objects."

4. Finally, we urge reconsideration of the provision in the House bill which
would require that a' donor of a "future interest" in property which has appre-
ciated in value either report the appreciation as taxable income or limit his
deduction to the basis of the property. The chief impact of this provision would
be on charitable remainder trusts and we believe that it would largely put an end
to the creation of such trusts which have proved to be a significant source of
contributions to educational institutions.

Yours truly,
GEORGE F. BENNETT, Treasurer.

GIBsoN, DuNN & CRUTCHER,

Los Angeles, Calif., September 80, 1969.

Re Comments on Section 201(h) of H.R. 13270.
Finance Conmittee of the Senate,
Washington, D.C.

DAn SIR: We appreciate this opportunity to bring to your attention impor-
tant errors and omissions in proposed Section 201(h) of H.R. 1270.

The purpose of Section 201(h), as set forth in the Report of the Ways and
Means Committee, is to extend certain of the new restrictions on charitable gifts
which are proposed In Bill Section 201(a) for income tax purposes to the estate
and gift tax law. Jn making this extension, the drafters have included provisions
which, if interpreted literally, would make It impossible to obtain a charitable
deduction for any gift in trust. This is true even if a charitable remainder
annuity trust or charitable unitrust is used. Moreover, even if this problem is
eliminated, other provisions have the effect of arbitrarily denying a charitable
deduction for certain types of gifts while allowing a deduction for other gifts
on the basis of distinctions which have nothing to do with the tax abuses which
the House of Representatives sought to correct.

As you know, there is a great concern that H.R, 13270 will seriously impede
the ability of qualified charities to raise fund. It will be up to the Congress bow
far it wishes to go in reducing gifts to charity in order to prevent possible tax
abuses. My concern-which I am sure you will share--is that charitable gifts
are not further diminished by unnecessary or inadvertent provisions iohch will
prevent charitable gifts without closing any "loopholes" or area of ta abuse.
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This problem is particularly acute in the estate and gift tax areas because deny-
Ing the charitable deduction does not merely remove the tax Incentive to make a
charitable gift. It affirmatively penalizes the gift. If the gift tax deduction is
denied the donor must pay a tax which he would not have had to pay if he had
spent the money instead of giving it to charity!

By reason of the complexity of the subject matter, we have attached as Ex-
hibit "A" specific technical comments on Section 201(h). Experience has shown
that the structure and objectives of the estate and gift tax laws are sufficiently
different from the income tax laws that simultaneous amendments of any com-
plexity are rarely successful. Bill Section 201(h) An its present form is one of
a number of illustrations of what can happen when such simultaneous amend-
ments are attempted. We anticipate that you will conclude that you and your
Staff have more than you can do In developing a worthwhile income tax bill
and will recommend that Section 201(h) be considered as part of the estate and
gift tax reform bill which is now pending in the House of Representatives rather
than as part of HR.. 13270. However, iv the event the committee determines to
retain Section 201(h) we have taken the liberty of including in Exhibit A for
your consideration proposed language to correct at least the major problems in-
herent in Section 201 (h) In its present form.

If we can be of any additional assistance, please do not hesitate to call upon us.
Sincerely yours,

ROBERT D. BURCH, 01 Gibson, Dunn & Crutcher.
Enclosure

TECHNICAL ANALYSIS OF OVERSIGHTS IN BILL SECTION 201(h)

1. FAILURE TO RECOGNIZE THE SPECIAL PROBLEMS OF "SPLIT TRUSTS"

Proposed Section 2055(e) (1) and Section 2522(c) (1) Incorporate the require-
ments of proposed Sections 4941(d), 4943(c),4944 and 4945(b) Into the estate
and gift tax law. Sections 4941 et. seq. deal with private foundations and, as
drafted, It Is Impossible for a trust which has both charitable and non-charitable
beneficiaries to meet some of the requirements of these sections. Proposed Sec-
tion 4947(b) recognizes this problem in the income tax area, but no comparable
provision has been incorporated in the estate and gift tax area. The result is to
effectively deny a charitable deduction for any gift in trust, even if It is in the
form of a guaranteed annuity or a qualified remainder interest in a charitable
annuity trust or unitrust. For example, if a decedent provides that an annuity
of Five Thousand Dollars ($5,000) per year shall be paid to a qualified charity
for ten (10) years and the trust estate be paid to decedent's son at the end of
ten (10) years, the trust could not qualify for an estate tax deduction-i.e. the
right of the trust to pay reasonable trustee fees would disqualify the trust under
Section 4945(b) (5) even though these fees were payable solely from the son's
share and would not reduce the amount passing to the charity. Although this Is
an extreme sample, It points up the arbitrary manner in which Sections 2055(e)
(1) and 2522(c) (1) would operate.

The most practical solution to the problem Is to recognize that the legislative
objective is to ensure that amounts for which a charitable deduction has been
allowed are not diverted to private purposes. If the application of Sections 4941
et. seq. is so limited, this purpose can be achieved without preventing otherwise
qualified gifts and bequests to charitable organizations.

2. SECTION 2055 (e) (2) INADVERTENTLY DENIES A DEDUOTION FOR GIFTS OF GUARAN-
TEED ANNUITIES OR INCOME EQUAL TO A FIXED PERCENTAGE OF YEARLY VALUE TO
QUALIFIED CHARITIES

The proposed Income tax provisions restrict deductions for gifts of income
interests to charity unless they are In the form of a guaranteed annuity or a
fixed percentage of yearly value (see proposed Section 170[b] [1] [HI at Page
115 of H.R. 13270). Gifts of remainder interests are similarly restricted unless
they are in the form of a charitable annuity trust or unitrust (see proposed
Section 170[HI at Page 127 et seq. of H.R. 13270).

Section 2055(e) (2) extends to the estate tax area the income tax rule denying
a deduction for a gift of a remainder Interest unless it Is in the form of a chari-
table annuity trust or unitrust. In doing so, it Inadvertently also disallows de-
ductions for all types of income interests. This obviously was not Intended, since
It would serve no purpose. The prime example of a charitable interest that can
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never be diverted to private purposes is a guaranteed charitable annuity in a
fixed amount. As discussed it Paragraph 3 below, proposed Section 2522(c) (2)
restricts the gift tax deduction for gifts of an income interest to guaranteed an-
nuities or fixed percentages of yearly value as defined in Section 170(b) (1) (II),
but through an oversight, has no restriction on gifts of a remainder interest.

Section 2055(e) (2) should be amended to allow an estate tax deduction for
gifts to charity of guaranteed annuities and fixed percentages of the yearly value
of the trust (as defined In Section 170[b] [1] [HI).

3. SECTION 2522 (C) (2) REACHES UNINTENDED RESULTS BY THE METHOD
SELECTED TO COORDINATE WITH THE INCOME TAX LAW

Proposed Section 170(b) (1) (H) is designed to deal with two income tax
problems relating to charitable trusts:

(a) To deny a deduction for the charitable gift unless the charity is as-
sured of getting the income. This is accomplished by requiring the Interest
to be in the form of a guaranteed 'annuity or an income interest equal to a
fixed percentage of yearly fair market value.

(b) To prevent the so-called "double benefit" whereby the income from a
qualified trust Is excluded from the donor's income under I.R.C. Section 671
and, in addition, donor is allowed a charitable deduction for the value of the
income interest. This is accomplished by denying the charitable deduction
for the value of the income interest unless the income front the trust is
taxed to the donor under Section 671. In other words, the donor nmy either
exclude the income from his gross income or claim a charitable deduction,
but not both.

Proposed Section 2522(c) (2) obviously Intended to extend only the first change
to the gift tax law. It makes no difference for gift tax purposes whether the donor
obtains his Income tax benefit by excluding the trust's income front his gross
Income under Section 671 or by deducting the value of the income interest under
Section 110. However, the language at the top of Page 134 clearly extends both
changes to the gift tax law. The result would be that:

(a) If the donor transfers property to a trust to pay the income to charity
for over ten (10) years, he must pay a gift tax. If the income is paid to the
donor for as little as one (1) day during the first ten (10) years there would
be no gift tax, whether or not the income was thereafter paid to the charity
for a term of more than ten (10) years.

(b) If the donor transfers property to a trust to pay the income to charity
for more than ten (10) years, he may still avoid the gift tax if he or a non-
adverse person retains any forbidden power under Section 671 et seq.--e.g.
the power to vote stock in a closely held corporation in a non-fiduciar.N
capacity.

Proposed Section 2522(c) (2) fails to include any restriction on the gift tax
deduction for remainder interests. It is submitted that the objective is the same
for both estate and gift tax purposes. If Congress feels that estate and gift tax
restrictions are necessary to assure that the charity receives the property for
which an estate or gift tax deduction is allowed, both the estate and gift tax
law should require that:

(1) If the gift is in the form of an income interest it must be a guaranteed
annuity or fixed percentage yearly of the fair market value of the trust
property (See Section 170[b] [1] [Hi), and

(2) If the gift is in the form of a remainder interest it must be in a char-
itable remainder annuity trust or charitable remainder unitrust, as defined
in Section 664(d).

EXHIBIT A

Page 3.

PRoPoSED REvIsION oF BILL 1 201 (h) OF H.R. 13270

(h) DISALLOWANCE OF ESTATE AND GIFT TAX DEDUCTIONS IN
CERTAIN CASES.

(1) Estates of citizens or residents.- Subsection (e) of section 2055 (re-
. lating to disallowance of charitable deductions in certain cases) is amended

to read as follows:
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"(e) DISALLOWANCE OF DEDUCTIONS IN CERTAIN CASES.

"(1) No deduction shall be allowed under this section-
"(A) for transfer to or for the use of an organization described in

section 501(c) (3) (relating to exempt organizations) unless the
organization-

"(1) is exempted from the requirements of section 508(a) and
(b) pursuant to subsection (c) thereof, or

"(ii) complies with section 508(a), (b), and (g) ; or
"(B) for a transfer in trust (other than one to which the I)rovIsions

of subparagraph (A) of this paragraph apply) unless the governing
instrument of the trust includes provisions, the effects of which are to
prohibit the trust from-

"(1) engaging in any act of self-dealing (as defined In section
4941 (d)),

"(ii) retaining any excess business holdings (as defined in sec-
tion 4943 (c)),

"(iii) making any speculative Investments in such manner as to
subject the trust to tax under section 4944, and

"(iv) making any taxable expenditures (as defined in section
4945(b)).

"This subsection shall not apply to a trust which is not exempt from tax
under § 501 (a), not all of the unexpired interests of which are devoted to
to one or more of the p11rposes described in § 170(e) (2) (B), if-

"(i) the permitted investment, expenliture or transaction does not
reduce the amount otherwise payable to any organization described in
subsection (a) for which a deduction has been allowed under this see-
tion, or,

"(it) the permitted taxable expenditures (as defined in § 4945(b))
are limited to expenditures described in § 4945(b) (5) which are reason-
able and necessary for the proper administration of the trust. Any such
expenditures must be allocated among the beneficiaries described in sub-
section4 (a) and other beneficiaries in a fair and reasonable manner.

COMMENT

This modification permits transactions which affect only the non-charitable
beneficiaries of the trust. This Is proper since no estate tax deductions has been
allowed for property passing to these beneficiaries. It also permits payment of
trustees fees and similar trust administration expenses, even though part of
these expenses are paid from the charity's share of the property If the expendi-
ture is reasonable in amount and fairly apportioned between charitable and non-
charitable beneficiaries.

"(2) Where an interest in property passes or has passed from the decedent to
a person, or for a use, described In subsection (a) and an interest in the same
property passes or has passed (for less than an adequate and full consideration
in money or money's worth) from the decedent to a person, or for a use, not
described in subsection (a), no deduction shall be allowed under this section
for the interest which passes or has passed to the person, or for the use, de-
scribed in subsection (a) unless

"(A) 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
described in section 664(d), or

"(B) the interest is in the form of a guaranteed annuity or the trust instru-
newnt specifies that the interest shall receive a fixed percentage yearly of the
fair market value of trust property (determined yearly).

COM MENT

This provision provides assurance that property for which an estate tax deduc-
tion is allowed will be received by the charity by limiting the estate tax deduc-
tion to the type of income interest approved for income tax purposes in Section
170(b) (1) (H) and to the type of remainder interest approved for income tax
purposes in Section 170(11).

(2) Estates of Nonresidents Not COtizens-
Subparagraph (E) of section 2106(a) (8) (relating to disallowance of deduc-

tions in certain cases) is amended to read as follows:
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-(E) Disallowance of Deductons in Certain Cases.-The provisions of
section 2055(e) also shall be applied In the determination of the amount
allowable as a deduction under this paragraph."

(8) Gift Tax.-Subsection (c) of section 2522 (relating to disallowance of
charitable deductions in certain cases) is amended to read as follows:

"(C) DISALLOWANCE OF DEDUCTIONS IN CERTAIN CASES.

"(1) No deduction shall be allowed under this section-
"(A) fora transfer to or for the use of an organization described In section

501(c) (3) (relating to exempt organizations) unless the organization-
"(1) is exempted from the requirements of section 508 (a) and (b)

pursuant to subseettlon (c) thereof, or
"(i) complies with section 508(a), (b), and (g) ; or

"(B) for a transfer in trust (other than one to which the provisions of
subparagraph (A) of this paragraph apply), unless the governing instru-
ment of the trust Includes provisions the effects of which are to prohibit the
trust from-

"(I) engaging in any act of self-dealing (as defined in section
4941(d) ),

"(ii) retaining any excess business holdings (as defined In section
494 (c)),

",(Ifl) ,making any speculative investments In such manner as to
subject the trust to tax under seettlon 4944, and

"(Iv) making any -taxable expenditures (as defined in section
4945(b)).

"This subsection shall not apply to a trust which is not exempt from tax
under 1 501(a), not all of the unexpired interests of which are devoted to on c
or more of the purposes described in 1 170(o) (Z) (B), if-

"(i) the permitted investment, expenditure or transaction does not
reduce the amount otherwise payable to any organization described in
subsections (a) and (b) for which a deduction has been allowed under
this section, or,

"(tU) fie permitted taxable expenditures (as defined in § 4945(b) are
limited to reasonable and necessary expenditures for the proper admin.-
stration of the trust and such expenditures are allocated among the
beneficiaries described in subsections (a) and (b) and other bene-
fitaries in a fair and reasonable manner.

COMMENT

This modification permits transactions which affect only the non-charitable
beneficiaries of the trust. This is proper since no estate tax deduction has been
allowed for property passing to these beneficiaries. It also permits payment of
trustees fees and similar trust administration expenses, even though part of these
expenses are paid from the charity's share of the property if the expenditure
is reasonable in amount and fairly apportioned between charitable and non-
charitable beneficiaries

"(2) (A) Where a donor transfers an interest in property to a person, or for a use,
described in subsection (a) or (b) and an interest in the same property is trans-
ferred or has been transferred (for less than an adequate and full consideration in
money or money's worth) from the donor to a person, or for a use, not described
in subsection (a) or (b), no deduction shall be allowed under this section for the
interest which is, or has been transferred to the person, or for the use, described
In subsection (a) or (b) unless:

"(A) 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 described in § 664(d), or

"(B) the interest is in the form of a guaranteed annuity or the trust instrument
specifies that the interest shall receive a fixed percentage yearly of the fair market value
of the trust property (determined yearly).
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COMMENT

This modification incorporates the identical restriction provided for estate tax
purposes into the gift tax law to assure that the charity will in fact receive the
property for which a gift tax deduction is allowed.

AMERiCAN AssooiATIoN OF UNIVEasrry WOMEN,
Washington, D.C., September 12, 1969.

Hon. Russ=u. LONo,
Chairman, -Senate Finance (ommittee,
U.S. Senate, Washington, D.C.

DEAa SENATOR LONG: The American Association of University Women is com-
prised of approximately 175,000 women graduates of colleges and universities,
organized in 1,660 local branches and in fifty state divisions. This Association
has long been interested In the improvement of our colleges and universities and
in extending opportunities for higher education to all qualified young people. To
that end, we have supported many Federal-state education programs enacted
by the Congress In recent years, and have endeavored to explain to the public
the meaning of these programs and the need for additional support of higher edu-
cational institutions, both public and private.

The American Association of University Women Educational Foundation, es-
tablished in 1958, is the avenue through which Association members channnel
their charitable and public service funds. This Foundation's primary activity
Is the granting of scholarships and fellowships to women students, principally
at the graduate and post-doctoral level. The monies for this program-the present
endowment is approximately five million dollars--come from contributions from
AAUW members, usually in dimes and dollars, not in hundreds and thousands.

In presenting this statement, I ask, on behalf of the AAUW, that the Senate
Finance Committee give serious consideration to reducing the proposed tax on
foundation Income. We ask also that the Committee delete from the House-passed
tax measure the provision to include appreciation on donations of property to
charities, colleges, and other tax-exempt activities in the Limit on Tax Prefer-
ences and the Allocation of Deductions.

We believe these proposals would have a deleterious effect upon the colleges
and universities and upon charitable foundations supporting educational activi-
ties. Our Association has long supported the position that both public tax sup-
port and private giving are essential to maintenance of a free and healthy educa-
tional system. We are deeply concerned that the above mentioned provisions
In the House-passed tax reform bill will reduce Incentives to charitable giving.

Members of the AAUW are fully aware of the need for tax reform, for a more
equitable distribution of the tax burden, and for the closing of loopholes which
have permitted some taxpayers to avoid their share of the burden. We applaud
this Congress for undertaking the onerous task of revising tax legislation. Yet we
also ask that institutions and foundations dependent upon charitable giving not
be injured in the name of tax reform.

Sincerely yours,
ALICE BEEMAX,

"eral Director.

33-865--69-pt. 3-48
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STATEMENT OF THE ASBURY THEOLOGICAL SEMINARY, SUBMITTED BY FRANK
BATEMAN STANGER, PRESIDENT

The Officers of Administration of Asbury Theological Seminary wish to express
their appreciation to the members of the Senate Finance Committee for the
thorough research and study that is being given to the important responsibility
of amending the Federal Tax Code.

There are many proposals that are excellent and should be enacted, for
example:

(1) Taxing organizations on income received from debt-financed invest-
ments--e.g., Clay Brown transactions;

(2) Extending the unrelated business income tax to cover all organiza-
tions now exempt;

(3) Appreciated property gifts which would generate ordinary Income
if sold, e.g., inventory;

(4) Two-year trusts;
(5) The unlimited charitable deduction;
(6) Rent-free use of property.

It Is not necessary for an extended statement to be made for the importance
of maintaining the strength and capability of the privately supported educa-
tional institutions of the country. The moral and spiritual fiber of our nation is
a matter of grave concern to Asbury Theological Seminary. The continuation of
this Institution is in the best Interests of the general welfare of the nation.

The Federal Government has over the years continually liberalized the tax
benefits for those who voluntarily contribute to the philanthropies of the coun-
try. Each time the committee stated that the liberalization was designed to
further aft the charities to meet rising costs and the increased needs of our
society. In these critical days and with the problems facing our country there Is
need for increased tax incentives (rather than decreased) to those who gener-
ously contribute to the welfare of mankind.

We believe the following benefits are of vital importance to the religious edu-
cational institutions. Therefore, we strongly urge that the following long estab-
lished tax incentive be retained:

(1) Gifts of appreciated property.-Present law allows a deduction for the
fair market value with no capital gains tax on the appreciation. This should be
retained. Also, appreciation in the value of property donated to charity should
not be considered a tax preference which under the Allocation of Deductions
provision would reduce a donor's itemized deductions for interest, taxes, medical
expenses, charitable contributions, etc. To enact such a provision would be an
indirect way of taxing appreciation on property gifts and would greatly Inhibit
important support from the private sector.

It is not a Congressional oversight that a contribution of appreciated property
entitles a donor to a deduction for the property's full present fair market value
with no capital gains tax on the appreciation. In 1938 the House of Representa-
tives passed a bill calling for the contribution deduction to be measured by
-donor's cost-not the fair market value at the date of the gift. However, the
1938 Tax Act as finally passed did not contain the House provision eliminating
the added t x benefit on the donation of appreciated property to charity. The
Senate Firtnce Committee rejected the House provision. The Senate Finance
,Commltt'e stated:

"Representations were made to the Committee by officials of educational and
,charitable institutions that the effect of such a provision would be to discourage
the making of charitable gifts in property. The Committee believes that chari-
table gifts generally are to be encouraged and so has eliminated the provision of
the House Bill." (S. Rep. No. 1567, 75th Cong. 3rd. Sess. 1938).

(2) Allocation of Dcductions.-The charitable deduction should not be sub-
ject to the allocation rule and thus should not be reduced because a donor has
capital gain income, tax-exempt income, etc.

(3) Lf)e income (def rred) gifts.
Oharitable remainder truats.-Present law provides there is no capital gain

on the transfer of appreciated property to fund a charitable remainder (life
income) trust; nor is there a capital gain if the property transferred is later
sold by the trust and the gain permanently set aside for the charity. These rules
should be retained. Abuses in investment policies of these trusts are rare and
means are now available to (and used by) the Internal Revenue Service to curb
any abuses which exist. The very complicated provisions for charitable re-
mainder annuity trusts and charitable remainder unitrusts should not be
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:substituted for the widely used and understood charitable remainder trust. How-
ever, should the Congress decide to abolish existing charitable remainder trusts
(substituting the annuity trust and unitrust), the law should not be retroactive
to April 22, 1969 but be effective with the passage of the Tax Reform Act. In
any event, whether a new trust format is adopted or the present type of trust is
retained. 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 gain 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.

Lifc Income Contract8.-Present law governing these contracts (no capital
gain or transfer of appreciated property nor capital gain when properly trans-
ferred is later sold by the life income pooled fund) should be retained. As with
the charitable remainder trust: (1) The deduction should be based upon the
full fair market value without imposition of capital gains tax. (2) Capital gains
incurred by the life income pooled fund and permanently set aside for charity
should not be taxed.

Charitable Gift Annuitics.-Present tax treatment when apreciated property
is contributed for the annuity should be retained. (Detailed in Rev. Rut. 62-136,
1962-2 C.B. 12). If the House Bill's provision on bargain sales is enacted, the
law should specifically staate that the transfer of appreciated property for a
charitable gift annuity Is not a bargain sale.

(4) Floor on Gift8 to Charity.-The present law does not put a floor on gifts
to charity. The proposed 3% floor will severely cripple many institutions, asso-
ciations and churches because millions of taxpayers give only small amounts
which would not exceed the 3% floor if enacted.

During 1966 charitable gifts from all private individuals amounted to more
than $9.1 billion. Many privately supported educational institutions would have
to close without the benefits of private giving. Such a condition would place a
greater burden upon the already crowded tax supported educational institutions.
President Nixon said on April 21, 1969, "The rules affecting charitable deduc-
tions would be tightened-but only to screen out the unreasonable and not stop
those which help legitimate charities and therefore the nation." We believe the
privately supported educational institutions do benefit the general welfare by
lessening the tax burden for educating the yourth of the nation.

For the reasons set forth above, we respectfully request that the present
provisions referred to above in the Federal Tax Code be retained.

STATEMENT OF DR. U-J. J. BOLING, VICE PRESIDENT FOR DEVELOPMENT AND ADMINIS-

TRATION, UNIVERSITY oF TENNESSEE

Although The University of Tennessee is a tax-aided institution, state tax
funds supplied only 36% of the University's operating budget for the 1938-69
fiscal year. Approximately 14% of the budget was provided directly from student
fees. Of the remaining percentage, gifts and grants accounted for 23% of the

total support. Gifts to The University of Tennessee subsidize scholarships, fac-
ulty salary supplements, library endowments and other "extras" necessary to

satisfy the requirements for academic excellence.
Without private philanthropy, the Unievrsity would have to curtail many

programs wh!ch are so vitally necessary to the whole concept of education.

The following chart indicates the total amount of gifts that The University of

Tennessee recieved in 1968-09 from private philanthropy:

Annual giving program ----------------------------------- $373,150.33
Deferred gifts program ------------------------------------ 763, 999. 09

Business and corporate gifts programs ----------------------- 752, 892. 00

Special (no Federal Moneys) ------------------------------ 2, 568,136. 91

Total -------------------------------------------- 4458,178.33

Without these monies, 83 freshmen scholarships, 20 freshman merit awards, 8

distinguished service professorships, 15 upperclass scholarships, 10 National

Merit Scholarships and many other programs would not have been available.

Again, in the future, we must rely on the same type of private support to fulfill

these vital needs.
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The Tax Reform Bill encompasses a broad field as evidenced by the 300-page
plus document passed by the House and now before the Senate Finance Commit-
tee. Undoubtedly, tax reform is warranted and indeed much of the proposed bill
contains desirable legislation. This is where the real danger looms. The idea of
tax reform is so appealing that apparently members of the House voted for the
entire package without carefully scrutinizing the contents. We are for laws aimed
at taxing organizations on income received from debt-financed investments (such
as the Clay Brown transactions) and extending the unrelated business income
tax to cover all organizations not exempt. These are things that need to be
corrected.

However, we contend that there are some provisions in that same bill that
would cripple philanthropic support of our nation's legitimate charities including
educational institutions; and here, it is worthy to note that through the years,
Congress has repeatedly liberalized the tax laws encouraging individuals to sup-
port educational Institutions. For example, the Senate Finance Committee rejected
a House provision passed In the 1938 Tax Act which would have eliminated the
added tax benefits on the dc ation of appreciated property to charity in these
words:

"Representations were made to the Committee by officials of educational
and charitable institutions that the effect of such a provision would be to
discourage the making of charitable gifts in property. The Committee believes
that charitable gifts, generally, are to be encouraged and so eliminated the
provision of the House bill." (S. Rep. No. 1507, 75th Cong., 3rd Sess. 1938).

Once again we ask the Senate Finance Committee to eliminate those provisions
which would impede charitable giving. We are most concerned with those which
would affect: (1) Gifts of appreciated property; (2) Life income contracts; (3)
Charitable remainder trusts and the section which would subject the charitable
deduction to the allocation of deductions formula. Changes In the present law
governing any of these situations will have a drastic effect on the private support
obtained by the University.

We know from talking with our largest contributors, that some of our gifts
would have never been made had the Tax Reform Bill been in effect. The
University's largest living benefactor, Mr. Clayton Arnold, retired farmer and
postman, recently made the statement, "I would not have entered into charitable
life income agreement with The University of Tennessee had the current 'Tax
Reform Bill' been law." In addition, the tax benefits of his most current gift,
$225,000, are in Jeopardy because of the retroactive dates attached to the bill as
passed by the House. Mr. Arnold's statement sincerely expresses the attitude of
the majority of our substantial contributors.

Contrary to the common interpretation of the new tax bill, tax revision would
not affect contributions of just wealthy individuals. Nine out of the 10 gifts of
$50,000 or more received by the University during the past three years have come
from people who could not have been classified in the millionaire category. Rather,
they have come from farmers or elderly couples without dependents who were
willing to give the m&'ority of their estates through charitable remainder trusts
whereby they could receive the Income during their lives. Eighty percent of these
same gifts previously mentioned were all gifts of appreciated securities or ap-
preciated real estate.

The Treasury will not be guaranteed any immediate revenue by enacting the
provisions we have previously discussed if the prospective donor loses his chari-
table incentive. He will more than likely hold the appreciated securities until
death, thus avoiding capital gains tax anyway! Estate taxes could be diminished

Let us say again that we are for tax reform, but not to the extent that it would
hinder philanthropy. We urge the members of the Senate Finance Committee to
amend the bill passed by the House and in finality, to bring forth a bill which
will continue to encoarage private support for educational institutions.

ROLUNS COLIraE.
Winter Park, Fla., September 15, 1969.

Senator EDWARD J. Gumirv, Jr.,
Senate Olco Building,
Washington, D.CY.

DFa SwNATOR GuRNaEY:! know that you are concerned over the great harm
which would be done to educational and charitable institutions if the present
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version of the proposed tax bill is passed. In opposition to the bill there has been
much publicity given the penalty on donations of appreciated property. However,
there has not been as much publicity about a companion provision, which would
penalize gifts which contain unrealized earned Income, such as farm crops. These
gifts are very important to colleges located in agricultural areas. We know of
many institutions besides Rollins who receive an important part of their income
from gifts of farm products.

We believe that these hospitals, colleges and churches deserve just as much
consideration as those whose gifts come entirely in the form of appreciated
property. We believe that the income from all such institutions should be pro-
tected, regardless of the nature of their gifts. We should not be discriminated
against because we are in an agricultural area.

The whole concept of making it less attractive for people to make gifts is
dangerous. We are pleased to see that President Nixon is also against it. The
United States is unique in the voluntary support which its people give to colleges,
churches, hospitals, symphony orchestras and charitable organizations. These
gifts make this country a much finer place in which to live. It would be a tragedy
for all of us If these institutions were seriously damaged.

It is Ironic that If these laws were passed it might become necessary for the
Federal Government to step in and make up what the institutions lose in dona-
tions in order to continue their existence. If this happens, the Government would
have to pay considerably more than it would gain in taxes, because the loss
would Include the entire amount of gifts rather than the portion which was saved
in taxes.

Although I have not had the pleasure of meeting you personally, I look forward
to that opportunity. I have learned that you have been a strong supporter of
Higher Education, and particularly of Private Higher Education. I hope that you
will continue to show your support by opposing this portion of the tax bill, calling
particular attention to the need for gifts which contain unrealized earned Income.

Thank you very much for your time and interest in the problems of Higher
Education.

Sincerely yours,
JACK B. C1rTcFIELD, President.

COLUMBIA UNIVERSITY
IN THE CITY OF NEW Youx,

PRESIDENT'S Roof,
New York, N.Y., August 18, 1969.

Hon. RUSsELL B. LONG,
Chairman, Senate Finance Committee,
Washingto%, D.C.

DnAR M. CHAIRMAN: Your Committee is about to begin hearings on tax reform
legislation in a setting In which the House of Representatives has already
passed H.R. 13270.

The provisions of the House bill that give me most concern as the head of a
University which historically has drawn the bulk of Its support from private
giving are those dealing with the tax treatment of charitable contributions
including contributions of appreciated property. I wish to indicate to you the
serious dimensions of the financial problem that will be created for this Uni-
versity and Its sister institutions-both public and private-if these provisions
become law.

Some people here have had a look at the likely effects of the House bill on
private philanthropy, and I am sending you with this letter an analysis done
here which suggests that enactment of the law is likely to dry up the sources
of funds on which this Institution chiefly depends for its support. You will note
that the analysis deals with taxpayers likely to be in a position to make fairly
substantial gifts. We are glad and grateful for every gift to the support of this
University, but it Is a fact that much of what exists here at Columbia would
never have been begun without the generosity of persons who were in a position
to give us large amounts.

Let me indicate for you how important private gifts are to the existence of
this institution. In a typical recent year (1908) this University received in excess
of $32 million in total gifts. Of that amount, approximately $15.5 million came
from University alumni and other individuals. More than $6 million of this
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amount constituted gifts of securities--virtually all of them appreciated above
the donor's basis. To this should be added $500,000 representing the valuation of
books, non-deliverable art objects and paintings. These amounts aggregate more
than $7 milton-roughly half of the total of gifts from individuals.

Columbia University Is currently engaged in a capital campaign. Another way
of putting our problem can be seen in the following table showing receipts of
gifts and securities by Columbia in the last three years:
Fiscal year ending June 30-- Securities

1966 ------------------------------------------- $2, 658,000
1967 --------------------------------------------- 3,178,000
1968 --------------------------------------------- 6,038,000

Total ------------------------------------------ 11,874,000
You will note a sizable increase in gifts of securities during the last year. I

believe the reason for the increase lies in the capital campaign I have already
mentioned. That campaign is still under way and we are in need of additional
gifts of the same sort if we are to preserve this University at the level of excel-
lence that will make possible its continuing contribution to teaching and leari-
ing in this country. I am bound to say that the House bill's provisions concerning
tax treatment of gifts of appreciated property are likely to hurt us grievously.

Like most of her sister institutions-both public and private-Columbia faces
serious immediate and long-range difficulties in financing a program of first-
quality education. I may add that our financial report for 1968-despite the gen-
erosity of our benefactors--showed a deficit. We have been engaged in severe
budget-cutting, but all costs In the economy are rising, and education is not
immune to those pressures..

Many provisions of the House r ncerning tax treatment of gifts of a; -reci-
ated property (including the pi 9s on ordinary income property, ' agible
personalty, future interests, barga rales, and the trust provisions) can have an
effect on giving to Columbia if enacL-d into law. But the inclusion of all charitable
contributions deductible under the percentage limitation of code section 170
under the "personal itemized deductions subject to allocation" will, I ant
informed, be likely to hit us hardest of all. And the inclusion of gifts of appreci-
ated property under the limit on tax preferences will also have a serious effect.

The income tax law has presently built into it a recognition that private
support of educational Institutions has Its place in American society. The law
gives an incentive to a taxpayer to part with something of value to him (rep-
resenting both his basis and his appreciation) and allows him to choose the
legally recognized worthy cause to which he will give it. Charity having existed
before the tax law. the desirability of charity hsq been recognized In this way
by the tax law, and great Institutions in the public Interest have received private
support as a result. If the House bill provisions are to be passed by the Finance
Committee and the Senate, a choice will have been made concerning the future
support of higher education. As the attached analysis suggests, the only way left
may be direct public support. It would be delightful to those of us concerned with
university budgets not to have to worry about raising money by donation, but it
is at least open to question whether the people of the country, when they under-
stand the consequences, will say that private support should come to an end and
all funds going to higher education should first flow through the hards of
government

Should you approve, I would be grateful If you would make a copy ',f this
letter and the attachments available to each member of your Committee, and I
am sending with the original enough sets for that purpose.

Respectfully yours,
ANDnEW W. ConDIF.n.

ANALYSIS

On August 7 the House passed, and sent to the Senate, 1t much publicized
Tax Reform Bill. There Is a popular misconception that this Bill will not seriously
hinder charitable giving. In fact. however, some of its provisions pze a grave
threat to educational institutions, which depend substantially upon private
philanthropy.

The provisions of most concern are part of the proposed "minimum tax". They
are highly technical, and involve some rather complicated mathematical rela-
toxsips. But their effect can be better, understood by seeing the dollars-and-i
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cents result of combining the two sets of calculations that would comprise the
minimumm tax".

It is essential to recognize the dimensions of the likely izipact of the minimum
tax upon charitable gifts.

Attached to this Memorandum is a Schedule which shows the after-tax cost
of charitable gifts in two examples---examples which fairly represent the likely
tax effects in a very significant number of cases. This material shows a number
of startling things.

1. At Income levels of $50,000 and upward, even donors with the simplest tax
picture-no deductions more complicated than state income tax and home mort-
gage interest-will incur a significant additional tax cost in donating property,
or even in donating money where the taxpayer has a significant amount of tax
preference. This is bound to affect the ability P-'1 willingness of many such pers-
sons to support educational and other plhilanthy.,,plc causes.

2. At the same income levels, donors having large amounts of "tax preference
items" (long-teriu capital gain, accelerated depreciation, etc.) will lose almost all
income tax benefits of donations made in kind. The after-tax cost of such dona-
tions will be virtually 100% of their value, as compared with roughly 30%
to 50% under present law. For donors in this category, of whom there are many,
the new rules would obviously be a substantial deterrent to generosity.

It is difficult to estimate precisely how much in future donations would be
lost by operation of these rules. But there is no question that the effect would be
substantial, and that the resulting loss in donations would aggravate an already
serious financial situation for every educational institution relying on private
support-and that includes public as well as private Institutions of learning.

Treasury officials are quoted as predicting benefits for public charities under
the Bill which would offset losses of individual donations. The indicated source
of these benefits is private foundations, which would be required under the Bill
to make small distributions to public charities. However, it is highly doubtful
that such compulsory distributions would provide sufficient support to offset the
loss. Moreover-and, in many ways, far more important-most foundations have
been unwilling to appropriate unrestricted gifts but instead have insisted on
giving their support to particular research or teaching projects, so that the loss
of private philanthropic support for general educational purposes would not be
remedied even If the amount of foundation grants were large.

Part of tho void resulting from the reduced public participation may. In the
final analysis, be filled by grants from the Federal government. That necessarily
Implies, however, a further drain on federal or state budgets with concomitant
need for tax money.

I. ADJUSTED GROSS INCOME, $250,000; CHARITABLE GIFT, $75,000

If taxpayer has "tax
If taxpayer has no preferences" of
"tax preferences," $250 000. before
before giving effect giv(ni effect to

to charitable gift charitable gift

Income tax, after 4lving effect to gift .................................. $86,191 $132,939
Income tax If no gift made .................................. . 122,880 133,233
Increase (decrease) in income tax resulting from gilt....................(36689) (294)
Value ogift ...........................................- 75,000 75,000
After-tax cost of making gift ......................................... 38,311 74, 706

II. ADJUSTED GROSS INCOME, $50,000; CHARITABLE GIFT, $15,000

Income tax, after giving effect to gift ................................. $5804 $12,558
ncome tax if no gift made ......................................... 10, 790 12,908

Increase (decrease) in Income tax resulting from gift .................... 14,986) (350)
Valut of gift ........................................................ 15, 0 15 000After-tax cost of making ift .......................................... 10014 14:650

RESOLUTION OF THE TRUSTEES OF COLUMBIA UNIVERSITY

I, George E. Warren, do hereby certify that I am Clerk of the Board of
Trustees of the Trustees of Columbia University In the City of New York, a
New York educational corporation, and as such a custodian of the records and
the official seal of said corporation; that the following is a true and correct
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copy of a Resolution duly adopted at an adjourned stated meeting of the Board
of Trustees of said corporation duly held on the 7th day of October, 1969 In
accordance with the provisions of the By-Laws of said corporation; that said
Board of said corporation consists of twenty-four Trustees; and that a quorum
of said Board, as required by said corporation's Charter and By-Laws, is eleven;
and that a quorum was present throughout the entire meeting of said Board:

Whereas, the Trustees of Columbia University in the City of New York are
charged with ultimate responsibility for the financial affairs of the University
including the heavy task in the times of raising funds for its support; and

Whereas, the Trustees are aware of the provisions of H.& 13270, especially
those dealing with tax treatment of charitable contrlbutAons of appreciated
property; and

Whereas, the Trustees are convinced that the financial difficulties of Columbia
University and her sister institutions will be sharpened and made more burden-
some by the enactment of the proposed provisions; and

Whereas, the Trustees are aware of-the letter addressed to the chairman of
the Senate Finance Committee by the University's President on August 18; and

Whereas, the Trustees are also aware of the position taken by -the American
Council on Education before the Senate Finance Committee in its testimony
on September 18;

Now, therefore, be it resolved, That the Trustees of Columbia University in
the City of New York endorse the positions taken by President Cordler and,.
subsequently, by the American Council on Education in its Finance Committee
testimony and urge the Senate Finance Committee to amend the proposed legis-
lation in the particulars advocated by Dr. Cordier and by the American Council
on Education.

In witness whereof, I have hereunto set my hand and affixed the seal of said
Corporation this 15th day of October 1969.

GEORGE E. WARREN, Clerk.

VOTING TRUSTEES OF THE COLUMBIA UNIVERSITY IN THE CITY OF NEW YORK

Frederick VanPeit Bryan, William A. M. Burden, Benjamin J. Buttenwleser,
Andrew W. Cordier, Daniel F. Crowley, William T. Gossett, Frank S. Hogan,
Frode Jensen, Vincent G. Kling, Arthur B. Krim, Robert D. Lilley, Charles F.
Luce, Harold F. McGuire, William S. Paley, William E. Petersen, Harold A.
Rousselott, Arthur 0. Sulzberger, Franklin A. Thomas, Percy Uris, Samuel R.
Walker, Lawrence E. Walsh, W. Clarke Wescoe, M. Moran Weston, Lawrence A.
Wien.

CORNELL UNIVERSITY,
Ithaca, N.Y., October 3, 1969.

Senator RUSSELL B. LONG,
Senate Ofjce Building,
Washington, D.C.

DEAR SENATOR LONG: Just as Cornell University communicated its views on
key aspects of tax reform to the Ways and Means Committee of the House of
Representatives, we must now seek your aid on this subject as it comes before
the Senate Finance Committee and, eventually, before the Senate, Itself. The
views of Cornell on this topic parallel those of every other college and univer-
sity-both public and private-with whom we have had recent contact, and
our views have also found articulate expression in the presentations made by
various mutual Interest groups to which we belong.

Members of the University's administration have shared in various ways in
the preparation of the statement presented to the Senate Finance Committee on
September 18, 1960, by the American Council on Education. Reports are that
the Finance Committee took great interest in the ACE's careful and thoughtful
analysis of those tax reform proposals of greatest interest to higher education,
and followed the formal presentation with private questioning. I wish to record
Cornell University's endorsement of the ACE's presentation.

Timely and appropriate tax reform is, I am sure, desired by you and by all
American colleges and universities, including the correction of any abuses In
the area of charitable giving. However, we see no useful point in penalizing
donors to charities who, after all, must reduce their wealth by the gifts they
make. It should bea basic tenet of tax law that no one should be able to realize
personal fnancial profit from the making of charitable gifts. If In any way our
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present tax laws are deficient in achieving that objective, they should be corrected.
Certain proposed tax reform measures, however, particularly those which require
the allocation of deductions and which impose limits on certain tax preferences,
together with those restrictfng gifts of charitable remainders, would penalize
private charities at the very time In their existence when many of then. especially
colleges and universities, are in the midst of severe financial difficulty.

Gifts of securities made up 25% of all individual gifts to Cornell in 196-69,
and our present life income plans in force have an asset value of $6,903,000.
Both of these vital sources of support are essential to the fulfillent of our
multiple roles as educator of the nation's youth, resource to the entire world
and the originator of new knowledge, yet both are dangerously threatened in II.R.
13270.

As long as this nation is prosperous and its laws encourage private capital
as on2 aspect of wealth, Cornell, and all colleges and universities, ought to be
able to receive a share of that wealth from Its alumni and special friends in
order to maintain our hard-won and highly prized levels of excellence.

With personal regards, I remain,
Sincerely yours,

DALE R. CoRso., Prc.ident.

STATEMENT OF H. STEWART Du-xx, Jn.

I. CHARITABLE CONTRIBUTIONS

I wish to endorse strongly certain recommendations made by Secretary Cohen
in his statement to this CommittEe of September 4, 199, with respect to charitable
contributions. The revisions recommended by Secretary Cohen which I consider
to be of paramount Importance are:

(1) The House Bill would totally disallow the estate tax deductions for an
income interest in trust and would have the practical effect of disallowing the
income and gift tax charitable deductions for an income interest in trust. The
objectives of the House Bill would be fully met if the charitable income intere-4
in trust were in the form of an annuity trust or a unitrust, and an income,
estate and gift tax deduction should be allowed for this form of income interest.
Secretary Cohen has recommended this change. The annuity trust or unitrust
format assures that the charitable beneficiary will actually receive an amount
commensurate with the charitable deduction allowed to the donor. Under the
Treasury's proposal, if the donor makes a complete transfer to the trust, he will
not be taxable on the income of tiLe trust. However, he receives no "double bene-
fit" since he would also avoid taxation on the income by creating the trust
solely for noncharitable beneficiaries. Under the Treasury's propoosal, the donor
receives only a single tax benefit for a transfer of an income interest it ai
annuity trust or a unitrust to a charitable income beneficiary rather than to
a noncharitable income beneficiary. This single benefit is a charitable deduction
based on the present value of the portion of the annuity trust or unitrust.

(2) Section 201(h) of the Bill would amend sections 2055 and 2522. In the
ease of the estate tax provision, this amendment is made applicable to decedeit.
dying after the enactment of the Act. Several persons have noted that a longer
period must be provided in order to permit persons to revlse wills and revocable
trusts. Some provision must also be made in the case where the person Is no longer
competent to revise his will.

I would like to call to your particular attention another inequity of the
effective date of this provision, which I certainly believe was unintended. In
the Report of the Joint Committee of Internal Revenue on the Effective Date
Provisions of H.R. 13270, it is stated that the provision is prospective only.
This may be literally true, since it only affects estates of decindent's dying after
enactment. However, in its present form, the Bill would disallow an estate tax
deduction on a trust created prior to the effective date of the Act even though
the charitable portion is irrevocable. There are many persons who have created
trusts in which the charity has a vested remainder and in which there is a
noncharitable income interest which will extend beyond the life of the grantor.
Typically, in these trusts the charitable remainder is irrevocable. The conse-
quence of the effective date of the House Bill is to include this charitable re-
mainder in the gross estate of the donor of the trust without any offsetting
charitable deduction, even though the remainder was deductible from the gross
estate at the time the trust was created and the donor has no right to terminate
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or otherwise decrease the charitable remainder. I strongly support. Secretary
Cohen's recommendation that this provision be changed so that it is inapplicable
to trusts created before the effective date of the Act (or, possibly August 1, 1969),
where the charitable remainder is vested and irrevocable.

For much the same reasoning, the effective date of the income tax provision
dealing with the deductibility of a remainder interest in trust should be moved
forward from April 22, 1969, to the effective date of the Act (or possibly August 1,
1969). Neither the Treasury proposal of April 22% 1969, nor the Ways and Means
Committee Press Release of May 27, 1969, gave any indication that a charitable
deduction woi 'd be disallowed for a remainder interest in trust which was not a
unitrust or" an annuity trust. There was no notice of this possibility until the
release of the Bill. In fact, in view of the notice which was given relating to all
other charitable deduction issues by the Treas,j, -'s proposal of April 22, 1969,
and the'Ways and Means Committee Press Release of May 27, 1969, taxpayers
were left with the clear impression that charitable remainders would continue
to be deductible under the present rules of law. Therefore, anyone creating such
a trust prior to August 1, 1969, should not be denied the benefit of the tax laws
governing charitable deductions at the time of creation. Again, it is my under-
standing that the Treasury concurs in the desirability of this correction.

(3) The House Bill would Include as an item of tax preference for purposes
of section 301 and, also, as an allowable preference for purposes of section 302,
the appreciation in the value of property contributed to a charity which is allow-
able -as a charitable contribution. These provisions are inconsistent with the
charitable deduction provisions of section 201 of the Bill.

Notwithstanding the severe limitations which are placed on charitable deduc-
tions under section 201, the House concluded that contributions of appreciated
securities to public charities should be deductible at the fair market value of
such property, except to the extent of property described in. proposed section
170(e) (2) and subject to a thirty percent limitation.

Under section 302, however, charitable deductions and certain other deductions
are reduced by a fraction, the numerator of which is the allowable preference.
Thus, the inevitable consequence would be that even though the taxpayer had
no other allowable preference, a gift of appreciated property would necessarily
result In a partial disallowance of his deduction under section 302. This is con-
trary to section 201, which allows this type. of deduction. The interworking of
this provision has a very harsh result on persons who make charitable gifts to
public charities by means of appreciated securities. It would not only result in
disallowing a part of his charitable deduction, but would also result in disallow-
lng an 91lowable portion of the donor's deductions for interest payments, tax
payments, and several other deductions.On May 27, 1969, the Ways and Means Committee stated that it was considering
two alternatives with respect to appreciated property. In its Bill it decided to
pursue aui alternative of allowing a charitable deduction for gifts of appreciated
property to publlv cJarities which were not in the form of property included in
proposed section 170(e) (2). Not only did the Committee make a wise policy
decision, it also limited the type of appreciated property which may be
deducted at fair market value, the type of charity which may receive the
property and the amount of property which may be contributed in any one year.
It thereby prevented any abuse by donors of appreciated property. Nevertheless,
this wise course of action would be largely nullified unless a comparable correc-
tion is made and appreciation of securities is excluded from allowable preferences
under section 302 of the Bill. Therefore, I strongly endorse Secretary Cohen's
recommendation to this Committee on September 4, 1969, that the donation of
this type of property to a public charity be excluded as an allowable preference.

In addition to supporting the above changes which have been recommended by
the Treasury Department. I wish to call to the attention of the Committee pro-
visions which would produce clearly unintended results and appear to be technical
errta. In order to qualify any contribution to a private foundation as a charitable
deduction for income, estate, or gift tax purposes, a private foundation must
comply with proposed sections 508(a), (b) and (g). Sec proposed sections
170(b) (7) (ii), 2055(e) (1)-(A) (i) and 2522(c) (1) (A) (i). HoweVer, It would
not be possible for private foundation to comply with section 508(b) since that

-sefton requires the filing of a statement that the organic nation is not a private
.- foihdatiot. There Is also a possibility that a private foundat6n will not be able

to mieet the requlimf'nts of section 506(g). Therefore,some technical revisions
Are necessary in order tO avoid disqu~lfying all contributions to private
fonaton&
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Proposed section 170(b) (8) also should be revised to avoid unintended con-
sequences. This section provides that where a taxpayer makes a nontrust chari-
table contribution of less than his entire interest in property, a deduction shall
be allowed only to the extent the value of the interest contributed would be
-allowed as a deduction under this section if such interest had been transferred
in trust...The principal purpose of this provision was to disallow a charitable
deduction for contributions to charities of the right to use property. H. Rep.
No. 91-413 (Pt. 1) 91st Cong. 2d Sess. 57 (1959). Presumably, this provision
would also be applicable to other forms of successive interests such as legal life
estates. However, the provision in its present form may disallow contributions
for transfers such as creating a tenancy in common between the donor and the
charity or an assignment of a percentage interest in a patent. In these cases, the
donor is tranferring all of his interest in a portion of the property. There are no
successive Interests and the charity receives the entire interest in the transferred
portion of the property. In order to clarify this provision, I urge that proposed
section 170(b) (8) be revisedso ti;a -F-g-plkAe only to a transfer of less
than all of the donor's eij~tr interest or less than a lt-f a portion or percentage
of the donor's entire i telest in the property.

HI. -ATMEN~T OF EXCESr-Q STRIBUTION 13Y T

Section 341 f the Bill provide. that accumu 11itons of Income y a trust will
le taxed to e recipient pon the distribution )of such accum ated income
'inder eithe the "exact"ly6r "shlrt-cut'\ methoW with credit begin allowed to
the reciplet of the tat being paid 6y tZetytst in the~year of a umulation.Contrary present'ltw, no exce ti -at ,ejade to t~heseproposed les on the
taxation f accumulated-ie iue( o-rder tb, make he proposed rul adminis-
terable d to avoid unneces a irdjps wh e tiare is little or no x avoid-
ance, I r comwend three modifi Iins t# section 41/of the BI. These a

(1) I support the recomme dlio14 o the T4aury that the presei4 law be
continu for accirniloton o ne (n taxaige years before April 2, 1969,
and thai} the un tedt ' ack vifdl t e Bill apply only to a umula-
tions ma e In taxable years b inning aftbt t l ate.
(2) I ecommen that an e ception q on t , 4e for accumulatio during

minority. Tis would. relieve4rtt comvqhies d ot per.rofesslonal duciaries
of a tre ndous ad ist rtive rde i ou opening hy signifi t *possi-
bilities fo tax avoid n.' Rarely wlf-e-rson vho Is a or receie any sig-
niflcant ai unt of income in his owA-ta-me. Th the a ~cation o the throw-
income to thk minor's own 1njme, would\ nor ma ly produce no grater amount

of tax. If the house Bill is rIt_ amended provi an exceptio for accumula-tions during m i ority, there will'ba tendency to make distriftions of income

to minors in ore u to avoid the terribly complex compute ons that will be

required when the ehild reaches majority. It is udest1ible for the Federal

Government to create! i4hi pressure for distribution of, icome to minors unless
there Is some clear showIfg,.that accumulations for a minor have resulted in
significant tax avoidance. Furtherntere, -the pOlIcy of section 341 of the Bill is
directly contrary to the policy of section 2503(c) which permits an exclusion
from gift tax for transfers in trust to accumulate income for minors; whereas,
transfers in trust to accimiulate income under other circumstances would not
be eligible for the annual gift tax exclusion.
(3) Under the House Bill, the exact method of computation would not be

available if the recipient were not alive during each of the preceding years of
the trust in which there was an accumulation. It Is recommended that the "exact"
and "short-cut" methods be available at the election of the recipient in all cases.
Because of the complexities of applying the exact method where the recipient
was not alive in each of the years in which an accumulation occurred, the
recipient may elect to apply the short-cut method, but there is no reason why
these complications should deny him the benefit of the exact method when the
records of his predecessor in interest are available for this computation.

As an alternative, a recipient should be permitted to use a short-cut method
based on his life. Under such an alternative, the average Increase for each year
of accumulation would be added to his income for each year of his life for pur-
poses of determining the average increase in tax liability. The resulting figure
would then be multlpligd by the number of years of accumulation to determine
the additional tax liability of the recipient.
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M. ALLOCATION OF DEDUCTIONS BY TRUSTS AND ESTATES

Section 302 of the House Bill applies not only to individuals, but also to trusts
and estates. This will present a tremendous administrative problem for banks
and other professional trustees. Wherever a trust has allowable preferences in
excess of ten thousand dollars. section 302 would result In a reduction of allow-
able deductions. The philosophy behind section 30'2 Is that the so-called "page
two" deduction (personal deductions) may be defrayed either from taxable
income or from limited tax preference sources. However, a trust cannot really
be said to have any personal expenses in the sense in which an individual does.
A trust or an estate must follow the requirements of its governing Instrument
and state law. It is administered by a person who is serving in a fiduciary
capacity. Therefore, it is not in a position to make choices about personal expeni-
ditures to g've rise to a typical "page two" deduction statement. Therefore, there
Is no need to extend section 302 to trusts and estates.

GIRL SCOUTS OF TIUE UNITED STATES OF AMERICA,
New York, N.Y., July 28, 1969.

HoN. RUSSELL Loo,
Chairman. Committee on Finance,
U.8. Sena4c, Washington, D.C.

Dr.AR Smn: As a member of the National Board of Directors of Girl Scouts of
the U.S.A. I have been following the various developments in convection with
tax reform and had the privilege of appearing before the House Ways and Means
Committee on February 24, 1969. A copy of our testimony is attached along with
some additional information which we forwarded to The Honorable Wilbur D.
Mills. We know that your Committee is giving very serious consideration to the
important question of tax reform, but it is our understanding that the recent
plans for public hearings have been cancelled. We would like you to have the
material which we submitted to Mr. Mills. It reflects the information on develop-
ments as we know them to date which we feel should be available to those
considering tax reform.

At such time as your Committee schedules hearings, depending on the issues
and proposals, Girl Scouts of the U.S.A. may wish to submit testimony either
in person or in writing. With this in mind, may we request that when the public
hearings are scheduled by the Senate Finance Committee on the subject of tax
reform, an invitation to present testimony be sent to Girl Scouts of the U.S.A.
To expedite matters, the information can be sent directly to Miss Louise A.
Wood, National Executive Director, Girl Scouts of the U.S.A., 830 Third Avenue,
New York, New York 10022.

In the meantime, we appreciate the opportunity of bringing the enclosed infor-
mation to your attention. We have every confidence that you and the members
of your Committee will give it very careful consideration.

Sincerely yours,
Mrs. ORVILLE LOTHROP ][FEEMAN.

National Board of Direetors.

GIRL SCOUTS OF THE UNITED STATES OF AMERICA,
New York, N.Y., July 28, 1969.

HoN. WILun D. MILLs,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, D.C.

DEAR Sim: It was my privilege on February 24 to appear before the House
Ways and Means Committee in behalf of Girl Scouts of the U.S.A. to present
testimony on the subject of tax reform. Speaking both personally and in behalf
of Girl Scouts, we are keenly aware of the importance of tax reform and wish
to be helpful to you and your Committee in every way possible.

Our basic concerns are contained in the testimony which I presented on Febru-
ary 24, 1969-a copy of which is attached. In following the continuing work of
your Committee, the Press Release announcing tentative decisions (May 27,
1969) has been carefully reviewed. In this Release, item 9, page 5, it is indicated
that a private foundation would be defined to include all 501(c) (3) organiza-
tions with specific listed exceptions. One of these exceptions is: "an organization
which normally receives a substantial part of its support from a governmental
unit or from contributions from the general public."
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This exception would cover our 400 some local Girl Scout councils since their
major financial support comes from united funds and hence these are contribu-
tions from the general, public. It does raise a question, however, concerning the
National Organization of Girl Scouts of the U.S.A. which I know you would
want me to bring to your attention.

A substantial part of the support of the National Organization derives from
the payment of one dollar annual dues by all Girl Scouts. We are not certain
whether dues income from each individual Girl Scout will be considered "con-
tributions from the general public." If it were held that they are not, this
Organization would be considered a "private foundation." Such a result we are
sure your Committee does not intend.

It is our belief and request that the specific list of exceptions, In addition to
churches, colleges, and safety testing organizations, should be enlarged to
include: "organizations which are principally engaged in furthering the advance-
ment of youth through informal educational and recreational programs."

We point out that such a definition would include the Girl Scouts, the Boy
Scouts, the Y.M.C.A., the Y.W.C.A., the Camp Fire Girls, the Girls Clubs, and
many others. We feel you would agree with the merit of this added exception to
the original list.

If this method is not accepted we urgently request that it be made clear that
dues income of this and like organizations be considered "contributions from the
general public." We recognize that existing law, in respect of comparable lan-
guage for other purposes, has generally been so interpreted, but we believe it
important to clarify It again in respect to this legislation.

I know you and the members of your Committee will give this matter your
thoughtful consideration.

Sincerely yours, Mrs. ORVILLE LOTUrsoP FREEMAN,
National Board of Directors,

STATEMENT OF GIRL SCOUTS OF TiE UNITED STATES OF AMERICA

I am Mrs. Orville L. Freeman of Chevy Chase, Maryland and a member of the
National Board of Directors of Girl Scouts of the U.S.A. I have the honor of
appearing on behalf of Girl Scouts of the United States of America which is the
National Organization chartered by Act of Congress and which guides the Girl
Scout program now administered for 3,265,000 girls by 660,000 adult volunteers
who freely given their time in furtherance of the Girl Scout Movement In the
United States.

Our program is conducted through Girl Scout Councils which are chartered by
the National Organization and which are locally incorporated to provide the
Girl Scout program at the community level. Presently there are 383 of these
local Councils which together cover the entire United States. These Councils
organize and serve 158,500 Girl Scout troops. They enlist girl members, organize
Girl Scout troops, train troop leaders and bring the Girl Scout program to girls.
Girl Scout Councils are all tax exempt organizations by reason of rulings of the
Internal Revenue Service.

We sincerely believe that our program orientated as it is toward youth, is
serving a special need. The problems of youth have never been greater. Girl Scouts
through the citizen volunteer has had success in bringing Its program to girls
living in disadvantaged areas, to the handicapped, to the young in hospitals and
institutions, to girls of migratory families, and to American Indian girls.

We are particularly concerned about the potential adverse effects that certain
proposals now pending before this Committee may have on our 383 local Councils.
These Girl Scout Councils are supported primarily by contributions received
from the general public.

Much of these contributions come through United nds and other federated
fund-raising groups. Other sources of revenue are "cookie" sales and direct
contributions. The Girl Scouts depend on these voluntary contributions and on
the free and voluntary service of our adult volunteers.

THE PROPOSAL AS TO DENIAL OF DEDUCTIBILITY OF CONTRIBUTIONS UP TO 3% OF THE
DONOR'S INCOME

One of the proposals pending before the Committee would change existing law
by providing that the charitable deduction would be restricted to the amount
by which contributions exceed 3% of the taxpayer's adjusted gross income.
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We believe that our organization would be seriously and adversely effected
were this change to be made in existing law. As a result, our ability to serve girls
would be lessened or reduced.

The figures before the Committee show that of 27 million returns itemizing
charitable deductions in the year 1966, the number of taxpayers who contributed
less than 3% of their adjusted gross income was over 14 million or more than
half of all returns with contribution deductions. This reflects the fact that a large
number of people who make charitable contributions do not reach the proposed
threshold figure of 3%.

We are aware that the major sourc. of our funds cones from contributors of
small or medium income families. It is made up of small individual amounts
given by a great number of donors.

We believe that the deductibility of these amounts is an important considera-
tion in our ability to induce people to contribute. We further believe the denial of
deductibility would lessen the willingness of people to make contributions and
that the removal of deductibility will increase the resistance of contributors to
appeals for help.

The figures before the Committee suggest that the consequences of this pro-
posed change might be to reduce charitable contributions up to as much as $300
million per year. We fear, therefore, that because of our particular reliance on
the small contributors the Girl Scout movement may be particularly dis.ad-
vantaged by the imposition of any "threshold" percentage in the Itemization of
contributions.

THE PROPOSAL AS TO ADVERTISING INCOME

One question pending before the Committee is presented in this manner:
"Whether advertising Income should be characterized as unrelated In the case of
magazines and other periodicals published by exempt organizations where the
editorial matter of the publication is related to its exempt function."

When we publish a periodical directly related to the furtherance of our pro-
gram, we believe the income derived from advertising therein should be free of
tax.

An Important service to girls is the American Girl magazine published by Girl
Scouts of the U.S.A. as a companion to our program. It translates our Girl Scout
purposes and beliefs Into magazine form. Since subscriptions cannot cover the
cost of the American Girl magazine, advertising appropriate to girl activity and
magazine content is sought. The sale of advertising helps to meet the cost, and at
present additional subsidy also is required from Girl Scout operations. If at
sometime our limited advertising revenue were to be taxed, Girl Scouts of the
U.S.A. would have to reduce its other services for girls accordingly. In fact, the
question probably would have to be faced whether Girl Scouts of the U.S.A. could
continue to publish this important vehicle to youth.

TheLeader magazine Is also published by Girl Scouts of the U.S.A. It is our
major means of communication to our 660,000 adult volunteer members, most of
whom serve as Girl Scout leaders. There is no subscription to the Leader maga-
zine. Advertising revenue only partially supports this magazine. As in the case of
the American Girl magazine, any tax to be paid on this revenue would result in
further reduction of services to our membership.

We therefore respectfully request any new legislation make provision that
where a magazine is published as a part of the program, advertising revenue
not be made subject to tax even if net income exceeds costs. We make this
request even though at the present time our magazines show a substantial loss.

THE PROPOSAL AS TO COST OR APPRECIATED VALUE OF GIFTS OF PROPERTY

Another proposal before the Committee raises for decision the question of
whether when gifts of property are made the donor should be subject to an
income tax on any appreciation In value realized from the time of acquisition
by the donor.

We believe this to be an unwise course to follow since it penalizes philan-
thropy. It could seriously threaten gifts of land for camps and donations for
other purposes.

We urge that this proposal not be accepted.

THE PROPOSAL AS TO CHANGES IN CLASSIFICATION OF EXEMPT ORGANIZATIONS

In the press release outlining the subject of these hearings the question was
raised as to changes in the classification of exempt organizations.
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We are aware that in the broad range and variety of charitable and philan-
thropic organizations total uniformity as to tax treatment may no longer be
possible or suitable. We are not able to suggest the lines of distinction and
division that might be made.

We do, however, wish to tell the Committee members that we believe that If
changes in classification are to be made, they should give particular recognition,
to the distinguishing character of Girl Scouts as an organization providing serv-
ice through volunteers for the character building of youth. We realize that any
special category which included Girl Scouts would also encompass other worthy
volunteer organizations that were also rendering needed and special service to
the United States in behalf of young people, in the field of education and social
welfare, or in other activities where the service of the citizen volunteer was
particularly needed and valuable.

SUMMARY

1. The p,'oposal as to denial of deductibility of contributions up to S% of the
donor's income.-There should not be a denial of deductibility on contributions up
to 3% of donor's adjusted gross income, or any "threshold" percentage.

2. The proposal as to advertising ineome.-Adverti lug income should not be
characterized as unrelated in the case of magazines and other periodicals pub-
lished where the editorial matter of the publication is related to its exempt
function.

3. The proposal as to cost or appreciated value of gifts of property.-Deduc-
tion for charitable contributions should be limited to the amount of cost or
other basis of the taxpayer in the property contributed, I.e.. if there is apprecia-
tion in value, such appreciation at the time of the contribution should not be
included in income at that time.

4. The proposal as to changes in classification of exempt organiratiom.-Any
change made in the classification of exempt organizations should recognize the
distinguishing character of Girl Scouts as an organization providing service
through volunteers for the character building of youth.

PINE MANNER JUNIOR COLLEGE,
Chestnut Hill, Mass., Sep tein ber 8, 1969.

SENATE FINANCE COMMITTEE,
New Senate Office Building,
Washington, D.C.

GENTLEMEN: I am concerned that in an effort to close tax loopholes which
should be closed, this bill may inadvertently injure colleges our society sorely
needs. If this were to occur, the nation would lose more in the long term than it
gained in immediate tax revenue.

Just to illustrate what this type of giving meant to private colleges and uni-
versities in Massachusetts in 1968

Total gifts received: $88, 555, 000.
Received in securities and properties: $49,288,000--5%.

56% of the gifts received by private colleges and universities in 1968 were in
the form of appreciated properties.

May I urge that the Finance Committee safeguard the present free transfer of
appreciated securities and property to non-profit college free of capital gains.
If this is not done, private giving will be drastically curtailed. This in turn will
reduce the effectiveness of private colleges and universities, and will in fact
endanger their very survival. This the nation cannot afford.

Respectfully submitted.
FREDERICK C. FERRY. Jr., President.

NORTHROP INSTITUTE OF TECIINOL.OY,
Ingletrood. Calif.. August 26, 1969.

Hon. RUSSELl. B. TANG,
Senate Office Building.
Washington, D.C.

DEAR SENA'TOR LONG: We view with apprehension the suggested charitable.
deduction revisions of the Internal Revenue Code which were passed by the
House of Representatives. As we are unable to appear before the Committee.
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personally, we trust that the comments set forth in this letter will be acceptable.
We are a relatively young, private college. In the past two years we have been

actively seeking funds for future endowment and building purposes through our
Deferred Giving Program. To accomplsh this, we have been encouraging indi-
vidtmls to create charitable remainder trusts or enter into life income contracts
with us. Thus far, our efforts have assured us of over one million dollars which
will come to the college through such arrangements.

We are currently seriously hampered in our efforts to raise an additional
one million dollars of gifts currently being processed because we are unable to
advise these donors, with any degree of certainty, as to what the charitable giv-
ing tax effect of the gifts will be due to the present House proposed tax revisions.
This would be a terrible loss to our need for future funds.

We appreciate the current concern over abuses created by some individuals
and foundations who perhaps have questionable motivations regarding tax de-
ductions or are seeking special advantages under the tax laws. We feel that cer-
tain portions of the proposed legislation designed to correct these limited abuses
would seriously impair our ability to obtain gifts in the future. We feel that the
House Ways and Means Committee, in attempting to prevent unfair tax advan-
tages from being utilized by a few abusers, would harm many potential donors
who rely on historically well established income and estate tax benefits to be
derived from giving.

We specifically wish to call your attention to certain specific proposals of the
House Ways and Means Committee and state our position. In setting forth our
feelings, we are confident in the belief that our thoughts are shared by every
college and university in our nation.

Tax deductible treatment of gifts of appreciated property.-The present law
permits a deduction for the fair market value of appreciated property without
a capital gains tax being levied on the appreciation. This should definitely be
retained. A donor frequently can be encouraged to make a larger gift than was
believed possible by being able to give appreciated property instead of cash. We
know of several instances of donations in our own history which were increased
because of this fact. We further are opposed to that section of the proposed law
which would reduce a donor's deduction for charitable contributions because of
the required "allocation" of a deduction where appreciated property has been
given to a charity. Such a provision is merely an indirect way of taxing the
appreciation on property gifts.

Charitable reminder trusts.-Present law states that when appreciated prop-
erty is transferred to a charitable remainder trust, no capital gains tax is pay-
able on the appreciation when the trust is created, nor is a capital gains tax due
when the property transferred is sold by the trust and the gain is permanently
set aside for charitable uses. We also find that the proposed provisions to limit
charitable remainder trusts to the "annuity" or "unitrust" type would compli-
cate our ability to explain such trusts to potential donors and also these types
of trusts would be difficult to administer, and thus would place a serious burden
on our college administrative staff.

Life income contracts.-In these contracts, as in the charitable remainder
trust, no capital gains tax is payable on appreciated property over the donor's
cost at the time of establishing such a contract. The current provision of the tax
law in this regard should definitely be retained. Further, capital gains incurred
in a life income pooled fund permanently set aside for charity should not be
taxed.

Charitable gift annuities.-The present tax treatment should also be retained.
As the House Bill's provision on bargain sales enacted the law should specifically
state that the transfer of appreciated property for a charitable gift annuity is
not a bargain sale.

Although this college has not been involved in a "two-year trust" we feel that
it is to the interest of our nation's colleges and universities that the current tax
treatment of such a trust be retained. The same is true of the current provisions
for unlimited charitable deductions. Regarding the rent free use of property,
we believe that a donor of such property is parting with something of value in
favor of a charity and that the tax benefits he might derive from such gener-
osity should be as liberal as possible.

We do support certain aspects of the House Bill to wit:
1. Taxing of organizations on income received from debt-financed invest-

ments;
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2. Extending the unrelated business income tax to cover all organizations
now exempt.

We further wish to encourage your support of a higher ceiling on the deducti-
bility on charitable contributions (now 30 percent of adjusted gross income). We
approve of the proposed 50 percent limit. We have seen situations with our own
donors where, under the present 30 percent limitation (even with a five-year
carryover for contributions in excess of this amount), they can not receive full
tax deduction benefits for their gifts. This is because those who have or will
enter into life income trust or contract arrangements with us simply do not
have a high enough income to receive full tax benefits for their generosity, yet
want to make a gift to the college and must retain income for their security in
later years.

We are particularly opposed to any consideration for the retroactivity in pro-
visions effecting charitable giving for the tax year 1969. Should any changes
come about, please do not make such changes effective prior to December 31, 1969.
Our efforts for the balance of this year have been made most difficult because of
the present uncertainty In the current tax law. To make any proposed changes
retroactive would be a severe blow to the efforts of all colleges and universities.

Sincerely, HOMIER GRANT, President.

WASHINGTON, D.C., October 2, 1969.
SENATE FINANCE COMMITTEE,

New Senate Office Building,
Wa8hington, D.C.

GENTLEMEN: I strongly urge that section 201 of the tax reform bill be revised,
as recommended by Assistant Secretary Cohen on September 4, to continue to
allow a charitable contribution deduction for income, gift and estate tax purposes
in the case of income interests given to charity for a term of years in the form
of a guaranteed annuity or a "unitrust", as defined in the bill.

However, gifts to charity of income interests and charitable remainder gifts
by owners of family enterprises will be vi 'tually eliminated unless the bill is also
revised to permit charitable income interest trusts and charitable remainder
trusts to hold stock of the family corporation for the limited period of the trust,
without applying the proposed Private Foundation rules with respect to "excess
business" holdings. Also, it should be made clear in the statute or by appropriate
reference in the Committee report, that the holding of stock of the family busi-
ness by a charitable income interest trust or a charitable remainder trust will
not be regarded as a speculative investment by the trust which jeopardizes its
charitable purpose, within the meaning of proposed section 4944.

Amendments along these lines are needed to prevent owners of family com-
panics from being treated as second-class citizens under the charitable contribu-
tion provisions of the bill. It seems most undesirable to deny owners of family
corporations the means of making substantial charitable gifts in trust in the
form of a guaranteed annuity or a remainder interest in the only valuable prop-
erty they may own, unless they, their spouses, brothers and sisters and lineal
descendants dispose of their stock in the family company or the trust itself gets
rid of the stock given to it.

Because of the relatively short-term nature of charitable gifts of income rights
with non-charitable remainders, or the retention of such income rights for the
grantor's family, with the remainder interest given to charity, there is no real
need to apply the proposed Private Foundation rules to such situations.

Attached is a draft of language amending the bill to achieve the objectives
outlined above.

Very truly yours,
JAY V. GLASMANN.

PROPOSED AMENDMENTS TO SECTIONS 101 AND 201 OF H.R. 13270 To CONTINUE
To PERMIT GIrTs OF STOCK OF FAMILY CORPORATIONS TO CHARITABLE INCOME
INTEREST TRUSTS AND CHARITABLE REMAINDER TRUSTS

1. Page 115 of the Bill as passed by the House (Union Calendar No. 172), be-
ginning with line 7 through line 9, strike "and the grantor is treated as the owneL
of such interest for purposes of applying section 671".

2. Page 115, beginning with line 13, strike out all through page 116, line 11.

33-805-69-pt. 3- 9
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3. Page 121, line 8, renumber paragraph (8) as paragraph (9) and insert new
paragraph (8) as follows:

"(8) Subparagraph (B) of Paragraph (7) shall have no application to i
charitable remainder annuity trust or a charitable remainder unitrust de-
scribed In section 664(d), or to a charitable present interest annuity trust
or to a charitable present interest unitrust described in section 2055(f)."

4. Page 131, line 14, renumber paragraph (2) as paragraph (3) and insert
new paragraph (2) as follows:

"(2) Subparagraph (B) of paragraph I shall have no application to a
charitable remainder annuity trust or a charitable remainder unitrust de-
scribed in section 664(d) or to a charitable present interest annuity trust
or a charitable present interest unitrust described in section 2055(f)."

5. Page 131, beginning with line 23, strike out all through page 132, line 6,
and insert the following:

"the interest is in the form of-
"(I) a remainder interest in a trust which is a charitable remainder

annuity trust or a charitable remainder unitrust described in section 664(d),
or

"(ii) a present interest in a trust which is a charitable present interest
annuity trust or a charitable present interest unitrust as described in section
2055 (f) ."

6. Page 137, after line 19 and before line 20, insert the following:
"(J) CHARITABLE PRESENT INTEREST TRUSTS.

"(1) CONFOBMING AMENDMENT. Subsection (f) of section 2055 (relating
to cross references) is amended by striking out '(f)' and inserting '(g)'.

"(2) A new subsection (f) of section 2055 is inserted to read as follows:
"'(f) CHARITABLE PRESENT INTEREST TRUSTS.-

"'(1) CHARITABLE PRESENT INTEREST ANNUITY TRUST.-A charitable pres-
ent interest annuity trust is a trust-

"'(A) From which a sum certain is to be paid, not less often than
annually, to an organization described in section 170(c), for a term of
years or for the life of one or more persons, and

" '(B) Following the termination of the annuity described in subpara-
graph (A) the remainder interest in the trust is to be transferred to,
or for the use of a person (other than the grantor or his estate) who
is not a person or organization described in section 170(c).'

"'(2) CHARITABLE PRESENT INTEREST UNITRUST.--A charitable present
Interest unitrust Is a trust-

"'(A) From which a fixed percentage of the net fair market value
of Its assets, valued annually, is to be paid, not less often than annually,
to an organization described in section 170(c), for a term of years or
for the life of one or more persons, and

"'(B) Following the termination of the interest described in subpara-
graph (A) the remainder Interest in the trust is to be transferred to, or
for the use of a person (other than the grantor or his estate) who is not
a person or organization described in section 170(c).'"

7. Page 133, line 17, renumber paragraph (2) as paragraph (3) and insert
the following new paragraph (2) :

"(2) Subparagraph (B) of paragraph 1 shall have no application to a
charitable remainder annuity trust or a charitable remainder unitrust
described in section 664(d) or to a charitable present Interest annuity trust
or a charitable present interest unitrust described in section 2055(f), pro-
vided none of the trustees is the grantor or a related or subordinate party to
the grantor (or would be such if the grantor were living), as defined in sec-
tion 672(c)."

8. Page 133, beginning with line 23, strike out all through page 135, line 2;
and in lieu thereof insert the following:

"section (a) or (b), no deduction shall be allowed under this section for
the interest which passes or has passed to the person, or for the use, described
in subsection (a) or (b) unless the interest is in the form of-

"(I) a remainder interest in a trust which is a charitable remainder
annuity trust or a charitable remainder unitrust described in section
664(d), or

"(ii) a present Interest in a trust which is a charitable present
interest annuity trust or a charitable present interest unitrust as
described in section 2055(f)."
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9. Page 52, line 7, after the comma insert "(except a charitable present interest
annuity trust or a charitable present Interest unitrust described in section
2055(f), or a charitable remainder annuity trust or a charitable remainder uni-
trust described In section 664 (d))".

MORTON F. PLANT HOSPITAL,
Clearwater, Fla., July 17, 1969.

Senator RusSELL B. LONG,
Chairman, Senate Finance Committee,
U.S. Senate,
Washington, D.C.

DEAR SENATOR LoNG: On March 25th this year I wrote you as President of the
Morton F. Plant Hospital Association, Inc. to register the official opposition of
our organization to certain of the Treasury's "Tax Reform Studies and
Proposals".

I now understand that these proposals and others may soon be considered
by hearings in the Senate Finance Committee. This letter is to reemphasize our
objections to such proposals as inimical to the best interests of our democratic
society which has long encouraged maximum support of society's problems by
private philanthropy rather than government subsidy.

In saying this I speak for more than 4,000 members of our Association who in
the last twelve years have contributed over half of the more than $8,000,000 that
have been expended for the construction of facilities and purchase of equipment
for this hospital. In addition, the hospital provides an average of $100,000 yearly
in treatment of our medically indigent citizens, part of which is also underwritten
by the charitable gifts of our membership.

While there may be merit In improving some of the existing tax laws such as
taxing income from debt-financed investments and extending the unrelated
business income tax, I strongly recommend that certain vital and long established
tax incentives should be retained as follows:

a) Gifts of Appreciated Propoerty should continue to be allowed a deduction
for the fair market value with no capital gains tax on the appreciation. Such
gifts to this institution currently average about 10% of the total gifts received
and are becoming an increasingly Important source of support, both in the size
of the gift and the number of donors.

b) Life Income Gifts should not be subject to capital gains tax for all or part
of the appreciation as under present law. While this institution has only recently
initiated a deferred giving program to encvmrage this type of gift, it is believed it
will become an increasingly important source of long-range funds because of the
security and freedom from investment worries it offers to many contributors.

c) There should be ino threshold, 3% or otherwise, on the deductibility of
charitable gifts. As indicated by our membership of 4,000 we have a large number
of relatively small contributors. While their Individual deductions are not
large, it Is probable that many would forego giving if the gift were not deductible.
On the other hand, wide support of the hospital, however small in monetary
value, exempliflies the very spirit of mutual endeavor in a worthwhile cause
that our democratic system has always fostered.

I strongly recommend that you and the members of your Committee reject
these proposals In Committee. Now is the time to foster support of social prob-
lems by the private sector rather than curtail it. In our own case we face an
urgent need to again expend our facilities to meet the demands of our service
area. The cost of such expansion will undoubtedly exceed our past expenditures
and without the community support these tax Incentives encourage we are cer-
tain to fail in meeting our responsibilities to the community.

Sincerely yours,
HAROLD L. HOEFMAN, President.
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NEW YORK UNIVERSITY,
New York, N. K, October 1, 1969.

Hon. RUSSELL B. LoNsl,
Chairman, Senate Finance Committee,
New 11nate Office Building,
W1ashington, D..

DEAR SENATOR LONG: We hav-e followed with great interest the evolution of
the tax reform legislation now under consideration by the Senate Finance Coln-
mittee. It is particularly encouraging, in these times of impatience with estab-
lished social institutions, that the legislative response to the demands of the
public for tax reform has been so prompt and so comprehensive.

As president of an institution which is crucially dependent upon the gen-
erosity of its alumni and friends, however, I am obliged to express my concern
with certain aspects of H.R. 13270 which, if enacted into law, would seriously
undermine the incentive to make charitable contributions and the long-standing
public policy of encouraging such contributions. Owing to the operation and
interaction of the bill's provisions as regards the limitation on tax preferences
(the so-called minimum tax) and allocation of deductions, an individual other-
wise disposed to make a substantial gift of appreciated property to a church,
school or public charity may be severely inhibited from so doing by the lack
of any determinable tax benefit. Even persons unlikely to be affected by the
minimum tax or allocatoin of deductions may be deterred from making charitable
contributions because of the uncertainty engendered by the extreme complexity
of these provisions,

The cause of tax reform undeniably required the elimination of those abuses
which have permitted public and private charities to share the bounty in schemes
primarily designed to increase the donor's after-tax net worth. The reform bill
will end such devices and in this regard must be acclaimed. Yet true reform,
while destroying unwarranted tax preferences, must preserve those Incentives
which stimuate bona fide charitable gifts. Aside from the charitable deduction
itself, the allowance of a deduction for the full value of appreciated property
is the incentive most vital to the welfare of our nation's colleges and univer-
sities. Diminution of this incentive. as would occur were H.R. 13270 to become
law, s hould only be permitted upon the considered judgment that the purposes
served Justify the risks of fiscal paralysis in higher education and of consequent
increases in governmental expenditures and control.

It is a most doubtful proposition that permitting a donor to deduct the full
vale of appreciated property creates the same kind of "tax preference" as doe.s
the deduction for capital gains, the receipt of interest on municipal bonds, accel-
erated depreciation or the other Items which, under the bill, would cause the
imposition of a minimum tax and the allocation of deductions. Unlike the tax-
payer who realized a long-term capital gain or receives tax-exempt interest, the
donor of appreciated property has reduced his net worth; that is, he has realized
no income and has become entitled to a charitable deduction only by giving away
property worth more to him than the deduction. Thus the donor of appreciated
property Is "preferred" only in the sense that the source of part of his deduct.
tion is attributable to untaxed appreciation, not untaxed income.

While there is a considerable question, therefore, as to whether equity requires
Inclusion of the appreciation component of gifts to charity among the class of
tax preferences, there is little doubt as to the drastic and immediate effect of
such incl'islon. All private educational institutions are dependent upon the con-
tinuing support of individual contributors, and it is no exaggeration to say that
our aspirations can only be realized if we are able to attract contributions from
those best able to make them. Such contributions, usually in the form of appre-
ciated securities, underwrite our continuing struggle for excellence and deter-
mine our potential for growth in service to society. Private education, in its
present form, cannot endure, nor should our society condone, the sacrifice of
such critical sources of revenue upon the dubious rationale which the tax reform
bill appears to offer.

I have attached nereto a memorandum which discusses this and other tax
reform issues and proposals which have been of particular concern to New York
University.Sincerely, JAMES '5. HESTER.

Enclosure.
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STATEMENT BY JAMES M. HESTER, PRESIDENT, NEw YORK UNIVERSITY

I am grateful for the opportunity to present, for your consideration, the views
of New York University on certain provisions of H.R. 13270, the tax reform
bill, and I should also like to express my personal satisfaction with the thought-
ful and comprehensive response of the Congress to the demands of the public
for basic reforms in our system of taxation. I am confident that your delibera-
tions will greatly advance the cause of equity in taxation.

The provisions of the tax reform bill with which New York University i's,
principally concerned are those which would effect basic changes In the treat-
ment of charitable contributions. Many of the provisions in this area are mean-
ingful reforms, and we heartily endorse the elimination of those incentives
which have encouraged charitable contributions solely as a means to increasing
the donor's after-tax net worth. Yet we feel that in some respects the bill would
reach too far, destroying those legitimate incentives which stimulate private
support for our colleges and universities and thus severely jeopardizing this
nation's capacity to meet the educational challenges of tomorrow.

Our primary concern is with the provisions which make the appreciation
element of gifts in property a "tax preference" item for purposes of both the
limitation of tax preferences and allocation of deductions. The House Ways and
Means Committee recognized that permitting the donor to deduct the full fair
market value of gifts to schools, hospitals and other publicly supported charities
serves as a crucial stimulus to make substantial gifts, but by making apprecia-
tion a preference Item most of the benefit of that stimulus will be lost. As you
are well aware, most of the support for any-private educational institution comes
from a relatively small number of alumni and friends, and large gifts are typi-
cally made in the form of appreciated property. It is a doubtful proposition at
best that reform would be served by deeming a contribution of appreciated
property a preference akin to the receipt of tax-free Interest, and to endanger
the quality of higher education on this premise seems a rash course Indeed.

There is a fundamental difference between making a gift of appreciated
property and those other transactions which are considered tax preferences
under the bill for purposes of LTP and allocation of deductions. Allowing a
donor to deduct the full fair market value of his gift, upon meeting the restric-
tions set forth in the bill as to the type of property contributed, will encourage
him to contribute by reducing the net cost of such gift to him. but it does not
permit him to profit; his net worth will have been reduced. Tax-free interest
and capital gains, on the other hand, represent untaxed income, while acceler-
ated depreciation and farm losses are tax benefits arising out of profit-seeking
activities which produce an increase in net worth through lessening of tax. In
short, the donor of appreciated property is "preferred" only in the sense that
the source of part of his deduction is attributable to untaxed appreciation, not
untaxed income. Granted that it may be less painful for the owner of substan-
tially appreciated securities to make a contribution than for one who makes an
equivalent cash gift, each has acted charitably because each has reduced his
net worth. The donor of appreciated property is preferred only in that lie
possessed such property and in that the law recognizes that its contribution, at
less net cost to him than its full value, serves a desirable social purpose.

While there Is considerable doubt, therefore, as to whether fairness requires
that the appre.-.tion element be included among the items of tax preference,
there is none whatsoever about the immediate and drastic effect of sucit inclu-
sion. While precise calculation of the cost to higher education Is impossible,
uncertainty about the net cost of major contributions, which would be dependent
upon all Items of income and deduction which bear upon the LTP and allocation
formulas, would induce hesitancy In any case and outright refusals to give In
many. It would surely create a climate in which expert income-and-deduction
juggling would reduce the cost of contributions, and college and university fund-
raisers could rarely advise prospective major donors as to the real cost of their
gifts. Indeed, we have already observed a reluctance to consider major gifts
pending the resolution of this problem.

Finally, it Is not at all Inconceivable that severe diminution of the private
sector's incentive to support higher education through contributions would be a
first step to vast expansion of public assistance programs. Private institutions
like New York University can maintain their activities only so long as they
can sustain a constant flow of contributions. :essening of private sutpiort would
require increased public support or radical retrenchment of education services
essential to our society. The decision that the public has to assume an obligation to
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provide substantial support for institutions heretofore privately sustained is not
one that should be made by indirection, especially on the dubious premise that
tax equity demands it.

GIFTS OF FUTURE INTERESTS IN APPRECIATED PROPERTY

In recent years New York University has benefitted from a significant number
of gifts of future interests in property. By permitting donors to reserve income
from contributed property for life, we are able to attract important gifts from
persons of relatively modest means-gifts which such persons simply could not
afford to make without the benefits of retained income and an income tax deduc-
tion for the present value of the remainder interest. The bill, in denying a deduc-
tion for the fair market value of a future interest in appreciated property unless
the donor elects to include the appreciation in income, would effectively destroy
all incentive to use this plan.

As to the portion of the appreciated property which may be considered to fund
the life income interest, the donor reaps an unwarranted benefit in avoiding tax
on the appreciation. But the solution posed by the bill goes beyond correction of
the abuse. What is necessary is not a blanket denial for all gifts of future interests
in appreciated property, but rather a separation of the transaction into two
elements, similar to the treatment afforded "bargain sales." Thus a portion of the
donor's basis in the entire property should be allocated to the life-income interest,
and he would be taxable on the appreciation attributable to that portion, but his
fair market value deduction would be preserved as to the remainder interest.

PERCENTAGE LIMITATION ON GIFTS OF APPRECIATED PROPERTY

The House bill Imposes a special limitation of 30 percent of a taxpayer's
"contribution base" on the deduction for gifts of appreciated property, while the
general limitation on gifts to churches, schools, hospitals and publicly supported
char!ties is 50 percent. It is at least questionable whether gifts of cash and prop-
erty which has not appreciated in value are entitled to such comparatively
favorable treatment, but even assuming that they are, the 30 percent limitation
should have reference to the appreciation, not to the entire value of the gift. Under
the bill, a donor with a contribution base of $10,000 who makes a contribution in
property worth $5,000 in which he has a basis of $4,0 would be limited to a
1-3.000 deduction, but were his basis $5,000, he would be entitled to the full $5,000
deduction. The inequity is obvious and should be remedied.

TAX ON FOUNDATION INVESTMENT INCOME

Under the House bill, private foundations, in addition to becoming vulnerable
to a variety of penalties for overstepping their charitable bounds or indulging in
certain proscribed investments, are liable for a 7% percent tax on "net investment
income." New York University depends heavily on foundation grants for support
of many of its programs. We assume that this 71 percent levy would have the
effect of reducing the amounts of funds which we might expect to receive from
these fo-indations. Furthermore, such a tax would seem to bear no relation to
costs incurred in supervising the activities of foundations; in effect It would
create an anomalous special class of partially tax-exempt organizations. Accord-
ingly, we endorse the Treasury recommendation to reduce the suggested tax to
two percent, an amount which bears a reasonable relation to the anticipated in-
creased costs of governmental administration and supervision.

THE "CLAY-BROWN" PROVISIONS AND THE URBAN UNIVERSITY

In mounting an assault on the "Clay-Browm" situation in which the purchase of
a business or other income-producing property by an exempt organization is
financed out of future profits, H.R. 13270 permits debt-financed acquisitions to
escape the unrelated business income tax where "all the use" of the acquired
property is related to the performance of the acquiring organization's exempt
purposes. It also excepts acquisitions of neighborhood land provided that it is
contemplated that the land will be used within 10 years in furtherance of such
exempt purposes, and if the intended future use requires that any structure on
the land at the time of acquisition be demolished or removed.

Meeting one or the other of thr'se exceptions may prove most difficult for the
growing urban university. If New York University, for example, has an oppor-
tunity to purchase, at an attractive ptice through debt-financing, an apartment
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hotel for eventual use as a dormitory, it may not be possible, for financial or
other reasons, to make an immediate complete conversion to dormitory use, yet
eventual use would not contemplate demolition. As a result, until conversion has
been completed, a percentage of rentals derived from both students and holdover
tenants would be subject to tax.

Perhaps the most equitable solution to this problem would be to tax only reve-
nues from persons whose occupancy is not in furtherance of the acquiring
organization's exempt purposes. Or, In recognition of the fact that demolition
provides unequivocal evidence of intent but is an inappropriate requirement, it
could be deleted, permitting the exception to be satisfied if the building were
completely converted to educational purposes within 10 years.

September 25, 1969.

STATEMENT SUBMITTED BY WILLIAM T. HUTTON, ATTORNEY, RE: AREAS OF PAR-
TICULAR CONCERN FOR NEW YORK UNIVERSITY

H.R. 13270, the tax reform bill passed by the House of Representatives on
August 7 and now under consideration by the Senate Finance Committee, will
effect changes of unprecedented scope in our system of F'ederal income taxation.
We at New York University recognize the need for basic and comprehensive re-
forms, and it is by no means our intention to convey the impression that tax
reform, per se, will be detrimental to University interests. A fairer apportionment
of the tax burden will strengthen oir society and increase confidence in govern-
ment, and thus we heartily endorse the bill's elimination of unwarranted tax
preferences, despite the possibility that some of the proposed changes may reduce
University revenues.

In certain respects, however, the bill would seem either to have gone beyond
the needs of legitimate reform or to have struck an improper balance between
the dictates of reform and the necessity to provide for the continued growth of
higher education. The provisions about which the University is particularly
concerned are those which would effect basic changes in the treatment of
charitable contributions and the proposed tax on private foundation investment
income. Many of the provisions in the charitable contributions area are meaning-
ful reforms, and we approve the elimination of those incentives which have
served to encourage contributions solely as a means to increasing the donor's
after-tax net worth. Yet we feel that the bill would destroy certain valid non-
abusive incentives which stimulate private support for our colleges and univer-
sities and thus would severely restrict our capacity to meet the educational
challenges of tomorrow. This memorandum, which supplements the comprehen-
sive statements of the American Council on Education and the Association of
American Universities, to which we subscribe, briefly discusses such problems and
offers some suggestions toward their solution.

GIFTS OF APPRECIATED PROPERTY-LTP AND ALLOCATION

Our primary concern is with the provisions which make the appreciation ele-
ment of gifts in property a "tax preference" item for purposes of both the limita-
tion of tax preferences (which creates, in effect, a minimum tax) and allocation
of deductions. The House Ways and Means Committee recognized that per-
initting the donor to deduct the full fair market value of gifts to schools,
hospitals and other publicly supported charities serves as a crucial stimulus to
make substantial gifts, but by making appreciation a preference item most of
the benefit of that stimulus will be lost. Not only will the net cost of substantial
contributions of appreciated property be increased by amounts which, in most
cases, will be virtually impossible to determine, but the sheer complexity of the
provisions In questions may be expected to create a long period of uncertainty
and inaction. It is a doubtful proposition at best that reform would be served
by deeming a contribution of appreciated property a preference akin to the
receipt of tax-free interest, and to endanger the quality of higher education on
this premise seems a rash course indeed.

There is a fundamental difference between making a gift of appreciated prop-
erty and those other transactions which are considered tax preferences under
the bill for the purposes of LTP and allocation of deductions. Allowing a donor to
deduct the full fair market value of his gift, upon meeting the restrictions set
forth in the bill as to the type of property contributed, will encourage him to
contribute by reducing the net cost of such gift to him, but it does not permit
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him to profit by actually increasing his after-tax net worth. Tax-free interest
and ca.pita gains, on the other hand, represent untaxed income, while accelerated
depreciation and farm losses are tax benefits arising out of profit-seeking activi-
ties which produce an increase in net worth through lessening of tax. In short,
the donor of appreciated property Is "preferred" only in the sense that the
source of part of his deduction is attributable to untaxed appreciation, not un-
taxed income. Granted that it may be less painful for the owner of substantially
appreciated securities to make a contribution than for one who makes an
equivalent cash gift, each has acted charitably because each has reduced his
net worth. The donor of appreciated property is preferred only in that he
possessed such property and in that the law properly recognizes that its contribu-
tion, at less net cost to him than its full value, serves a desirable social purpose.

While there is considerable doubt, therefore, as to whether fairness requires
that the appreciation element be included among the items of tax preference,
there is none whatsoever about the immediate and drastic effect of such inclusion.
While precise calculation of the cost to higher education Is impossible, uncer-
tainty about the net cost of major contributions, which would be dependent upon
all items of income and deduction which bear upon the LTP and allocation
formulas, would induce hesitancy in any case and outright refusals to give in
many. It would surely create an unhealthy climate In which expert income-and-
deduction juggling would be necessary to reduce the cost of contributions, and
college and university fund raisers could rare'v advise prospective major donors
as to the real cost of their gifts. Indeed, we have already observed a reluctance
to consider major gifts pending the resolution of this problem.

Finally, it is not at all inconceivable that severe diminution of the private
sector's incentive to support higher education through contributions would be a
first step to vast expansion of public assistance programs. Private institutions
like New York University can only hope to maintain their present programs and
provide adequately for growth so long as they can sustain a constant flow of
contributions. The lessening of private support would necessarily bring retrench-
ment unless funds could be found elsewhere. And the decision that the public
has an obligation to provide substantial support for Institutions heretofore
privately sustained is not one that should be made by indirection, especially on
the dubious premise that tax equity demands it.

Accordingly, we strongly recommend that appreciation on gifts of property
be removed from the list of tax preference items for both LTP and allocation of
deduction purposes.

GIFTS OF FUTURE INTERESTS IN APPRECIATED PROPERTY

In recent years the University has benefitted from a significant number of
gifts of future interests In property. By permitting donors to reserve income
from contributed property for life, we are able to attract Important gifts from
persons of relatively modest means-gifts which such persons simply could not
afford to make without the benefit of retained income and an income tax deduc-
tion for the present value of the remainder Interest. The bill, In denying a deduc-
tion for the fair market value of a future interest in appreciated property
unless the donor elects to Include the appreciation In income, would effectively
destroy all Incentive to use this plan.

As to the portion of the appreciated property which may be considered to fund
the life income Interest, the donor may reap an unwarranted benefit If lie is able
to avoid tax on the appreciation. But the solution posed by the bill goes beyond
correction of the abuse. What is necessary is not a blanket denial of the deduc-
tion for all gifts of future Interests in appreciated property, but rather a separa-
tion of the transaction into two elements, similar to the treatment afforded
under the bill to "bargain sales." Thus a portion of the donor's basis in the
entire property should be allocated to the life-ineome interest, and lie would
be taxable on the appreciation attributable to that portion, but his fair market
value deduction would be preserved as to the remainder Interest.

PERCENTAGE LIMITATION ON GIFTS OF APPRECIATED PROPERTY

The House bill imposes a special limitation of 30 percent of a taxpayer's "con-
tribution base" on the deduction for gifts of appreciated property, while the gen-
eral limitation on gifts to churches. schools, hospitals and publicly supported
charities is 50 percent. It is certainly questionable whether gifts of cash and
property which has not appreciated In vahue are entitled to such comparatively
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favorable treatment, but even assuming that they are, the 30 percent limitation
should have reference to the appreciation, not to the entire value of the gift.
Under the bill, a donor with a contribution base of $10,000 who makes a contri-
bution in property worth $5,000 in which he has a basis of $4,900 woold be
limited to a $3,000 deduction, but were his basis $5,000, he would be entitled to
the full $5,000 deduction. The inequity is obvious and should be remedied.

TAX ON FOUNDATION INVESTMENT INCOME

Under the House bill, private foundations, in addition to becoming vulner-
able to a variety of penalties for over-stepping their charitable bounds or
indulging in certain proscribed investments, are liable for a 7 _, precent tax
on "net investment Income." New York University receives substantial support
from private foundations, and we predict that this 7 percent levy would have
the effect of substantially reducing the amounts of funds which we might
expect to receive from such foundations. Furthermore, such a tax would seem
to hear no relation to increased costs to be incurred in enforcing the bill's
restrictions and in supervising the activities of foundations; in effect it
would create an anomalous special class of partially tax-exempt organizations.
The restrictions upon activities and limitations on investments contained in
the bill provide ample protection against the abuses which have arisen with
respect to a minority of private foundations; there is no further need or Justifi-
cation for diminishing the social utility of all such organizations through the
power to tax. Accordingly, we endorse the Treasury recommendation to reduce
the suggested tax to two percent, an amount which bears a reasonable relation
to the anticipated increased costs of governmental administration and super-
vision.

THE "CLAY-BROWN" PROVISIONS AND THE URBAN UNIVERSITY

In mounting an assault on the "Clay-Brown" situation, In which the purchase
of a business or other income-producing property by an exempt organization is
financed out of future profits, H.R. 13270 permits debt-financed acquisitions to
escape the unrelated business income tax where "all the use" of the acquired
property is related to the performance of theacquiring organization's exempt
purposes. It also excepts acquisitions of neighborhood land provided that its is
contemplated that the land will be used within ten years in furtherance of such
exempt purposes, and if the intended future use requires that any structure on
tV- land at the time of acquisition be demolished or removed.

Meeting one or the other of these exception may prove most difficult for the
University. If we have, for example, an opportunity to purchase, at an attractive
price through debt-financing, an apartment hotel for eventual use as a dormitory,
It may not be possible, for financial or other reasons, to make an immediate coin-
plete conversion to dormitory use, yet eventual use would not contemplate demo-
lition. As a result, until conversion has been completed, a percentage of rentals
derived from both students and holdover tenants would be subject to tax.

Perhaps the most equitable solution to this problem would be to tax only rev-
enues from persons whose occupancy Is not in furtherance of our educational
purposes. Or, In recognition of the fact that while demolition provides unequivo-
cal evidence of Intent, it is an inappropriate test, such requirement could be
deleted, permitting the exception to be satisfied if the building were completely
converted to educational purposes within ten years.

The foregoing discussion is addressed to our principal concerns with the
tax reform legislation. While various technical problems, such as those having
to do with the effective dates of certain portions of the bill, are also of inter-
est to us, we are confident that these are essentially problems of recognition,
not of policy, and that they have been brought to the attention of the Senate
Finance Committee and its staff.

WILLIrAM T. HUTTON,
Attorney.

UNIVERSITY OF NEVADA,
September 11, 1969.Hon. ALAN BIBLE,

U.S. Senate,
Washington, D.C.

DEAR SENATOR BIBLE: I am writing to you and Senator Cannon to express my
grave concern, as Chairman of the Board of Regents of the University of
Nevada, concerning tax Section 201(h) contained in H.R. 13270, the new Tax
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Reform Act of 1909. We feel strongly that the provisions of till Sectloit will be,
damaging to the future development of the University of Nevada System. In
recent years, the University of Nevada has received great benefit from the gifts
of individuals and foundations in developing programs ani in constructing
facilities which the State would otherwise have been unable to provide. It is
vital that we be able to continue to obtain these gifts in the future.

At the present time, the charitable income trust is a useful method through
which charities can get needed support. Under a charitable income trust, income
from principal goes to charity for a fixed number of years, with the principal
then reverting to the donor. For example, a hospital or college which is under-
taking a twelve-year building program can get a donor (who has property whicht
he is unwilling to give up permanently) to transfer such property to a trustee
who will pay the income from the property to the college or hospital for twelve
years. At the end of tihe building program, the property is then returned by tie
trustee to the donor.

Under Section 201(h) of H.R. 13270, tihe donor will receive no income tax
deduction for his gift to the college or hospital. In addition, he will have to pay
gift taxes (or estate taxes, if he dies)' on the amount of the gift. In other words,
the donor will have to pay a gift tax for the privilege of giving to charity.

Worthy chirities and educational institutions have a hard enough time raising
funds under the present law which permits the donor to receive an income tax
deduction for the value of his charitable gift. If he is now to be denied the income
tax deduction and, in addition, obliged to pay the same gift tax as if he made
the gift of income to his child or grandchild, It is unlikely that a donor would
choose to give the income to a charity before giving it to a member of his own
family.

During the past five years. the Treasury Department, the American Law
Institute and the Brookings Institution have been conducting the most detailed
study ever made of the Federal estate and gift tax laws. As a result of these
studies, the Treasury has made proposals to Congress which Congressional
leaders have indicated will result in a major revision of the entire Federal
estate and gift tax laws, once the current income -tax reform bill has been com-
pleted. The approach to charitable gifts cotaiwd in Section 201 (h) is directly
contrary to the recommendations made by these tnStitutions to the Congres.

Even more important, Section 201(h) concerns only the Federal estate ann gift
tax laws. As such it should be considered, in context, as part of the pending
revision of the Federal estate and gift tax law. With res,)ect to its inclusion in
H.R. 13270, it bears no closer relationship to the income tax reform than any of
a hundred other provisions of the Federal estate and gift tax law. If there are
any meritorious ideas in Section 201(h), they should he studied as part of the
revision of the Federal estate and gift tax laws and not inserted at the last
minute as part of the income taxv reform bill.

In short, Section 201 (h) should be deleted from H.R. 13270 because:
1. It is a complicated and obscure piece of gift and estate tax legislation that

can be adequately considered only as a part of a broad revision of the Federal
gift and estate tax laws.

2. It will capriciously discriminate against certain forms of charitable giving,
while Ignoring others.

3. The imposition of gift and estate taxea on charitable giving Is certain to
discourage such gifts. As a consequence, no tax revenue will be raised and
charitable organizations will be denied important and unique sources of funds.

I am sure from the foregoing that our concern is understandable. This Section,
201(h), will be harmful to all institutions of higher learning, hospitals and other
eleemosynary institutions. As you both undoubtedly know, in addition to other
fund-raising facilities, the Board of Regents has created two foundations, the
Nevada Southern Land Foundation for the University of Nevada, Las Vegas,
and the University of Nevada lInd Foundation for the University of Nevada,
Reno. We have also received a great deal of help from other charitable founda-
tions and from gifts by individuals. Any legislation such as this would dis-
courage private giving and charitable foundations and be most unfortunate for
the University of Nevada.

We certainly hope that you and Senator Cannon will be able to get this
Section stricken from H.R. 13270 and that it will be given more mature and
detailed consideration when the revision of, the Federal estate and gift tax laws
comes up, probably next year.

Warmest regards.
Yours sincerely, PROCTER HU, Jr., Chairman.
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lIe Technical analysis of 11111 Section 201 (11) of I.R, 13270.
Section 201(h) was a last minute addition to II.R. 13270. It adds to

the Federal income tax reform bill at comlplicated change ti the Federal
,state and t/ft tax law. Section 201(h) deals solely with changes ill the

Federal estate and gift tax law and is indevieldent of any of the proposed incomiie
tax changes hi 11.1t 113270. Since the Treiisury has already prolosd major
changes In the Federal estate and gift tax laws and Congressional leaders have
indicated that this will ie the next major tax legislation Ct)nsidertil, Section
201(h) should be considered I1s part, of the proposed Federal estate and gift tax
bill rather than being arbitrarily inserted in the income tax reform hill.

This melnoran(um Is divided into four pairts:
(1) Part I describes how the Federal estate and gift tax systems operates.

It also shows what the l)raetical eff(ct of Section 201(h) would be.
(2) Part II traces the history of both II.R. 13270 and the companion Federal

estate and gift tax legislation which Is now pending in the House of Representa-
tives. It concludes that It is illogical for Section 201 (i) to be considered as part
of H.R. 13270 rather than as part of the pending Federal estate and gift tax
legislation.

(3) Part III discusses the objectives which almost all estate and gift tax
experts agree Federal legislation should seek to achieve. It then measures the key
proposal In Section 201(h) against these standards and explains why this pro-
posal is poor legislation.

(.4) Since Section 201(b) is so complicated as to be virtually incomprehensible.
Part IV analyzes and attempts to restate its provisions in understandable lan-
guage.

I[. TlE FEDERAL ESTATE ANI) Ol-r TAX SYSTEM IESCRIIIEI)

IRO Section 2501 initially includes all gifts as taxable gifts. IR(' Section 2522
eliminates charitable gifts from those on which a gift tax must be paid.

Section 201(h) would change this. The present simple provision which allows
a deduction for the value of all )rolKrty given to a (Jualitled charitablee organ-
ization would be replaced by live pages of complicated rules. Under these pro-
posed rules some charitable gifts would qualify for a charitable deduction and
some would not. It is important to note that under the gift tax law a (haritable
deduction can never reduce the aniount of gifts to anyone other than the charity.
If you deny a deduction for a gift to a charitable organization this is simply an-
other way of saying that the (lonor will be required to pay a gift tax oni his
charitable gift. Furthermore, if a gift to charity is taxed in tiny year. this lmri-
table gift will be added to the donor's total gift,,, in all future years. Since the
gift tax rate Is computed on the cumulative amount of gifts made ii ' prior years
added to gifts in the current year. the donor not only has to pay a gift tax on the
gift to charity in the year lie makes tile gift, but if lie makes gifts to his children
or other Ilersons in any future year, these non-charitable gifts will be taxed at
a higher rate than if the charitable gift had not been made in the earlier year.
The same will hold true for taxable gifts to charity in future years.

The Federal estate tax applies to gifts made at a person's death in the same
manner as the gift tax applies to lifetime gifts. Under present law all of a (ete-
dant's property is initially included as part of his gross eshte and 0 deduction
is then allowed for the value of the prollerty given to a qualified charity. The
effect is to tax only the property which is given to non-charitable beneficilries.
The charitable deduction cannot be used to offset or reduce the antomit of prop-
erty passing to non-charitable beneficiaries vhich Is subject to tax. No incomes
tax deduction is allowed for gifts to chrity at a person's death so no luicone tax
benefit is obtained by making such gifts. No one will pay estate taxes for the
privilege of giving property to charity at his death. If Section 201 h) becomes
law, people will simply cease making charitable gifts which would Ie subject to
estate tax.

It. BACKGROUND OF PENDING FEDERAL TAX LEGISLATION

(a) Treasury proposals
In early 11)(9, at the request of Congress the Treasury D)epartment submitted

detailed suggestions for major changes in the Federal income tax laws. At the
same time, the Treasury submitted proposals for a major revision of tile Federal
estate, Und gift tax laws. The Federal estate and gift tax recommendations grew
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out of concurrent five year studies by tile Treasury. the knmrican Law Istiitute
and the Brookings Institution.

(b) Action, by House of Rcprcscntatiecs.
The Ilouse of Representatives has now passed 1I.1. 18270 entitled "A Bill to

Reform the Income Tax Laws". It contain, : 363 iag.es of detailed proposals for
the most thorough revision of the Federal income tax in the past fifty years.
Congressional leaders indicate that this massive income tax reform will lie fol-
lowed by an equally thorough and extensive revision of the Fedral c.'tatc and
f/ift tax law.

The proposals contained in Section 201(h) were not part of the original
Trea-sury proposals for revising the Federal estate ait(1 gift tax law and, of
course, were not part of the Federal income tax revisims pro)posals. Bill Section
201(h) appears to be a last minute addition by someone hvllo felt that as long
as income tax provisions relating to charitable gifts were being mssed. -omle
estate and gift tax provisions should be aded. Time only reference to Section 201
(h) in House Report 91-413 (Part 1) which accompanied II.R. 13270 was ait the
top of Page 62 where, after discussing the income tax changes, it states tlit the
bill also provides "comparable ... gift tax" treatment The actual wording
of the hill not only provides this gift tax treatment (as if income tax and gift
tax problems of charitable trusts were comparable), it violates the legislativ,'
intent by adding estate tax liability as well.

Congressional committees and committees of tax experts have from thne to
time made attempts to correlate the Income tax treatment of a transaction with
its estate and gift tax treatment. These committees have uniformly concluded
that the functions and objectives of the income tax are so different from those
of the estate and gift tax that the two systems shoud be kept separate. The de
srability of this is illustrated by the current income tax and gift tax proposals
relating to charitable income trusts. The fundamental point is that, the effect of a
gift tax charitable deduction Is entirely different from an income tax charitable
deduction.

An income tax charitable deduction reduces the tax payable on other income:
a gift tax charitable deduction does not reduce the tax payable omi other gifts.
In other words, if a taxpayer makes a gift to charity and is allowed a charitable
income tax deduction, he pays less tax. than if lie had not made the gift. If lie is
niot allowed an income tax deduction for his charitable gift he pays the sanei in-
conie tax as If he had not made the gift. The gifttax result is just the opposite. If a
gift tax deduction, iN allowed for the charitable gift, the taxpayer pays exactly
the .samnc gift tax on his other gifts as if he had not inadc the charitable gift.
His tax on his other gifts is the same as if he had kept the nioney which he gave
to charity. If no gift ta.r deduction is allowed for the charitable gift. he patl. (I
greater gift tax than If he had kept the money and spent it on himself instead of
making the charitable gift. Ile must pay a gift tax on his gift to charity ald,
sice all taxable gifts are combined in setting rates, he will pay tax at a higher
rate on other gifts in the year of the gift and all future years.

Section 201(h) concerns only the Federal estate and gift tax laws. As such it
should be considered, in context, as part of the pending revision of the Federal
estate and gift tax law. With respect to its inclusion in hIR. 13270, it bears no
closer relationship to the income tax reform than any of a hundred other pro-
visions of the Federal estate and gift tax law. If there are any meritorious ideas
in Section 201(h) they should be studied as part of the revision of the Federal
estate and gift tax laws and not Inserted at the last miimute as part of the income
tax reform bill.

III. STANDARD FOR A.LOWING A CHARITABLE DEDUCTION FOR FFIJLRAL ESTATE

AND orrr TAX PURPOSES

The recent exhaustive studies of the Federal estate and gift tax law 1, re-
spected expert. have developed certain basic objectives which Federal legisla-
tion should seek to achieve. Those listed below are taken from the objectives (e-
veloped by Professor A. James Casner and part of the American Law Institute
study. Other experts may describe the objective in different language, and miiy

. 'The subsequent Supplemental Report of the House Ways and Means Committee (91-
413-Part 2) has a more accurate description of what was actually done, but faliq toeither carefully analyze the effect of the proposed chances or any Justifleation for them.
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attach differing degrees of iml)ortace to the various (ijcctivies. However. dlintrAt
all experts agree that these are the standards which good Federail estate and gift
tax legislation :should seek to achieve. They are listed ald discussedd here in de-
tail for two reasons. First, it will be apparent that proposed Section 201 h) can-
not be considered good legislation under any of these tests and uiust be considered
as affirinativety ad legislation under most of them. Secondly, although the Treas-
ury, American Law Institute and Brookings Institution experts differed on the
details, all favored a major revision of tile Federal estate and gift tax structure
which Is based on the objectives listed below. Section 201 h) is in lirect CojfliCt
with these objectives.

(a) Tie law should scek simple but not simplistic solu tions.
1. Simplicity.-There has been a growing concern that the tax laws have be-

come so complicated that only the most sophisticated tax specialists really till-
derstand them. This is obviously undesirable. New tax legislation should strive
to be as simple as possible. Some complications are necessary to make the law
fair and to prevent tax evasion, but a conscious effort should be made to draft
these provisions in the simplest, most understandable manner.

2. Avoid simplistic solutions.-The estate and gift tax law should recognize
that peoples' circumnstances differ. For example, the elderly bachelor with an ill-
valid sister may want to provide that the income front his property goes to his
sister for life with the remainder to charity. In contrast. the father with young
children who wants them to learn to rely on themselves before relieving his
money may want the income to be paid to charity for a stated period of time be-
fore the remaining property is turned over to his children. The simplistic solu-
tion ignores these differences.

Section 201(h) decrees that only certain types of charitable gifts will not be
taxed. It arbitrarily denies a deduction for other equally worthy gifts. As has
been pointed out above, a gift or estate tax deduction, does not provide any affirm-
ativc tax benefit to the donor. A charitable deduction should not be denied by
reason of the form of the gift which fits the donor's circumstances.

Section 201(h) violates both of these rules. It is so complicated that even a
tax expert cannot understand it without first studying its provisions in detail.
Furthermore, it provides a simplistic, arbitrary solution. If you want to transfer
$25,000 to a trustee who must pay $1,000 per year to charity for fifteen years
and then deliver whatever is left to your son, you lust pay a gift or estate tax
on the money which goes to charity as well as on the property which your son
will receive. If, Instead, you want to transfer property in trust to nmke payments
to your son and eventually pay what is left to charity you will not have to pay tax
on the money left to charity.

(b) Tax neutrality
The ideal estate and gift tax system is one which will reduce, if not eliminate,

the situations in which the formi of the gift changes the tax results. Some ex-
perts feel that an exception should be made if a valid su~ial or economic purpose
would be served by encouraging a particular form of transaction. In such In-
stances they feel it is proper to provide incentives to encourage taxpayers to
adopt the socially or economically desirable form of the transaction.

Section 201(h) is bad legislation under either rule. It arbitrarily provides that
gifts to certain "charitable remainder unitrusts", "charitable remainder annu-
ity" trusts, and outright transfers will not be taxed but gift and estate taxes will
be imposed on all other forms of charitable gifts. As long as a qualitled charity
is assured of receiving the gift. there is no reason to tax some charitable gifts
and not others. The law should be continued in its simple, easily understood
present form. If the charity will receive the money. a gift or estate tax deduc-
tion should be allowed for the yalue of th, gift to the charity. If the charity is
not assured of getting the money, no reductionn should lie allowed. The form of
the gift should be immaterial as long as the form of the gift does not jeopaidiize
the charity's Interest in the property.

It is not desirable to tax some forms of charitable gifts and not others. If
there is any rational basis for the determination of which form of gift will be
taxed under Section 201(h), it is not apparent from any of the statements in
the Treasury's original proposal to Congress nor from any of the published
legislative history. The only explanation may lie in the Biblical directive--
"The last shall be first and the first shall be last." If the doomr puts jiritratc in-
terest first and the charitable it-ercst last, he can qualify for a charitable de-
duction. If $25,000 is transferred to a trustee with directions to pay $1.00 per

at -
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year to the donor's friend for fifteen years and, at the cnd of the fifteen years
to pay what is left to charity, a charitable deduction is allowable. If the donor
put, the charity first anl the private interest last, he' is not entitled to a char-
itable deduction. If it is the charity which is to receive $1.000 per year for fifteen
years and, when it is paid in full, the friend gets what is left, no charitable de-
duction is allowed.
(c) Taxpayers who are similarly situated should be treated in the same manner

The existing Federal estate and gift tax rules for (haritalie gifts are generally
recognized as fair rules which treat all persons alike. This is not true of pro-
posed Section 201(h).

For example, if a donor transfers $25.000 to an independent trustee to pay
the income to charity for ten years and one month and then return the property
to the donor, a gift tax would be Imposed on the gift to charity. If the transfer
were for nine years and eleven months there would be no gift tax. This distinc-
tion between gifts for more or less than ten years was not adopted for anuy reason
having anything to do with estate or gift taxes. It is the accidental result of
cross reference to the Income tax law where a taxpayer was required to give the
Income on his property to someone else for at least ten years if he was to avoid
being taxed on the income. Where the policy of the income tax law was to re-
quire the property to be given away for at least ten years, Section 201(h) now
penalizes the taxpayer who does so. However, In many cases the taxpayer can
avoid that result by retaining rights over the property. For example, if the
property transferred to the trust was stock in a corporation which the donor con-
trolled he could avoid a gift tax by retaining the right to vote the stock trans-
ferred to the trust. Similarly, he could avoid any gift tax by retaining a power to
reacquire the trust assets by substituting other property of equivalent value.

Tax legislation which treats persons shllarly situated in an entirely differ-
ent manner is undesirable. Proposed Section 201 (h) Is particularly undesirable
in adopting arbitrary rules to determine who should be taxed and, more inipor-
tantly, in adopting rules which tax the most desirable forms of charitable gifts
and exempt the less desirable forms. As the above examples show, the transfer'.
which provide the charity with naximumn assurance that it will reccire the
money are those which are taxed. Where the donor retains rights which mall
allow him to divert to private purpose some of the value for which a charitable
deduction has been allowed, he M8 granted tax exemption.

(d) To impose reasonable restrictions on the inheritance of wealth
In those few cases where the donor cannot or will not recast the form of the

charitable gift, he will undoubtedly retain all or most of the money during his
lifetime and give it to his heirs at his death. It is against human nature to ex-
pect a person to pay gift or estate taxes to give money to charity when he can
avoid that tax during his lifetime by keeping the property and, at his death,
can give the money to his family without incurring any greater tax than If he
gave it to charity. Proposed Section 201(h) thus has a tendency to encourage
the very thing that the estate and gift tax laws seek to discourage.
(e) To produce revenue

Section 201(h) will not raise any significant tax revenue. Section 201(h)
(,xpresdj denies the gift tax deduction in the very cases where no income tax
deduction is allowed. No one will pay a gift tax to give money to charity when he
gets no income tax deduction for the gift and can avoid the gift tax by keeping
the money and spending it himself.
(f) To produce a tax structure that will be regarded as fair

Section 201(h) arbitrarily taxes certain forms of charitable gifts while other
forms which are no more worthy escape tax. For example, if a person owns somie
real property and gives it to his wife and a qualified charity In equal shares as
tenants in common, the gift to the charity will be taxed. If a person wills his
home, or art objects In it, to charity, but provides that if his elderly wife survives
him she can live in the house or can use the art objects during her remaining
lifetime, it Federal estate tax would have to be paid on the entire value of the
house and art objects even if his wife lived to use them for only one week after
her husband's death. Many additional examples could be given. These are not
isolated examples of unusual situations. They are specific Illustrations of some of
the many types of gifts which have been important sources of funds for charity
in the past, hut which will be eliminated in the future. They are every bit as
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worthy as the permitted types of charitable gifts. They are elimiiated solely be-
cause they do not fit into one of the three neat pigeonholes that Section 201(h)
arbitrarily ,4elects as the only permitted forms of gift. The objective of the Federal
estate and gift tax laws should be to assure that a qualified charitable organization
actually receives the money for which the estate and gift tax deductions are
allowed, not to create sheltered preserves which permit certain forms of gifts and
)rolibit others.

IV. ANALYSIS OF TIE CONTENTS OF SECTION 201 (11) OF 11.1. 13270

Section 201 (h) directly, or by ,:-oss reference to other provisions of II.R. 13270
adds over forty pages of complicated new rules to the existing Federal estate and
gift tax law. The major thing that it will accomplish is to require many charitably
motivated people to hire tax experts to read and analyze Section 201(h) and
advise thein how they can make the gifts they have in mind.

The changes proposed by Section 201(h) call be summarized as follows:
(a) Federal estate and gift taxes will be imposed on gifts to charitable organi-

zations unless the organization has been exempted by the Secretary or his delegate
or the organization's governing Instrument has been amended to require that the
organization comply with numerous technical requirements relating to distribu-
tions of its income, transactions it can engage in, expenditures it can make, and
investments which it can hold.

Commnt: These changes will cause problems because of their complexity and
poor drafting. They will also create chaos for those who desire to make gifts or
bequests between the time the law Is passed and the time the charitable organi-
zations can comply with the new procedural red tape. The changes will cause
serious problems for a few organizations which, although operated in exemplary
fashion, have unamendable charters which do not contain the required wording.
It is doubtful if this portion of Section 1201 (I) will have any appreciable effect
on estate and gift taxes. The estate and gift tax law has long denied deductions
for gifts to charitable organizations which could be diverted to private use.
Section 201 (h) adds little or nothing of substance to this.

(b) No estate tax deduction will be allowed for a charitable gift unless it is in
the form of a "charitable remainder annuity trust", a "charitable remainder uni-
trust" or an outright transfer. Section 201(h) intends to deny gift tax deductions
in similar cases, but the language used in drafting the statute will accomplish
this In some cases and not in others.
Comment: These are the changes which have been discussed at length at earlier

portions of this memorandum. For the reasons indicated no amount of redrafting
of language could make these proposals into desirable tax legislation. They would
substitute complex, arbitrary and unfair rules for the desirable portions of the
existing law without Improving the existing law In any way.

The undesirable features of Section 201 (h) are made worse by subparagraph 7
of Section 201 (J) which excepts these provisions from December 31, 11M9 effective
date applicable to most of Section 201. The Federal estate tax provisions are made
applicable to anyone dying after the date of enactment without the grace period
for existing wills usually provided in this type of legislation.

The gift tax changes are even worse. They are made retroactive to April 22,
1909. This means that they will impose gift taxes on charitable gifts made be-
tween April 22, 1969 and August 2, 1909, which is the first date on which these
proposed changes were made public.

CONC LUSION

For five years a distinguished panel of lw professors and tax attorneys
studied the present Federal Estate and Gift Tax laws under the sponsorshiP, of
the American Law Institute. During the same period a distinguished group of
professors and economists studied the Federal Estate and Gift Tax laws under
the sponsorship of the Brookings Institution. The Treasury l)epairtment's own
state and gift tax experts participated in the American Law Institute and
Brookings Institution studies and conducted independent studies of their own.
These studies have resulted in proposals to Congress for the most sweeping revi-
sion of tie Federal Estate and Gift laws in their history. Nowherc is these pro-
posalV or in 1 a11j of the rohluminous detailed reports of these studies is there any
support for th e proposed change-s in Section 201 (i ) of 11.1R. 13270.

Section 201 (h) Is a proposal which violates every rule for sr'und tax legislation.
It is complicated where simpler provisions would be more effective. It fails to
close any tax loop-hole or prevent any tax abuses. It does not increase tax
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revenues. It arbitrarily allows tax deductions for certain forms of charitable gifts
while penalizing other more worthy forms.

One conclusion is inescapable. Section 201 (h) should be eliminated from 11.11.
13270. It did not belong there in the first place. If anyone feels it has any merit
it can be considered as part of the pending Federal estate and gift tax legislation.
However, for the reasons indicated in this memorandum, Section 201 (h) has so
little to recommend it that everyone's time would be better spent in examining
the carefully researched proposals which have resulted from the American Law
Institute, Brookings Institution and Treasury studies than in searching for any
meritorious Ideas that might be hidden in Section 201 (h).

GEORGETOWN UNIVERSITY,
Was8hington, D.C.. September 5, 1969.

lion. RUSSELL B. LoNG,
Chairman, Senate Finance Connmittce,
Senate Office Building,
lWashington, D.C.

DEAR MR. CHAIRMNAN: Certain provisions in H.R. 13270, a bill to revise the in-
come tax laws, would, if enacted, have a serioti - Oect on the fund raising efforts
of private institutions like Georgetown Universi

Private education, already in serious financial straits, may be permanently
crippled if philanthropic support from generous alumni and friends is curtailed
by restrictive federal legislation.

Clearly, certain tax laws need reforming but I do not believe that laws govern-
Ing charitable gifts to private institutions, like schools and churches, are loop-
holes that need plugging. To the contrary, for the past 30 years Congress has been
encouraging such gifts with enlightened tax Incentive legislation

Universities and other charitable lastitutions depend on gifts of appreciated
securities and property. In the past, donors have given appreciated securities and
property freely because there was an Incentive to do so-a gift of appreciated
securities to a charitable institution was exempt from the capital gains tax.

H.R. 13270 largely eliminates tax advantages for persons establishing trusts
for nonprofit organizations by taxing the appreciated portion of the gift. Trusts
and other forms of deferred giving are the most Important single source of long-
range support for private universities.

In addition, the bill establishes complicated procedures for gift giving, makes
some changes retroactive and reduces other incentives, In my opinion, the "allo-
cation of deductions" provisions, if passed, is so wieldy that donors will hesitate
to give in the future what they now give freely.

If H.R. 132(0 Is enacted, I fear that private giving will be curtailed and the
government will soon be forced to replace a large amount of philanthropy with
tax dollars. This represents a major shift in public policy, designed and written
into law by previous Cogresses to encourage private support of a broad range
of charitable services.

HR 13270 should be closely examined by the Senate Finance Committee and
others concerned with the preservation of non-profit service organizations.

In large measure, the success of our society depends upon an efficient and effec-
tive system of private higher education which relies upon the philanthropy of a
concerned American public for support. Passage of H.R. 13270 would deal severe
blows to private education and endanger the survival of private universities
already faced with spiraling costs in this inflationary era.

I hope the Senate Finance Committee will give H.R. 13270 the characteristi-
cally thorough examination It deserves.

Very sincerely yours,
R. J. IIENE,

President.

RCA,
New York, NY.,.1 11gust 12, 1969.

Re Contribution of new advanced computers to educational institutions.
Hon. IAUSSEL B. LONG,
Rcnate Oillce Building,
Washington, D.C.

MY DEAR SENATOR LONG: We respectfully call to your attentiln an inequity
which will result from a provision in H.R. 13270 relating to the contribution of
certain property to colleges and univer-ilties. (Sections 201(c) and 201(d)).
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Ill 19OS RCA instituted a program of contributions in co,.n-ctionk with the
acquisition of new advanced computers by certahi institution.< of higher learn-
ing throughout the United States. These advanced computers ire ast(l by colleges
and universities in performing their educational and scientific functions for the
benefit of scholars and students at both undergraduate and graduate level.s of
study.

Most often, educational institutions do not 1ave funds to pay the full price
for this costly advanced equipment. Under this prograili ICA contributes to
the university the difference between the reduced price to the university and the
current selling price of the computer.

It would not be economically feasible for RCA to undervrite this program
without the benefit of a charitable contribution deduction. RCA received a favor-
aible ruling front IRS concerning this program. The Revenue Service held that
(1) the difference between the fair market value of the computer and the -4les
price to the educational institution would be deductible by RCA as a charitable
contribution; and (2) the sales price would be reduced by the adjusted basis
of the computer to RCA in computing any gain on the sale.

H.R. 13270 as presently drafted would abrogate tihe effect of these Internal
Revenue rulings, i.e. section 201 (c) with regard to the charitable contribution
deduction, and section 201(d) with regard to the allocation of the adjusted
basis to the sale portion of the transaction.

We respectfully urge you to seek modification of these provisions to allow
RCA to continue to make these contributions to educational institutions. This
might be accomplished by stating that sections 201(c) and (d) will not apply
to contributions of new computers and scientific equipment to colleges and
universities.

Further, January 1, 1970 is the proposed effective date of Section 201(c)
relating to the contributions deduction. It seems unfair to require a retro.metive
effective date May 27, 1969 for section 201(d) relating to the same tramnsac-
tion. Under existing law each of these two rules is of equal validity and longev-
ity. We respectfully urge that both of these related provisions (sections 201 (c)
and 201(d)) have the same effective date of 1/1/70 so as not to constitute retro-
active legislation.

H.R. 13270 as presenlty drafted will severely curtail the ability of institutions
of higher learning to acquire this most advanced equipment for use ill pursuit
of their educational and scientific goals. This loss to our educational institutions
would indeed by unfortunate to our nation's educational and scientific progress.

We will be pleased to supply any additional information which you may re-
quire In this regard.

Very truly yours,
LAWRENCE MI. ISAACS,

Vice President and Controller.

Onio DOMINICAN COLLEGE,
Columbits, Ohio, July16, 1969.Hon. RUSSELL B. LONe,

Senate of the United States of America
Senate Officc Building,
Washington, D.C.

DEAR SENATOR: On April 15, 1969, Sister M. Suzanne, O.P., President of Ohio
Dominican College, wrote to you and to other members of the Senate Finance
Committee, as well as the House Ways and Means Committee, the President,
and various other officials. You, along with many others, where kind enough to
answer her. I am addressing this letter to you and to many of the same people,
simply as a reiteration of our sentiments since suggestions for tax reform have
come from the House committee and, as I understand it, the Senate Finance
Committee will begin considering these proposals on July 21, 1969. I have written
to President Nixon and to Tom Vail, Esq., explaining that It is not ixssible for
the President or I to request to be heard at the meetings and that is the reason for
this letter.

1 would like to stale first that we are in favor of two measures being
considered:

1. Taxing organizations on income received from debt-financed investments,
2. Extending the unrelated business income tax to cover all organizations

now exempt.

33--$65--69--pt. 3--50
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We believe that these two measures will be extremely helpful and equitable.
Our main plants of concern are three of the other proposals. I shall list

these here, along with a brief word about each.
1. Gifts of appreciated property-The present law, which allows a deduction

for the fair market value with no capital gains tax on the appreciation, should
be retained. Such gifts have in the past been extremely beneficial to education
and to all recognized non profit organizations. In our opinion, it is an incentive
to the donor and provides him with a justifiable tax deduction. You will recall
that in 1938 the House of Representatives passed a bill calling for the contribu-
tor's deduction to be measured by the donor's cost, not in the fair market value
at the date of the gift. However, the 1938 bill, as finally passed, did not contain
the House provision. The Senate Finance Committee rejected the provision and it
was not enacted.

2. Life income gifts-The law as it stands governing charitable remainder
trusts and life income contracts provides that there is no capital gain on the
transfer of the appreciated property to fund the trust or contract, nor is there
capital gain when the property transferred is later sold by the trust or life
income pooled fund and the gain permanently set aside for the charity. This
should be retained. The present rule governing charity gift annuities should also
be retained. All life income plans for the benefit or recognized charitable and
publicly-sponsored institutions should continue to be deductible up to 30% of
adjusted gross income (or any higher ceiling which may be allowed for outright
gifts to these Institutions) with a five-year carryover for any "excess."

3. A 3% threshold on deductibility of charitable gifts-We believe that there
should be no floor whatsoever on the deductibility of gifts to charity. I realize
that the House Ways and Means Committee so far has made no statement
concerning this. However, the proposal was made by the Treasury Department
under President Johnson and may not be dead. This particular reform would
cause hardship to the person unable to make the large gift and hence again would
do great harm to charitable organizations.

We are also concerned with any radical changes contemplated regarding the
unlimited charitable deduction, two-year trusts, appreciated property gifts which
would generate ordinary Income if sold, and rent-free use of property. These
are additional aids to charitable Institutions in their efforts to obtain private
support.

We are in the process of preparing a $12 million capital fund-raising effort
which, hopefully, will produce five badly-needed buildings, as well as increased
endowment, faculty compensation, scholarships, etc. This effort and every fund-
raising operation of any consequence, whether it be for education, hospitals,
religious organizations, or other, would be seriously injured if the measures
proposed by Chairman Mills and his committee are made Into law. If institu-
tions which are not publicly supported are hampered in their fund-raising efforts
by unrealistic tax reforms, It will leave us no course except additional pleas to
the Federal and State Governments for money. The tremendous sums that
would be required could not possibly be recovered by the changes being considered
now and, without a question of doubt, there would be a necessity for additional
taxation someplace along the line on the individual who can least afford it.

I am not sitting In an ivory tower decrying all efforts at tax reform and
predicting utter disaster. I must admit that I, like many Americans, have
sometimes wondered how it is possible for the extremely wealthy to avoid any
payment of income tax or at least an extremely small tax, proportionately,
campared to my own. I am by no means a tax expert, nor am I an attorney.
I recognize that the programs being undertaken by the Federal Government
cost money. I know that our effort in Vietnam is an expensive proposition and
that putting a man on the moon requires major resources from all segments of
the American public. But I think that the men and women in Congress with the
banks of information and resource facilities at their disposal could find ways of
correcting many tax problems without hindering the efforts of charity. We cannot
exist without public giving, unless we are to become almost completely state-
supported. This I am against.

Thank you very much for your kindess in reading this rather lengthy letter.
Respectfully yours, T

ANDREW T. vACOB,
Diector of Development.

N , T,-A -4- , , , 'I
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STATEMENT BY HOWARD W. JOHNSON, PRESIDENT, MASSACHUSETTS INSTITUTE
OF TECHNOLOGY

SUI MARY

I. Bill as written will inevitably have an alver.e impact on fittutre financial
support of edcuational institUit ,os

A. Private philanthropy's share of roughly one-half of the total of support of
educational institutions will be impossible to meet if Bill is enacted in its present
form.

B. We believe it is possible to meet the objectives of the Bill (curbing of
abuses) without the damage to genuine charitable giving which would be caused
by withdrawing tax incentives and imposing penalties.

II. Principal provisions, adversely affecting educational support
A. Treatment of appreciation of donated property.
1. 30% limitation whereas .50% limit on other gifts-Limitation applied to

total value rather than amount of appreciation.
2. Appreciation as tax preference-This, together with the provision for allo-

cation of deductions automatically reduces incentive for charitable giving, and
takes back deductions otherwise granted and makes intelligent planning for
future gifts impossible.

3. Appreciation element not deductible in gifts of future interest unless theo-
retical gain taken into income.

B. Treatment of Charitable Remainder Trusts.
1. Income tax and gift tax deductions are disallowed and gains realized by

trust are taxed unless trust qualifies as Annuity Trust or Unitrust-This, in
effect, requires charitable remaindermen to guarantee return to life tenant irre-
spective of yield.

2. Eax post facto application to existing trusts would have effect of freezing
portfolios or imposing gains tax, which will be borne by the charity, whereas no
such tax would have been imposed under the law in effect when the trusts were
created.

3. Life income contracts-Ambiguities in the bill which raise so many dangers
may eliminate support from this source.

4. Estate tax-Imposes Annuity Trust and Unitrust Rules and retroactively
applies rules preventing self dealing, etc., to existing trusts whose governing
instruments cannot be changed.

III. Miscellaneous provisions
A. Private Foundations-Severe provisions will reduce the substantial sup-

port of educational Institutions now being received from foundations.
B. Reporting requirements-Disclosure endangers anonymous gifts.
C. Unrelated Debt Financed Income-The Bill should exempt income from

low income housing projects or at least exempt Income from projects financed or
insured by state or municipal authorities.

STATEMENT

Mr. Chairman and Members of the Committee: My name is Howard W. John-
son, President of the Massachusetts Institute of Technology. It is a privilege to
submit this statement and to join with many of my colleagues across the country
in warning of the dangers of certain provisions of Bill II.R. 13270 which can be
extremely hurtful to the future of higher education in the United States.

In commenting on these hurtful provisions, I want to make it clear that I do
not stand In opposition to tax reform, and I recognize the formidable task the
Congress faces in seeking to accomplish it. I recognize the need to curb tax
abuses and to stop any subversion of laws designed to encourage philanthropic
giving.

But cannot these objectives be reached without drastically discouraging pri-
vate philanthropic giving? I think that they can: and I am convinced that they
must if our private institutions aie to secure the resources they need, not only
to grow in strength but to survive.

I want first to underscore the urgency ,ad magnitude of the current financial
needs of our universities. Indeed, if you inchule the problem of finding a basis for
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a renewed spiit of concerned citizenship and involvement among the young.
there is no problem facing higher education more (ritical than its financial ole.
As time head of a large private Institution, I am keenly aware of the steadyily
rising cost per student and the mounting difficulties ill finding adequate rv.so11l'C't;.

It should be especially clear that the flow of Federal dollars to e(iucatimlli
institutions in recent years has not reduced the need for private funds in our
private institutions. Private institutions will and do require both public and
private funds, and those of us who have responsibilities for the financial integ-
rity of private institutions have counted and planned on increasLig amounts of
gifts, grants and bequests from private sources. All our forward planning, which
we have undertaken with great care. has been done on this basis.

The recent Report of the Carnegie Commission on Higher Education calls for
private sources to support the same fraction of the total cost of education as in
the past-roughly half. The question before us is whether the private sector
will be able to provide its share of the total cost which will rise from approxi-
mately $20 billion to more than $30 billion annually by 1976-77. To achieve this
will be difficult under even favourable conditions; it will be impossible If we
surround philanthropy with harsh constraints and regulations.

Looking at certain provisions of the Tax Reform Bill I ain convinced that
they are unwise and severely damaging to the future of all our educational
institutions. At this time when almost all institutions of higher learning are
faced with mounting financial problems and towering capital needs, we must
make sure to do all that we can to strengthen and not weaken the support given
then to meet these needs and resolve these problems.

The provisions of the Bill which will have most serious and adverse effects
on charitable giving-aside from those provisions relating to private foundations.
on which separate comment is to be presented to the Committee by my associate,
Dr. James R. Killian, Jr., and others-are (i) the treatment of donated appre-
eiated property, particularly in conjunction with the allocation of deductions,
and (it) the provisions relating to charitable remainder trusts.

Due to the tax incentives afforded under the present law, a very substantial
part of present charitable giving to private institutions is ill the form of
appreciated securities. At M.I.T., for example, nearly $31,000,000, or 27 per cent.
of all donations received over the past four years have been in securities and
approximately 38 per cent of gifts from individuals have been securities. We
have no knowledge of the donors' cost basis, but it is a reasonable presumption
that all these securities had significantly appreciated in value while held by the
donors. The new law presents a clear danger to this important source of giving.

The allocation provision of the new law will also present a serious bar to
charitable giving. If there is merit-and, of course, there is-to the policy of
encouraging charitable contributions by affording deductions, it simply does
not make sense to grant the deduction on the one hand and then limit or take
it away with the other under the guise of an allocation. This is Inconsistent
with the policy which dictates the Increasing of the limitation on charitable
deductions to 50 per cent of the contribution base. It Is inconsistent with the often
reaffirmed policy of the Congress as it has evolved over a long period of time.

The Bill's treatment of Charitable Trusts poses an even greater threat a(1,
because of its application to existing trusts, unjustly penalizes them. Charitable
remainder trusts and life Income plans have been and are a substantial source
of contributions. At M.I.T., gifts over the past four years through charitable
remainder trusts and life income plans have constituted In excess of six per cent
of total contributions; and we had, before this Bill, expected this source of con-
tributions to continue to grow. The Bill would sharply curtail or possibly elimi-
nate future support from this source and would burden existing trusts at the
expense of charitable remaindermen.

An equally severe blow to charitable giving would be dealt by the Bill's treat-
ment of testamentary trusts and intervivos trusts, the property of which is
includable in the taxable estate. Under present law, an estate is given a deduc-
tion for the remainder interest which goes to a charity. Such trusts and bequests
are most Important sources of contributions. Of total contributions received by
M.I.T. from individual contributors over the past four years, about two-thirds
was derived from these sources.

Clearly, we would be sorely hurt by this Bill, for the combined effects of the
various sections relating to charitable trusts and bequests seriously linit deduc-
tions for gifts which can take effect only in the future. This strikes a very sensi-
tive nerve in the make-up of private philanthropy because often the only feasible
way a gift may be made is by providing that the charity will benefit only after
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tMe death of tile donor and/or other persons to wlhmn the (ollor has a prior
responsibility. It is for this reason that such a substantial portion of giving has
come through xequests and claritale renlalinders.

Let me turn now to a more, sleific and detailed examination of some of the
particulars of the Bill. In view of the very wide scope and comlplexity (if the
Bill's "charitable provisions" (private foundations, unrelated income, charitable
dcduettlols, charitable reuniinders, tax preferences. alhwation of deductions.
etc.), I shall deal only with those aspects of these provisions that I deem most
hurtful and troubling. I shall present not only a critique but make some sug oge-
tioiis for modifications.

GIFTS OF APPiRECIA'FEO PROPE1A1"Y

The changes proposed by the Bill with respeet to donated appreciated property
which we tnhd objectionable are
1. 30 pcreciut limitation

Whereas other gifts to qualifying charities would be subject oldy to a limi-
tation of :0% of the "contribution base", the deduction for gifts of appreciated
property would be limited to 30% of sueh base. We feel that there is no necessity
for this special limitation in the light of other provisions il the Bill which
restrict the use and the abuse of the opportunity to imake gifts of appreciated
property, such as the provision Section 170(e) (IRC)" applicable to property, the
disposition of which would result in ordinary income, the provisions relating to
tangible property, etc.

Moreover, as written, this 30% limitation appears to apply to the full value
of any gift of appreciated property regardless of the amount of aPl)reciftion. If
the special 30% liitation is to remain in the Bill, it should certainly be applied
only to the appreciation element and not to the entire value of the appret-iated
property. For example, a donor who gives property with a value of $50,000 and
a cost to him of $40,000 should get no less tax benefit than one who makes a
$40,000 cash gift. Nor should two donors who give property of equal present
value be penalized to the same degreee where the cost basis to one is 850 and to
the other $50,0(0.

2. Gifts of fattirc intcrcst.
No current income tax deduction would be allowed with respect to the amount

of appreciation in property given as a future interest (as for example the
remainder interest in a trust) unless the donor includes such appreciation in
taxable incoale. In view of the other provisions relating to charitable trusts (s-
cussed below, we see no reason for this special limitation.

3. Appreciation as a tax preference
Among the tax preferences over which certain deductions must be allocated is

the appreciation on any donated property. We recommend that at the very least
such appreciation be eliminated as a tax preference iYor the purpose of allocat-
ing deductions (as In the case of certain tax-exempt Interest). Otherwise the
appreciation will have a serious effect In reducing the tax value to the con-
tributor. not only of charitable deductions, but of most other deductions and(
will make it Impossible for him to determine before the end of his taxable year
the true tax effect of his contribution. This factor is of real concern to sub-
stantial givers and would have a particularly adverse effect on extended pledges
for contributions to be made over a period of years.

4. Charitable gifts a8 allocable dcductions
The allocation provision will present a serious hindrance to charitable giving.

The effect of applying the allocation of deductions provision to the appreciation
in charitable gifts of property as a tax preference must automatically reduce
the tax benefit of charitable and other deductions even though the appreciation
Is the only tax preference which the taxpayea- has. The greater the appreciation
the more the deductions are decreased. If a taxpayer with $130,000 of gross
taxable income donates securities having a fair market value of $40.000 and a
cost of $10,000, a deduction of $40,000 would be allowed under present law.
Under the Bill, the deduction would be prorated between taxable gross income
and so-called tax preference income and would thus be reduced by 13.3%.' Not

$30,000 (appreclation) -- $10.000 o
-$fi3,O66( gross limicone) (-- = 13.3%
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only would thin reduce the eharltabhle deidhction buL the other deduetions, which
must also be prorated, woull be reduced by the sanie percentage. Thus, though
the taxpaper realizes no economic gain from the gift, the net effect would be n
significant increase in his taxes.

Ntoreover, as noted above, because of its interrelation with the tax preferences,
the donor will be unable to compute the tax effect of even a cnsh gift until thw
year end when the entire amount of his tax preferences (Includlng such items
as capital gains ' has been finally determined.

CITARITAIlI.F REMAINDER. TRtItSTS

Under the present law, a donor who creates a trust with income to himself
and/or a member of his family for life and the remainder to charity, is entitled
to a deduction for the discounted value of the charitable gift for income and
gift tax purposes. Also by virtue of Section 642 which affords a trust a deduction
for amounts permanently set aside for charity, if the trust sells the corpus, the
gain, if any, is not taxed since it is so set aside for charity. These charitable
remainder trusts and life income plans (where the charitable institution is in
effect the trustee) have been and are a substantial source of contributions.

The particular changes in this area which would be effected by the Bill are:
1. As noted above, no current income tax deduction will be allowed for the

amount of appreciation in property given to such a trust unless tho donor
includes the appreciation in taxable income.

2. Intervivos gifts to such trusts would no longer qualify for a deduction to
the grantor for Income and gift tax purposes and the trusts themselves would
be denied eiempt treatment of gains realized by the trust, even though clearly
set aside for charity, unless the trust qualities as an Annuity Trust (one which
affords a guaranteed annual amount to the donor) or a "Unitritst" (one which
pays to the donor or other life beneficiary, at least annually, a fixed percentage
of the fair market value of the a.sets). The expressed reasm for the new
concept of the Ainuity Trust and the Unitruat is to assure that the charity will
ultimately receive its full remainder interest. In fact, the proposed provisions
would have the opposite effect. Most existing trusts with charitoblo rem'nlnders
provide for the Income to be paid to the life beneficiary and the remainder to
the charity. Under such trusts, the charitable remaindennan bears the risk only
of fluctuation in the value of the principal for the duration of the preceding life
estate, Under the Bill, the charitable remainderman would bear not only that
risk but also the risk of fluctuations in income from the property since it would.
in effect, be guaranteeing payments not measured by the yield.

The charity could be required to use other revenues or even its capital to Iy
the life beneficiaries and, it the yield on the property declines from the rate used
in computing the charitable deduction, the charity would net substantially less
than it would under a trust created under current law.

By withdrawing the deduction for amounts permanently set asido for charity
unless the trust meets the Anriity Trust or Unitrust requirements, the charity
would now be presented with tae unfortunate alternative of either (i) guar-
anteeing a fixed return to the life beneficiary, potentially at a loss to the
charity in the event that tae fixed retunt exceeds the earnings, or fixing the
rate of return so low as to be total unattractive and thereby making it vir-
tually impossible for the prospective donor to consider a gift, or (ii) bearing
the cost of capital gain taxet In the event of a sale to diversify or otherwise
Improve the portfolio.

a, A very real inequity in these provisions results from their application to
existing trusts. Hereafter, deductions for amounts set aside for charity by
an existing treat with a chamtablo remainder would no.longer be available
unless ouch amounts are currently paid out to the charity, which In many cases
of existing trusts eanuot be done under the governing Instrument. Thus, though
the trust was drawn undew, a law that gave it freedom from tax on gains, it
would hereafter be taxed on %he gain on the disposition of the property. The
luet result will b4 that either the portfolio will be frozen or the tax will be incurred.
in which can it wil be borMe bf, the ,cha ty sincethe remainder will be reduced

I al ' t Do, t tos r act! h the proposed tAx prefot-
hr * bb tao "0 t

e doubly penalizd by

A
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by the amount of the tax' We strongly urge that such tax not be applied to
existing trusts.

At the very least, if the tax Is to be given retroactive effect to existing trusts,
the law should provide that the cost basis if the assets shouldd be the fair market
value of the property as of 12/31/69 (as the Bill provides in the cast of certain
private foundations) so that at least gains accrue~l to date will not be taxed.
Unless that is done, the provision as it stands will impose an addlitionul undue
burden on the charity or trust, as in most cases it will not have and cannot obtain
records from which to asertain the donor's basis so that it will likely he clangx
with a basis of zero.

4. One of the many complexities and anibiguities introduced by the Bill is its
effect on life income contract_,..Under 4 typical life income contract, the donor
merely enters into a vonfi'actual arratigent.t with a nmiversIty wlhrr-by in
exc hange for a.traW6fr of property, the university agrees to pay the donor for life
or a term of yeor., the income, either from the projl)ty or.the appropriate per-
eentage of inmnne from a pooled fund In which this proplirty Is placed. Uinier the
meaning ofAhe Bill, Is this a glitt or a sale and, if it is"t gift, it is a gift of a
future ln;rest? I .

If the.tranisetion Is a trust and i gift ot a future intense, theu (I) pre-.um-
ably tl)# amount paid-to tlh donor will hnaV' to conform to thtiso-ealh'd Annuity
and I/nltrust standards, I. the university would, have to gtkaranite either a
certain amount.r a certi rate. return irrespective of the Actuai yield, (i)
no cArrent deduction woul i )e allowed, with rehpec, to the amo,4nt bf apprecia-
tio ,0 If any, in the donatwyprty iilessjthe ddnor elected \te Include the"
apIec nation in taxable ie d (iii) t", university as "trl4tee" would be
Ila le for taxes on cmpit'l ins when an it the property were .old unless the
a nr gement met the Anp y auo'Unitrust rule. /

P: it is not(a'tr~st biqt hyu outlight-,trapsfer or sale so that thereafter the
property belongs to th |ntverslty; theji (4) does the donor reaOize a taxable
Ca l tal gain om\ such sal ,,(il) is It [so-ca "bargain sale" so t7 t the bargain
mal provisions \Are appliya~le, and, 610i 1$ lt by ehauzwe "ldeht-fina iced" property
so Income herefrolii itt unrelatdjene.Tepvios aiigwhu-
rela t income l'ould,'appear-,to be -Stmee tly inhigubus and road that they
o5  

/flude life'4bme contactit o the
5. 1 only does the Bill chibge he rul as, deduc gifs t thes

trusts, IVut, under the heali 'n of "P rate tin)dtions"', it would impowe many
of the sar~e punitive tao and regul. ons on 'tsts with ch ritable beneficiaries
which are\uiade applicable-toprivate.oundations. The 7 ,% Investment Income
tax and th'.."penalt."' taxes (self-dealing, etc.) are posed on those trusts
which have 0 1y charitable beneficiaries and the "I alty" taxes are Iplsed
on trusts in wh I honly a portion of the beneficial I Irests are held by a charity.
Like many other pilovtlons of the Bill, some o-tciese rules would be applied to
trusts already In existed fl even tho0gh-.h6trusts were drawn (and tit many
cases cannot be changed) in liiific upon laws which afforded theai freedom
from such taxation and penalties.

As in the case of private foundations, the only apparent rellef from these
penaltV taxes is under a provision Section 4947 which provides that the Secre-
tary "may", not "shall", abate the unpaid portion of a tax If the trust distributes
all of its not assets to a specified type of charity.
(. RBtato Tax Deductions

Under present law, an estate Is given a deduction for a remainder Interest
which goes to charity. The proposed Bill would deny that charitable, deduc-
tion in computing estate taxes for gifts or bequests in trust unless (i) the trust
qualifies as an Annuity Trust or UMltrust. and (11) the governing instrument
expressly prevent self-dealing, speculative investments, etc.

These new estate tax rules are applied retroactively to intervivos charitable
remainder trusts, 'he corpus of which Is includable In the gross estate for estate
tax purposes. Be use of the incapacity of testators in some cases and because
of the time that would be required to make the necessary changes of wills in
practically all cases, many trusts under wills could not be changed to meet the
requirements of the iibw law before death occurs. Also many intervivos trusts,
the property of which Is includable In the estate of the donor, cannot be changed
because they were created under instruments which are irrevocable and rnaniend-

I It this Is the result, the Bill would, as a practical matter, put an end to gifts made under
I to cnle Coufraet
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able. 11 81uch Cases, though the bulk of the properly will Inevitably go to the
charity. tie estate will bet denied tle tharltable deduction. even though such
dedclt-iflhm was allowable under the law at tine time that the instrument was
(exe(utedl. Again, the burden of this tax will fall on charity except iII thoso cases
where tit, governing instrument provides that the tax is to I, borne by noticharl-
table -uietliclaries, in whihh case It may very well wlpe out sclh belnellaries
even thlihugh at the time the t rust or will was drawn, the (haritable remainder
(iualiflhd for the charitable (ledUcthion.

At the very least, thwse provlshos should lw' made iliapplicable to existimmt
trists mid testiniiitary trusts Which calillot I ' Illil'd and Ini addition the
stitilt sholild extellnl amnplle time (IPerlilm oile year after enactmnent) to perliit
approlpiate chaliges In wills 1ltt1 trusts whI('h ('111 he amended.
7. Offt tar dcd('ltion

As noted above, the Bill would also disallow a dedltion for gift tax lur-
isses fmr remainder Interests given to a clirity except in those cases where
the charitable remainder qualities as an Annuity Trust or Unitrust and the trust
Instrmiment expressly prevents certain tIs (self-dealing, etc). This would pre.
sent a major obstacle to charitable giving. The gift of a remainder Interest iti
property iN the most attraetive way of making n charitable gift because it does
not Involve 1111Immediate cash outlay. We believe, however, that there are few
donors who could be lpersunadel to make such a gift If at. the same thie they
wore required to make substantial payments of gift taxes to the government.
eslelally when such tax is occasloned by a gift which Is Irrevocably -to go to
charity.

MISCEII.,N:oUs PROVISIONS

Other provisions of the Hill which are of concern to educational Institutions
inltiude:

1. Preato foundations
I understand that the many and complex provkiAons relating to Private Foun-

datious will be commented upon In later testimony and I will, threfore, not deal
with them here to reiterate that Institutions of hilgher learning, such its
Massachusetts Institute of Technology, have In the recent pas-t depended to ,i
very substantial e.tent on contributions from such foundations. The propo.d
new ,taxes, particularly the punitive ones. whih, If enacted, may Well SBI'll the
end of such foundations, can only serve to reduce the much needed revenue that
has ieen forthcoming from that source.

p. rcpnt'lti requiremopts
Under the 1ll1 all exempt organizations would be required to file certain

returns and relorts unless excused from so doing by the Commissioner of
Internal Revenue if he determihies that such filing 's not necessary to the elthlient
administration of the law. Included In the Information required to be filed are
the names and addresses of all subsltantili contributors. In addition, each con-
trihutor who transfers ineome-producIng property having a value In excess of
$500MO must file a report of such transfer If the transferee is known by the con-
tributor to he an organization which is subject to the tax on unrelated Income.

We have no quarrel with an obligation to file reports that furnish information
needed by the IRS to administer the law butit we do not believe that such reports
should require naming anonymous contributors. The filing and the publication
of such information would place yet another hurdle in the path of charitable
giving.
S. Unrelated debt-financed income

The 11111 includes a provision which would subject income from certain debt-
financed property to the tax on unrelated Income (Section 514). Due to social
pressures, a number of educational Institutions, Including Massachusetts Instl-
tute of T ichnology, are Inaugurating programs for the building of low-cost
housing which can be financed only through debt, These projects will not be
related dlreetv to the InstItutions' educational function with the result that the
only exemption accorded to this type of Income iN that debt obligations insured
by the FItA are not taken Into account In computing debt-financed Income, Tin
view of the need for low-cost housing and of the fact tbnt the universities are
obliged to undertake this as a pro bono publleo matter, we suggest that the
exeintlon should be .roadened to include all debt-financed projects for con-
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strulctlonl of housing for low 11n1d moderate income groups. At tlhe very least,
the xemption should bev broadened to inelde situatifis where tli debt is
isutred by state or muiilal authorities uider arratigemonts similar to
those with the FIIA.

lit sul, tll the various Items ill the 11111 whlch I have discus.s(d ImlIxmt very
real obstacles to continued philialthroplc supIXrt of education at a timr wvhen
such support has become more necessary than ever to enable private Instituti101s
to inet their growing fliauclal needs. I hope muot earnestly, therefore, that tit
Congress will give proper weight to this concern in its review of the prol).sed tax
hill and ek to achieve a means of readlirming strongly the traditional role of
private philanthropy in our society within a framework of tax reform.

LAW OFFICES OF
Kos'TR, KoU t.m :tU & GBRAIAM,

San Fraicisco, 'alif., August 29, 1969.
SENATE FINANCE COMMITTIT.E CIIAMIMAN,
,enatv OffiCe B1uilding,
Washiingtoll, D.a.

IIONORABLE SIR: I reslpctfully request yolir perilissioll it, S1m111 tiet( follow-
lag comments on what appears to me to he io.st uijust and Inequitable results
inherent in the provisions proposed in Seetion 201 (of the Reform 1111 and the
retroactive effect of those provisions.

To pinpoint the purpose of my conments, I sulunlt an aIctual situatloli which
I believe is typical of a great many similar transitetios.

It 117 two persons, man and wife, age 70, each created an irre'oeable trust
it which each deposited his or her community property estate of gilt-edged secu-
rities, respectively. The Trust instrument provides for retention of a life interest
in income (exclusive of tax-conllmuted capital gahis) until death of ome: and
then a r'ontlnuation to time survivor of the life interest In his or her own Trust
and a life Interest in the decedent's Trust. Upon death of the survivor, lilt, trust
prolprty Is distributable to a tax-exempt charitable organization. The capital
gains are required to be held exclusively for distributionn to the charitable organ-
iNatlon upon termination of the trusts.

As I understand Section 201 of the Tax Reform Bill lilt 13270, this trust will
be a taxable trust because It does not qualify as a "Charitable Remainder An-
nuity Trust" since the income distribution is not a "sum certain" and does not
qualify as a "Charitable Remainder Unitrust" since the distributable lncome is
not based upon a "fixed percentage of the net fair market value of its assets".
Obviously the Trustors in this case could have estimated the life itntole fairly
accurately and could have provided for (list ribut ion of a "sum certain" had they
known that this might be important under some future amendment of tim Tax-
lug Act, but they cannot nmke any change now because time trust is irrevocable
and cannot be amended.

The Trustors are not con(erlled about their owu income tax dleducthmis or
gift tax incidences bIecautse the Reform 11111 provisions do mot relate back to
trusts createl prior to April 22, 19W) as to thcse matters. But they are twernted
about. the income tax liability of the trust as to the capital gains being retained
for the charitable organization and about the estate tax liability as to their
respective estates. The estate tax liability is affected bly tile new Bill since tile
estate tax amelltlents apply in the case of decedents dying after ectmentrtt of
the bill without any exclusion of the effect of the bill as t o estate tax treatment
for irrevocable trusts created prior to the enactment of the hill.

If I understand tile Reform Bill, the capital gain wouil be taxed to the Trust
only because it Is not exempt as a Claritable lemain(ler Annuity Trust or a
Charitable Remainder I'nitrust. Also, the deduction for the capital gaii lr-
mantly -At aside for the charitable organization will not he allowed as a (edrIc-
tion because the new bill repeals the deduction for inrmee "lerainmiently set
aside" and allows a deduction only for amounts "paid" to the charitable orgali-
vation. The Trustors will suffer and the charity will suffer if the propmisi0!
changes are made retroactive to cover p)revhusly created irrevocable trusts in
situations such as the one herein described.
As to estate tax, the Trustors recognim, that tile gross estate of each will in.

elude his or her trust because of the retained life interest and under the present
law the estate would be entitled to a deduction for tile property distributable to the
charitable organization in computing the net taxable estate. As I read the new
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Reform Bill, this deduction will not be allowable only because this charitable
remainder trust does not qualify as an annuity trust or a unitrust The retroactive
effect of the new law which creates these harsh impositions upon taxpayers unable
to meet the requirements because of the binding nature of their undertakings
entered into in prior years, seems discriminatory and most unfair.
The tenor of the new Reform Bill is to make changes which will correct in-

Justices and provide for equitable considerations. If my understanding of the
provisions herein discussed Is correct, then it appears to me that some further
changes should be made in the Reform Bill to protect innocent people frmn unjust
tax treatment resulting from retroactive application of the new taxing pro-
visions. As to situmtions herein described, the Trustors cannot now comply with
the new Bill and unless some remedial provisions is made in the Bill their care-
fully planned bona fide program for charitable philanthropy put into effect years
ago will be frustrated and tax injustices will result.

I respectfully urge further consideration of the new provisions herein dis-
cussed, particularly as to the definitions of the Charitable Remainder Annuity
Trust and Unitrust and the retroactive application of the provisions to irrevocable
trusts already created.

Respectfully yours,
GEoRGE H. KOSTER.

SIHRINERs HOSPITALS FOR CRIPPLED CHILDREN,. Beverly Hillo, Cali., September 2,J, 1969.
Hon. RussELL B. LONG,
U.S. Senator, Washingto, D.C.

DEAR SENATOR LoNG: This letter is being directed 'to you because of Shriners
Hospitals for Crippled Children's grave concern over certain provisions contained
in Section 201 of this House-passed Tax Reform Act of 1969, which would drastic-
ally curtail the availability of funds to -assist many crippled children and burned
children at our nineteen orthopedic hospitals and three burns institutes.

Instead of our charity being able to further extend its outreach In behalf of more
crippled children, which is our earnest most hope and prayer, Shriners Hospitals
would itself be crippled if the tax incentives for charitable giving and deduc-
tions were removed or greatly restricted. Does the Federal government really
want the alternative of federally controlling and financing these charitable en-
deavors for the public good at a cost of many times what the government would
actually gain in tax revenue through putting into effect these changes in our tax
laws?

Since our first Shriners Hospital was constructed in 1922, we have cured or
materially helped more than 140,000 children without any charge to the parents.
We have likewise substantially aided research and teaching of the medical pro-
fession. Our present average cost per orthopedic patient to our charity approxi-
mates $2,200, while the treatment of a severely burned patient approximates
$16,000, when you include the reconstructive surgery that Is involved.
Right now we estimate our total operating expenses for the calendar
year of 1969 will exceed $22,00,000, which figure is in excess of our projected
income.

Generally, our concern centers on three portions of Section 201 of this Tax Bill,
as follows:
1, Charitable contributions by estates and trusts (See Section 201(f) of the

rAx Bill and Section 642(c) of the Internal Revenue Code.)
Under present law, a non-exmpt trust (or estate) is allowed a full deduction

for any amount of its gross income which it pays or which it permanently sets
aside for charitable purposes. There is no limitation on the amount of this deduc-
tion under Section 642(c) of the Internal Revenue Code. By this new Tax Bill, it
eliminates this "permanen#ly set aside" charitable deduction.

We are firmly convinced this would have a very profound effect on all charities
and educational institutions which are presently designated to receive the corpus
or principal of many testamentary trusts or irrevocable living trusts after one
or more intervening life estates in Individuals. Section 201(f) of the Tax Bill
would require the trustees of these trusts each yea7 during the period of these
intervening individual life estates to pay federal fiduciary income taxes on all
capital gains trust income allocated to principal resulting from trust investment
changes. Heretofore, this capital gain income was untamed, since the income was
considered to be "permanently set aside" for charitable purposes under Section
642(c) of the Code, and specifically, Regulations 1.642(c)-1 and 1.642(c)-3.
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As -a sizable national charity, we rely extensively on such charitable remainder
trusts In supporting our Hospitals for Crippled Children and Burns Institutes.
We envision that this proposed amendment to Section 642(c) of the Code, if
enacted into law, would represent yearly an ultimate Income loss alone to
Shriners Hospitals of from a minimum of several hundreds of thousands of dol-
lars to well over a million dollars (depending on market conditions and the
amount of gains from the sale of long-term capital assets). Inasmuch as the in-
comie has been "permanently set aside" for charity, the tax burden falls directly
on the charities, rather than private individuals.

In addition, in estates which may run for several years where our charity or
any charity may be designated for a residuary interest, this Section 201 (f) would
require the executor to pay out all charitable income received during each taxable
year, before the close of the following taxable year, or the charitable deduction
would be lost to the estate. Presently, it is unnecessary that the executor (unless
lie so desires) pay over this charitable income to the charitable residuary bene-
ficiaries until the conclusion of the probate, since it is considered "permanently
set aside" for their use. We earnestly implore yott to leave unchanged Aectton
6.$2(v) of the Internal Revenue Code as it would have a horrendous effect on all
charities and educational institutions, wvere Congress to eliminate this "perma-
ncitly set aside" dedowtlon allowed trusts (or estates), as proposed by Section
201 (f) in the House-passed bill.

2. Charitable remainder trusts (See Section 201(e), (h) and (i) of the Tax
Bill).

A second major concern of our charity involves the very significant changes
made in regard to charitable remainder trusts and the new proporied estate tax
provisions governing charitable deductions. Under present law, if a trust is
created for both a charitable and private purpose, there is allowed an estate or
gift tax deduction for the value of the charitable beneficial interest, provided
such interest is "presently ascertainable", and thus, severable from the non-
charitable interest. As you know, Section 201(h) and (I) would apply a more
rigid set of rules and allow no deduction for a charitable remainder in trust,
tinless the trust is cither a charitable remtainder annuity trust or a charitable
remainder unitruet, as defined by the Act.

On Page 58 of the Report on the House Committee on Ways and Means, in
discussing the "General Reasons 1or Change" the Committee makes the follow-
ing statement:

"The rules of present law for determining the amount of a charitable contribu-
tion deduction in the case of gifts of remainder interests In trust do not neces-
sarily have any relation to the value of the benefit which the charity receives.
This Is because the trust assets may be Invested in a manner so as to maximize
the income interest with the results that there is little relation between the
interest assumptions used In calculating present values and the amount received
by the charity. For example, the trust corpus can be invested in high-income,
high risk assets. This enhances the value of the income interest but decreases
the value of the charity's remainder Interest.

"Your committee does not believe that a taxpayer should be allowed to obtain
a charitable contribution deduction for a gift of a remainder interest in trust to
a charity which is substantially In excess of the amount the charity may ulti-
mately receive."

Looking at the Committee's first sentence, it Is obviously true that the amount
of the charitable remainder deduction will have little, If any, close causal rela-
tion to the value of the benefit which the charity actually receives. It shouldn't!
In many cases, It could very likely be many years (after one or more Intervening
life estates) before the charity or educational institution will actually receive
Its interest, and if recent history can offer any guide, it Is that the value of assets
eventually passing to charity will have considerably appreciated in value from
the date of computation of the charitable remainder. It is rather difficult to
comprehend the Committee's particular reasoning in placing so much emphasis
on trying to make a close comparison between the value which a charity ulti-
mately receives and the dollar value of the actual charitable deduction taken in
the estate, unless the Committee or the Treasury wishes to set the normal
investment policies and standards for the trustee.

What the Committee appears to lose sight of in its comments is that when this
charitable remainder becomes vested, the amount of the charitable remainder
Interest deduction is determined by reference to the government's life-remainder
annuity tables as set forth In the Federal Estate Tax Regulations. This can be
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likened, I suppose, to a person who prepares a Will, not knowing what conditions
may be present at the time of his death. He prepares his Will on the basis he may
die tomorrow. Certainly, if a different annuity factor would now be more appro-
priate In valuing the charitable remainder, this could be easily accomplished
without establishing completely new tax concepts which are not in accord with
accepted fiduciary standards of conduct. Under the new tax proposal, every Will
or Hivng revocable trust involving a charitable remainder interest would have
to be revised or the taxpayer, would suffer a complete loss of his charitable tax
deduction.

As a reason for making this proposed change, the Committee indicates that
. . trust corpus can be invested in high-income. high-ri8k assets," (emphasis

supplied), thus asserting that the non-charitable income interest would benefit
to the detriment of the charity's remainder interest. It would be most unusual,
we believe, to find a high-risk speculative equity investment (purchased for
capital appreciation), also paying a high income. The opposite is usually the
case. In most all instances, the receipt of a higher income by the income bene-
ficiary results from a very conservative investment policy pursued by the trustee.
Under this form of investment policy, there is little likelihood of any charitable
remainder being enhanced in value. It would thus seem that the government
would have less concern if the trustees did in fact follow the Investment policies
of which it now expresses anxiety.

The examples which have been utilized in the Committee report are not at all
representative of the usual charitable remainder factual situations, and it is
our belief that one or more of these examples would today not qualify under
the present tax laws and rulings for a charitable remainder tax deduction. This
section of the report appears to us to be based on supposition and theory, and is
not borne out by our own experiences.

We also observe the Committees comments that a charitable deduction would
not be allowed for income tar purposes unless the probability of a charity receiv-
ing an interest met the same standards as under the estate tax law. Here, again,
based on our experience in sustaining charitable remainder deductions in estate
tax matters, we feel that this tax proposal will only be a lItigation-breeder-tlie
cost of which will ultimately be borne by charities and educational institutions
and not Individuals.

In explaining its tax law provision change requiring either a charitable
remainder annuity trust or a charitable remainder unitrust, the Committee on
Page 59 states ". . . the requirement will remove the present incentive to
favor the income beneficiary over the remainder beneficiary by means of inanipu-
lating the trust's investments." (emphasis supplied)

As the charitable remainder beneficiary of many trusts, Shriners Hospitals
does not find these conditions prevalent, except perhaps In a few isolated situa-
tions where the income beneficiary is also the designated trustee and has an
obvious conflict of interest. Even In these situations, our concern is not so much
that the charitable remainder value will be reduced over the term of the trust,
but rather that the value of this charitable interest will not keep abreast of
inflationary trends and the preservation of purchasing power. It is a false
premise to go on the assumption that a trustee may manipulate the trust invest-
ments in a manner favoring the income beneficiary. A trustee's tduciary duty
requires that he act impartially as between the income and principal benefici-
aries, and if he does not, any principal beneficiary has a remedy to either seek
the trustee's removal or his surcharge through legal process.

As we have briefly alluded to above, we are concerned over the fact that in
those situations where a person does not propely revise his Will or revocable
living trust, before dying, in accordance with these new rules, there would be no
charitable deduction permitted for the charitable trust remainder by this Tax
Bill.

Tie effective date for this change as stated in the Committee's report for
income and gift tax purposes would be April 22. 19. and in the case of the
estate tax, this provision would apply with respect to all decedents dying after
the date of enactment of the bill. If there are to be substantial and more rigid
changes on securing a charitable remainder deduction, it would only appear to
be equitable and proper that a transition period be granted so that- persons would
be allowed reasonable time to make revisions in their Wills and revocable
living trust.

3. Qkaritable eontributonl of appreciated property (See Section 201(c) of
the Tax Bill).



2557

Our third principal concern has to deal with the tax treatment provided by this
Act as applied to all charitable gifts of a future interest In property, where there
Is a retained life income In the donor, and as to those situations where a donor
makes a direct gift of appreciated property to Shriners flospitals which (had it
been sold) would have resulted in either ordinary income or a short-term capital
gain to the donor. There is little doubt that all charitable giving from the general
public will diminish considerably if such giving is not supplemented by other
incentives--namely, tax incentives to the donor. Surely, the ultimate cost to
the Federal government in making up for such charitable and educational
services which will of necessity be curtailed by these organizations because
of diminished gifts, must outweigh the revenue to the government from eliminat-
Ing such tax incentives for charitable giving. We cannot believe that our Con-
gressmen Intend this result.

In your State of Louisiana, there exists El Karubah Shrine Temple of
Shreveport and Jerusalem Shrine Temple of New Orleans, which have a total
membership of 10,627 at tie close of 1968. I would very much appreciate hear-
ing from you and being able to report to these Shrine Temple Officers and their
members that you are opposed to the tax effects of these particular provisions
of Section 201 of the Tax Reform Act of 1969. Would yout kindly address all
correspondence to me at 323 North Michigan Avenue, Chicago, Illinois, 60601.

Thanking you, I am,
Respectfully yours,

HAROLD LLOYD,
President and Chairman of Board of Trustec. .

TRANSYLVANIA COLLEGE,
Lexington, Ky., June 27, 1969.

Senator JoHN SHERMAN COOPER,
125 Old Scnate Offlce Bldg.
Washington, D.C.

I)a SENATOR COOPER: Chairman Mills of the Ilouse Ways and Means Coin.
mittee has recently announced tentative decisions reached by the Committee
with respect to certain tax reform measures.

I know that the Committee has had the benefit of many diverse views and
opinions in their progress on the proposed tax reform legislation. Until Chair-
man Mills' announcement, I had believed that the concerns of private higher
education had been expressed well and forcefully before the committee by repre-
sentative national leaders in higher education.

However, the apparent direction of the committee at this time demands that
those of us directly concerned with the potential deleterious effects on higher
education make our views known as strongly as possible. Many of us over recent
decades have worker hard to persuade persons and organizations of means to
better the condition of their fellowman through a vast variety of causes and
institutions. Such an effort takes time, but recent years have demonstrated the
great progress we have made in this direction.

The Congress traditionally has joined in this effort by providing some tax
incentives to those who support philanthropies. While progress has been great,
our needs have also grown. Congress, itself, has taken the stand on many
occasions that the government is compensated for any loss of revenue by its
relief from financial burdens which otherwise would have to be met by appropri.
ations from public funds. This is not a time when the nation can afford to
indulge in the curtailment of major support of its philanthropically supported
institutions.

Transylvania has just announced a 30 million dollar capital improvement pro-
gram for the next decade. It is anticipated that 95% of the funds in this major
effort must be provided by individuals and organ!zations who may be encouraged
to give generously by the present tax incentives. Possibly most important to
us are the retention of present laws relating to gifts of appreciated property
and the tax deductability of all gifts up to a ceiling of a certain percentage of
adjusted gross income.

At Transylvania and similar institutions, we must take care that we not price
a Transylvania education beyond the reach of our students. This necessitates
gift income of as much as 20% of our educational budget to meet our annual
expenses without raising our tuition beyond the ability of our students to pay.
Much of our gift income toward the annual budget is provided by donors of
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more modest means. We believe it highly important that the donor of a $100
gift and his fellow contributors continue to benefit from the tax incentive which
may have encouraged them to reach that level of giving.

Thus, I am encouraging the Committee to consider retaining the present
provisions regarding gift8 of appreciated propetry, gift8 of itwome intcre8t, gift8
of rein4indcr interest, the donation of use of propertV, and the tax deductability
of all gifts to eligible Institutions without regard to a minimum standard. I hope
that you might concur In this view and make your considered opinion known
when the proposed legislation reaches the Senate.

On the other hand, I am encouraging the Committee to continue to give
favorable consideration to Increasing the limit on Individual contributions to
qualified charities.

You and your associates havo a difficult task in a matter of concern to all
Americans, and I trust sincerely that the results of your deliberations will
enhance the contributions which Transylvania and similar Institutions may
make to the welfare of this nation and mankind. There lies, however, in the pro-
posals before the Congress the danger, too, of irreparable harm to all institu-
tions who must in great measure depend on the resources of philanthropy for
their survival and continued progress.

You and your work are the subject of our prayers and our very deep concern.
Sincerely,

IRvINr 19. LUNGED,
Press (den t.

BOYCE T1ioiMPsoN INSTITUTE FOR PLANT RESEARCH, INC.,
Yonkers, N.Y., August 22, 1969.

Hion. RUSSELL B. LoNNo,
U.S. Senate,
Washington, D.O.

DEAR Sxu: Before the present session of the Congress adjourns you will be
called upon to pass judgment on the tax reform bill recently passed by the House
of Representatives. I cannot argue against the need of reform or the constructive
nature of many of Its provisions. However, the proposal to tax all charitable
trusts and private foundations Is ill conceived, will do more harm than good, and
will operate to the disadvantage of our Society.

Great good has been done for humanity in general, and the American people
in particular, because of the generosity of our people In voluntarily supporting
charitable causes, promotion of public health, advancement of education, and
promotion of research, etc. Our government has wisely encouraged this fine trait
of American character by granting tax exemption to charitable giving. Volumes
could be written about the good that has resulted but not the least ha. been the
hidden asset of simple enhancement of self respect and purity of character among
our people. We can ill afford to forsake this attribute today when weakening of
self respect and morality are so rampant. The small contributions of the general
public to local charity and the national health associations, the generous giving
of philanthropists and alumni to educational Institutions, and the establish-
ment of private foundations has each, in its own way, contributed to a richer
Society and greater self respect.

We also know that the privilege of tax exemption has attracted the un-
scrupulous schemer who would escape paying hip legitimate share of the cost
of government. These must be completely curbed but it will not be done effectively
by taxation. The taxes will hurt the constructive sound institutions without
necessarily correcting the abuses. A more positive, direct regulation must be
found so I urge you to seek this before you make a false move of Injuring those
that have served our Society so effectively.

Would you be'kind enough to spend a few minutes in reading the attached
memorandum? I trust you will think deeply, be motivated strongly, and act
wisely In securing the support of your colleagues In seeking a better method of
controlling private foundations. One need not burn down his home to rid it of
vermin.

Yours respectfully,
GEoRoE L. McNzw.

Managing Director.
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REINFORCEMENT OF THE PRIVATE FOUNDATION AS A PUBLIC TRUST

The provision in the 1969 tax reform bill of the House of Representatives to
tax all foundations and charitable trusts will create grave injustice and can
do appreciable harm to our Society. It is neither reasonable nor fair to tax those
organizations that have a record of serving well the best Interests of the American
people--often for periods of several decades. There is no valid reason why the
government should not encourage further philanthropy of those who are properly
motivated to set up comparable charitable trusts or else reenforce existing ones.

The only question before the Congress should be how to prevent the obvious
abuses that now exist. Any fair-minded person is completely aware that too many
wealthy people are setting up private foundations as a blatant means of escaping
payment of their legitimate taxes. Where such foundations serve no better pur-
pose than to gratify the personal whims of the founder or are so constituted
and organized that they promote self dealing between the so-called foundation
and its founder, his relatives or his businesses, they should be denied all forms
of tax exemption. If an established foundation cannot offer evidence that it is
performing the constructive purposes of its charter with reasonable effectiveness,
it should lose its privileged status.

A charitable trust must be operated conscientiously as a public trust dedi-
cated to the welfare of all mankind. If it has no charitable, educational, scientific
or social-enhancement objectives, it certainly should not expect to seek favor
with the American public. Trustees who fall to live up to such ideals are guilty
of deception, dishonesty or incompetence, depending upon their motives.

TAXATION IS NOT TIIE DEVICE FOR REGULATION OF ABUSE

There Is no reason to believe, however, that we can correct through taxation
the abuses of the privileges of the private foundations. All the taxation will do
is to weaken and curb the legitimate, honestly dedicated foundation. These or-
ganizations have fought a rear guard action against a bitterly persistent infla-
tion for over three decades. Most of them have seen the purchasing power of the
dollars available to them from investment income decline to less than 35% of
their original value. Rare indeed are the cases where the trust has been able to
replace lost purchasing power by Investment so as to enhance its capital assets.
Most conscientious trustees avoided high risk investments capable of unusual
capital gains. Some, especially in the educational and social welfare fields, have
been able to survive only by locating supplementary endowment from interested
philanthropy, such as the alumni. In addition to weakening the worthy, taxation
of foundations will merely present a greater challenge to the scheming, conniving
Individual. The end result probably will be to promote further abuse by the un-
worthy while injuring or destroying the worthy, well established institutions.

ELIMINATION OF CHARITABLE TRUSTS WOULD LEAVE A POORER SOCIETY

An alternative might be to prevent further establishment of tax-exempt founda-
tions or set about to liquidate those now in existence, especially those that cannot
demonstrate a clearly established record of worthy public service. As a matter
of fact, one of the very probable end results of taxing foundations should be
their eventual destruction. If so, the socialistically oriented members of our
Society should be deeply gratified because it means that all aspects of public
welfare and social progress must come from an all powerful, tax supported central
government agency.

The worthy, privately endowed foundation or public trust is the finest expres-
sion of the free enterprise system. An individual who has achieved much in
commerce, industry or finance sees an unfilled need in our Society or dreams of a
better way of solving old problems confronting the human race. lie is motivated
to apply his creative initiative, his energy and/or his material resources to the
problem because lie believes it is a good investment of his talents. There can be no
more noble or progressive stimulation of a citizen, so our government should en-
courage such impulses. Our whole system of morality is based upon individuals
having compassion for their fellow men and a desire to improve all facets of our
economic and social development.

There is no need to dwell at great length upon the tremendous good that
humanity has reaped from the efforts of private trusts. They are almost uniquely
an American Institution because free enterprise has fluorlshed among us and
been encouraged by wise government policy. We could give hundreds of examples
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to prove that American education outstripped others because of pioneering
studies in teaching concepts and establishment of liberal arts colleges by private
philanthropy or by the creation of research institutes, social studies, attack on
public health problems, enhancement of food and fiber production by scientific
study, and many other realms of human need.

The private foundations have served America well as an adjunct to en-
lightened government in three functions. First, it can move forward into ne-
glected and nebulous areas for exploratory investigation long before public
enlightment reaches such a state that it is politically feasible for government to
launch a program. For example, the citizen-supported public health programs
such those of the TB and Public Health, Polio, Heart, etc. associations have
opened people's eyes to the need of concentrated research through their pilot
studies at the local level and by educational programs while raising funds. It
is doubtful whether the highly constructive program of NIH and NSF would have
been made possible today had not these private foundations prepared the ground
for government so it would be politically feasible to support such research effort.

Secondly, the private foundations have a unique talent for locating neglected
areas for study. Since they are not responsible to direct local pressure or require
political acclamation, they can reach into unique areas of service. For example.
the Rockefeller and Ford Foundations sensed that improvement of rice could
resolve an international need. They may very well have gained the world at
least two decades of breathing space in the food-population crisis by their
attainments.

Finally, the private trusts also serve to extend or supplement government
functions. For example, the private educational institution for extension of
knowledge to youth, the research institutions designed to solve special problems
by extending the frontiers of knowledge and the social improvement institutions
such as hospitals and orphanages, etc. would have to be replaced by-and be
entirely supported by-governinents at various levels if every one of them was
eliminated tomorrow. It is obvious that any effort to relieve government of its
burden by supplementary programs or diversification of effort should be cherished
and preserved. In having the inevitable diversity of different approaches to
similar problems, both government and private institutions should profit from
each other's example.

It follows that all of hunmi,.ity, and the American people in particular, have
gained much from the establishment of tax-exempt, charitable trusts and can
expect to continue to do so. Then the only question remaining is how to prevent
the abuses. We simply cannot believe this will ever be achieved by a taxation
that destroys but does not regulate. There must be established some sort of a
regulatory agency since regulation of abuse is at least two decades overdue. We
suggest -this should be done through a licensing system establilshedl in the proper
government agency such as the Department of Health, Education, and Welfare
or the Internal Revenue Service. If our duly elected representatives in Congress
would look at the broad problem of making charitable trusts most serviceable,
they should fully appraise the following problems raised by the tax reform bill
before making any final move.

THERE SHOULD BE NO TAX OF LEGITIMATE CHtARITABLE TRUSTS

Those institutions that are honestly dedicated to promotion of human welfare
should not be taxed. As discussed above, the tax will perform a disservice by
weakening the worthy causes, forcing government to assume additional bur-
dens to be supported by taxation, discouraging a noble trait of human charac-
ter, and depriving government of the value of exploratory programs that can
open up new avenues of service to our citizenry. An enlightened, socially conscious
government has more to gain than to lose by encouraging private philanthropy.

The amount of money raised by taxing them will not Justify the damage done.
If the funds so confiscated are ear-marked for support of grants to worthy insti.
tutIons--as proposed by Senator Long of Louisiana-the cost of collecting allo-
cation to the appropriate government department, administration of a grant
system, and supervision of expenditures and performance will reduce the effici-
ency by at least 40%. For example, if a privately endowed research institute was
taxed $75,000 on a $1,000,000 income it would either have to reduce its research
effort by 1.5 senior scientists or go to the appropriate government agency-
where It would be lucky to get funds to support one scientist--and that would
on a temporary project. Inovations by that one scientist will be further han-
predl by this being called upon to prepare one or probably more detailed research
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proposals and detailed reports each year and by the necessity or adhering to
strict fiscal policies not required in direct budgeting by on-site management. Thus
we create inefficiency, higher overhead, and less research effort for a worthy insti-
tution. The same loss would occur in promotion of social welfare and education.

It is unfortunate that anyone would consider imposing a tax on constructive
institutions at a time when they are already weakened by the erosion of a gal-
loping inflation. Furthermore, it is ironic that government should consider taxing
them. at the very time its own fiscal policies force it to curtail the availability
of contract and grant funds. The consequences are obvious-less service to the
public welfare.

FORCED EXPENDITURES OF FUNDS AS RECEIVED MAY NOT iE WISE

The provision that every charitable trust should spend its investment income in
the year it is received is not wise. Obviously all income of a private trust should
be spent for the purposes of the trust. However, the amount of permissible reserve
depends upon the character of the trust.

If the foundation raises funds by an annual subscription, the donors obviously
expect such funds to be expended as soon as it can be done efficiently-probably
within a year or two, except for certain types of long-range sustaining pro-
grams. If a charitable trust is endowed primarily to disburse funds from invest-
ment income, there should be no delay beyond the time to locate suitable recip.
ents and see that programs are soundly conceived. A delay of one to two years
would be in order except for major programs where the foundation is expected
to make a massive effort beyond current income or expects to assure a recipient of
a certain level of support for a stated period of several years.

In contrast to these non-operating foundations, there are operating trusts such
as in hospitals, orphanages, universities and research institutes, that maintain
their own facilities and staff. They must make provision for depreciation of
facilities and security of staff. It is obvious that a staff of highly trained, skilled
employees such as M.D.'s, Ph.D.'s, Engineers, etc. cannot be developed and re-
tained on a hand-to-mouth existence. They must be protected against the vicis-
itudes of the economic cycles and occasional misjudgment of trustees in making
investments. Such a staff cannot be disassembled and reassembled as a working
team with every fluctuation in the economy. It would seem only reasonable and
fair that such institutions should be allowed to retain a reasonable operating
reserve possibly equivalent to two annual budgets.

RESEARCH INSTITUTES SHOULD BE CLASSIFIED AS EDUOATIO'AL INSTITUTIONS

The modern University or College has the responsibility of both acquiring
and diffusing knowledge. The acquisition of true knowledge through research is
Just as important to the future of America as the teaching of well established
fact. Our Society cannot remain progressive and fulfill its tremendous respon-
sibilities to the free world without innovative, creative enterprise. Therefore,
research conducted within or outside of the University should be encouraged
wherever possible. A trust established for support of research in a University is
no different from one that operates independently, provided both make the results
of their investigations freely available to the public through publication.

We, therefore, feel strongly that all research institutions dedicated primarily
to acquisition and distribution of new knowledge or solution of problems of public
welfare in medical research, production of food and fiber, study of social systems,
etc. should be as tax-exempt as the University that teaches what they learn.
This would, of course, exclude the mission oriented laboratories set up to serve
private industry by development of new products or processes or to make mar-
keting studies in which the ultimate objective is private profit. The ultimate
differentiation would be made according to whether the new knowledge acquired
was made freely available to the public within a reasonable period of time.

CAPITAL GAINS SHOULD NOT BE CONSIDERED AS ORDINARY INCOME

If all capital gains from sale of equities are considered as current income that
must be directly and forthrightly applied to the purposes of the trust, the inevi-
table result will be a liquidation of the trusL This leaves the trustees no room for
errors in judgment in making investment and it denies them any chance to main-
tain the purchasing'power of their investment income. The end result will be a
gradual attrition of the program of the foufidatlon, If it Is serving an honest,
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worthy function, as -o many are doing, this is a direct loss of service to mankind.

A foundation should be given the right to build ip a reasonable capital reserve
so capital losses may be covered by previous or subsequent capital gains. Further.
more, it would seem reasonable to permit some reinvestment of capital gains
according to the rate of depreciation in purchasing power of the dollar through
Inflation. The government should not insist on any trust operating on a fixed
dollar value unless it can guarantee a fixed purchasing power of the dollar.
Unfortunately, our government has had to follow policies through pressure of
current events that led to deterioration of the value of its currency for the past
30 years. It would be grossly dishonest to say that this trend is going to be
reversed in the next decade. It may accelerate.

We suggest, therefore, that every foundation be allowed to reinvest capital
gains to the extent required to maintain a constant real worth of its assets as
measured by the capacity to Iurchase goods and services. It would be logical to
let each one use a 10-year moving average based upon some yardstick of the
value of the dollar such as the Department of Commerce's Cost of Living Index
to keep its purchasing power more or less constant.

We do not believe, however, that any foundation should be given the privilege
of creating an ever-expanding bureaucracy of its own by speculative Investment
policies. Once the foundation's capital gains exceed the established tolerances
defined by regulations, the excess could very well be considered as current Income.
As such it should be applied directly to the purposes of the foundation. It the trus-
tees elect otherwise, the excess should be taxed at the standard rate for capital
gains of ordinary individuals. After the foundation has paid its fair tax the
residual funds could be invested so as to provide a more sustained form of reve-
nue extending over a period of time. If some provision such as this is not inade
to discourage excessive reinvestment, the trustees will be tempted to enter into
speculative investment over the decades and thereby extend tile control over
American capital by the dead hand of the donor.

A SELF-SUPPORTING LICENSING SYSTEM IS NEEDED

No matter how valuable the private charitable trusts may be, they cannot be
encouraged If they are to be perverted to personal gain by unscrupulous schemers.
Since It is unlikely that they can be properly controlled by simple punitive taxes,
a just and equitable regulatory device must be created. A licensing system could
be established by the U.S. Government for all private foundations that expect to
be granted Income-tax exemption, regardless of where they are incorporated.

It should not be too difficult to establish certain categories for foundations and
the regulations to be applied to each as discussed above. A substantial staff would
be required to receive applications, study the objectives and operating methods
of each, and certify them for tax exemption. It would be necessary for the staff
to follow up on performances by studying annual reports on financial disburse-
mnents, capital structure, and operational activities.

The cost of such a regulatory agency should be borne by the applicants on some
sort of license fee system graduated according to the cope of activities and
diversity of expenditures. The endowed Institutions might very well have their
fees based on the total volume of capital asets so the giant foundations would
pay more than the more modest ones, but the small ones undoubtedly would have
to pay a larger percentage of their Investment income so as to pay their fair share
of the cost of the licensing arrangement. This might very well serve to dis-
courage many of the small family foundations that do serve a real purpose but a
graduated license fee would seem more proper than payment of the expense of
regulation from general government revenue. It would be neither fair nor con-
structive to force the ordinary taxpayer to pay any substantial part of the cost
of supervision oW a privately chartered enterprise unless he is given a voice in Its
operations.

Any foundation that fails to fulfill the objectives of its charter or to disburse
its income primarily in implementation of its goals, should be called to public
accounting by the licensing agency. If corrective measure are not made or the
trustees show persistent incompetence, the assets of the trust could be diverted
to the appropriate government agency for reallocation as grants to one or more
effective operating Institutions in the area of enterprise selected by the donor in
his original trust instrument. No foundation should be allowed to function
indefinitely when the purposes of its establishment no longer exist or Its method
of operation proves totally Ineffective.
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CONCLUSION
The charitable trusts of the United States have proved their worth to our

Society on a hundred fronts. They have provided seed money to start new enter-
prises and generate new concepts in human welfare. They reflect the best in the
dignity and honor of mankind so charitable giving should be encouraged by
granting tax exemption.

This privilege must be extended only to those who are willing to create a public
trust that will be fully subject to supervision and review. There is no room for
the donor to use the device as a means of extending the use of his own capital
am.ets for his own personal gain. To assure there is no abuse of privilege, tile
private foundations-we admit relu(.tantly-nmust be licensed on an annual basis
to qualify for exemption from federal income taxes. The trust itself should bear
the cost of its supervision by paying an annual license fee based roughly on the
cost of auditing its accounts and reviewing itq operations.

Such supervision can never be achieved rnitionally by taxation. Certain rather
simple rules regarding use of investment income miust be established and any
appreciable deviation therefrom should be taxed so the funds can be reoriented
toward Its proper use in social progress. We sharply differ, however, with the
spirit and much of the detail in the recently adopted tax reform of 199 passed by
the House of Representatives wherein it applies to foundations so indiscrim-
inately. The plan will not achieve full reform and certainly will not encourage
enterprise and worthy philanthropy among our citizens. We urge the whole
problem be restudied and, if at all possible, be divorced from the revenue
raising objectives In the tax reform instrument. The problem goes much deeper
than simple taxation because it Is fundamental to the exercise of personal initia-
tive in a Society of free people.

AUGUST 22, 1969.

MEMORANDUM OF MACAL.ESTER Cor.i.FE SuBMIrED ny TiO.MIAS R. MULCAHY,

GENERAL SECRETARY

IMPACT OF TILE TAX REFORM ACT OF 1069 ON 1IM'tS TO EDUCATIONAL INSTITUTIONS

Macalester Is a private, coeducational, liberal arts college serving 2,000 students
from all parts of the United States and many foreign countries. Macalester Ool-
lege, like all educational institutions, would be adversely affected by the proposed
changes in the rules for charitable contributions. The proposal would drastically
alter many tax incentives to philnthropic support. The major adverse changes
are:

(1) (ft8 of Appreciatcd Property.-Present law allows a deduction for the
full present fair market value of the property with no tax on the gain. This should
be retained. It is the most important source of substantial gifts. For example,
over $1,000,000 annually conies to Macalester College in the form of appreciated
property, usually common stock. The bill would reduce this incentive and hurt us
greatly.

(2) Allooation of Dcductions,--The charitable deduction should not be subject
to the proposed allocation rule which reduces the deduction by treating the gift
of appreciated property as a "tax preference". (This complex provision is harsh.
Ostensibly, the appreciation on gifts of appreciated securities and real estate
[held more than one year] is not to be taxed when the donee is a church, school,
hospital, or is publicly supported. However, the Allocation of Deductions provi-
siou indirectly taxes appreciation on gifts of appreciated securities and real
estate.)

(3) Life Income (Deferred) Gifts.-Present tax treatment of appreciated
property contributed to fund these plans should be retained. Almost without
exception, donors set up life income plans with appreciated property, not with
cash. The bill would Jlplse incalculable burdens on the operation of pooled fund
investments already In existence. Capital gains earned by the pooled fund
would be taxed even though permanently get aside for the College. Allocation
and inventory valuation among the many life income participants In the pooled
fund are unspecified.

(4) Bargain Salcs.-Some donors wish to recover the cost of appreciated
property and donate the increment to the College. Present law allows a charitable
deduction for the amount of the Increase in value. The bill would tax a part of
this appreciation under the allocation rule. Bargain sales of furnishings and
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equipment, especially of high mark-up items, are very -attractive to the College
and to the donor.

(5) Retroactive Applfcation.-A number of provisions are retroactive to April
22, May 27 or July 25 of this year-affecting gifts already made this year. It is
extremely unfair to rewrite the tax consequences of completed gifts, of which
the following are but two examples. Two sisters, alumna of Macalester, both over
70, have set up life income contracts funded with 3M stock. Another alumnus has
just given the College a 35 acre tract in Tucson which will fund a gift annuity.

(6) Gifts of the Use of Propecty.-If a donor allows the College the use of
property rent-free, such as a building or house, present law allows him a chari-
table deduction for the fair rental value of the property. The bill eliminates this
charitable deduction.

The College has been the recipient of gifts of homes, usually near the campus,
from retired faculty, staff and friendly neighbors. In order to make the gifts dur-
ing his lifetime, the donor frequently reserves a life estate. This arrangement
generates very favorable relationships and present law allows a charitable
deduction to the donor based on his life expectancy. The bill denies a deduc-
tion to a donor who gives "less than his entire interest in property."

(7) Offts of Works of Art, Antiques, Collections of Papcrs.-The bill evi-
dences a bias against these gifts. Such items are part of the cultural treasure
of the nation or the locality. Valuation problems should not be exaggerated to
deny an incentive for the donation of collections of merit, such as the Lewis
and Clark papers or the Edouard Manet painting, "Le Fumeur," (The Smoker)
valued at about $1,000,000, recently given to the Minneapolis Institute of Arts.(8) Information Returns.-Present law exempts colleges and similar orga-
nlfttions from filing information returns. The bill would require such returns
and constitute a burden on most Institutions because of the amount of data
demanded. The annual information return would require a statement of the
institution's gross income, expenses, disbusements for exempt purposes, accumu-
lution's, balance sheet and the total amount of contributions find gifts received
by it during the year. In addition, the information return must show -the names
and addresses of all substantial contributions, directors, trustees, other manage-
ment officials and of highly compensated employees.

(9) Foundation Income Tax.-The bill would impose a 7 % tax on net
investment Income. This provision would divert funds from private charitable
causes to the U.S. Treasury without any offsetting income source to which we
can turn. To the extent that any college has received foundation grants, a tenta-
tive projection of the effect of a 7%vl% reduction In future grants can be made.
Macalester College has over the last ten years received $27,144,791 from private
foundations. Obviously we count heavily on this source of funds to sustain and
expand our educational efforts.

MACALESTER'8 BUDGET SITUATION

Macalester's 1969-70 budget involves expenditures of more than $10,000,000
an increase of 25% over last year, continuing a ten-year trend of 17% annual
Increases. These increases are projected to increase at 14% for the next five
years,

Of the annual budgeted expenditures, about 26% Is normally supported by
gifts for current use, such as alumni annual fund and other unrestricted annual

In the case of gifts for endowment, gifts of securities play an Important part
The income from Macalester's endowment is budgeted to meet another 17% of
1969-70 expenditures.

In the aggregate we estimate 43% of Macalester's annual income depends on
giving-by Macalester's alumni friends. Given this-situation and given a budget
which can be balanced only with wholehearted efforts on our part, the proposed
leislation poses a serious obstacle to the attainment of both short and long-
range objectives.

Finally, we submit that contribution to a publicly supported institution should
not be considered a tax loophole. It is not a Congressional oversight that a contri-
bution of appreciated property entitles a donor to a deduction for the property's
full present fair market value with no capital gains tax on the appreciation.

August 29, 1969.
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ARTiiUR ANDERSON & CO.,
Chicago, Ill., September 10, 1969.

Re: statement regarding H.R. 13270 Tax Reform Act of 1969-Charitable
Contributions.

Committee on Finance,
New Senate Office Building,
Vashington, D.C.

SUMMARY OF COMMENTS AND RECOMMENDATIONS

DEAR SiRs: As tax practitioners, it is our opinion that many of the contem-
plated changes are unnecessarily complex. We believe that simplifications should
be made which would neither materially affect the revenue, nor prolong present
abuses which might currently exist. Therefore, consideration should be given
to the following:

1) The myriad of effective dates for the separate provisions of Section 201
of the Bill should be eliminated, and one effective date imposed on the entire
Section.

2) There should be an elimination of the present proposal allowing a tax-
payer to elect whether to report a contribution of certain appreciated property
at its adjusted basis, or at its fair market value with a corresponding increase
in income for the appreciation. In view of the other complex provisions of the
Act, allowance of an election with respect to this Section will unjustifiably
complicate many taxpayers' planning and return preparation.

3) New provisions relating to charitable income trusts and charitable remain-
der trust should be completely revised, to eliminate the emphasis on the structure
of the trust instrument.

BASIS FOR COMMENTS
1) Effective dates

In an overall review of H.R. 13270, one discovers that there are 86 separate
effective dates of applicability of the new law. Ten separate effective dates
are provided for In Section 201 of the Bill, and another related item in Section
121, relating solely to charitable contributions. However, when reviewing Tables
5. and 6 of the Report of the House Ways and Means Committee, It Is apparent
that the overall revenue effect of the charitable contributions section Is one of
the smallest in the proposed reform. The complexity of effective dates seems
completely out of proportion to the benefits to be achieved from such compli-
cated legislation. To emphasize this point, we have attached Exhibit I outlining
these various dates, and the Sections to which they are applicable. We realize
that each separate date has particular significance, and Is designed to protect
the revenue. However, in view of the overall complexity of H.R. 13270, the
complexity of Section 201 Itself, and the contemplated small annual gain in
revenue, it seems unreasonable to impose additional hardship on the taxpayers
and their advisors with such a variance of effective dates in one particualr
section. Unlike Industry and other special interest groups, most of the millions
of Individual taxpayers do not attend the Committee hearings to obtain first-hand
warnings of Impending legislation. In fact, most taxpayers did not learn of the
effect or dates of this proposed legislation until several weeks later, and, at
this writing, It is fair to say that many affected taxpayers and their advisors
are still uninformed of its applicability and far-reaching changes. Also, it
seems reasonable to surmise that, because of uncertainty as to the passage
or modifications of this Section or other parts of the Bill, prudent, informed
taxpayers will probably adopt a "wait and see" attitude toward immediate
tax planning. Therefore, most of the effective dates Inserted as "stop-gaps",
to prevent last-minute measures to take advantage of disappearing loopholes,
will be unfair or of little consequence, and thus should be deleted. We sug-
gest a standard effective date of "for taxable years beginning after December
1, 190.9

9) -Al1&tntoave treatment of certain gifts of appreciated property
Section 201(c) amends Section 170(e) of the Code, to provide that where

a taxpayer contributes certain appreciated property, he may elect to deduct
the adJusted basis of such property, or he may Include the contribution at its
fair market value and, under new Section 83, report the appreciation as Income
fioin the sale of the asset. We realize that the availability of such an election
will be of advantage to some taxpayers In specific instances. However, it
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appears that, generally, it will be advantageous for the taxpayer to elect to
deduct the fair market value of property where the resultant appreciation
will be taxed as long-term capital gain, In cases where the appreciation re-
suilts in ordinary income, there would, generally, be little consequence to the
election one way or another. However, because of the availability of the election,
it must be considered in planning for each taxpayer, and in computing each
individual liability. Standing alone, this section still would present no insur-
mountable problem. lut when considered with the other contemplated revisions,
the effect of the alternatives available under this particular Section create
the effect of a geometric progression In evaluating the choices available. For
Instance, if a taxpayer contributes a eRpita! ngqpt held over twelve months to
a private foundation, any appreciation will be taxed as a long-term gain, if
the taxpayer so elects. His alternatives must be considered in the light of
their effect on other proposed revisions:

a) The contribution of appreciated property Is subject to a separate limita-
tion of 30% of his contribution base, which may include the entire amount
of the capital gain for the appreciation. His election could determine whether
or not he exceeds the limitation.

b) In determining the taxpayer's limitation on interest deductions (Section
221), the long-term gain on appreciation would be a factor In determining the
allowable interest deduction. If he elects to increase gain, his allowable interest
deduction will be increased.

c) In computing the limitation on tax preferences (Section 301), one-half
the elective gain will have to be considered.

d) In allocating deductions (Section 302), the amount of gain and the
amount of the contribution would cause the numerator, denominator and multi-
plier in the required computation to vary, depending on the taxpayer's election,
and also would be dependent on the results achieved in a), b) and c).

e) In determining averageable income under Section 301, each of the above
factors have a direct bearing on the computation for any given year. The
effect of averaging cannot be determined until the effect of a) through d) is
determined.

Therefore, we have concluded that the mere availability of the election under
Section 170 would unjustifiably compound the already complex computations
under'the proposed reform. It seems obvious that elimination of the election
would not Impose a hardship on any particular group or class of taxpayers;
rather, availability of an election would only serve to decrease tax liability
in isolated circumstances for various taxpayers. To protect an isolated, unidenti-
fied minority at the expense of imposing additional expense and complexity
on all taxpayers from the outset does not seem logical. Yet, this Is the present
contemplated result from this available election. The present requirements for
unreasonably ;complex calculations will probably be best handled on sophisticated
computer programs, but certainly not by the taxpayer himself. To require
taxpayers to avail themselves of additional outside advice solely because of
mechanical alternatives imposes an unwarranted hardship.

In the Interest of simplicity and practicality, we propose that the election
be removed and provision made that all such gifts of certain appreciated property
be treated as sales of the property at fair market value, with a corresponding
charitable deduction for such fair market value.
8) Overall revieiona relating to charitable income and charitable remainder

trwuts
Separate provisions have been enacted for each of these type trusts However,

each provision has, In part, attempted to rectify situations where there is a
material difference between the claimed contribution upon the creation of the
trust, and the ulthnate benefit received by the charitable organization. In most
of the differences, charity receives substantially less than contemplated at the
time of the gift, mainly through original design or subsequent manipulation.

We agree that such distortions were not the original intent of Congress, and
where practical, such occurrences should be minimized or eliminated. However,
the remedy proposed by the House has been directed mainly toward the struck.
ture of the trust Instrument itself, requiring that, for any gift in trust to qualify
for a charitable deduction, the instrument must provide that the income bene-
fiAdiary receive either a fixed amount of dollars annually or a fixed precentage
of the fair market value of the assets (determined annually). These types of
orrangetnents are quite Inflexible, both for the potential donor and the trustee.
In both instances, an artificial tax concept of "income" and "corpus" Is being
created by statute, since real income amcumulations and corpus segregation

dI
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will have no relationhil) to the tax result. In either type trust, it is impossible
to guarantee that corpus will be preserved Intact, although preservation of
corpus is a prime consideration in normal busless and investment concepts.
There does not appear to be sufficient Justification for forcing an inflexible trust
structure on the taxpayer, If alternative remedies exist. Finally, it would appear
that there Is still no guarantee that the actual benetlt to charity under the new
provisions will approximate the computed deductions at the date of the donation.
Fluctuations in market value and earning capacity will still be subject to
variation; decreased earnings of an annuity trust due to market conditions will
still reduce further a charitable remainder, and decreased market values of
corpus will serve to reduce the income to charity where a noncharitable re-
inainder exists.

Since one of the prime considerations is the establishment of the value which
ultimately Inures to the charitable organization, a more simplified and yet more
flexible approach would be to provide for azi extension of the statute of limita-
tions on such contributions in trust, to allow the Commissioner a period for
measurement of the benefit accrulug to the charity, through a five or ten-year
"lookback." Do mininds rules could be established to minimize the possibility
of adjustment, and manipulations of investments which previously were used
to the taxpayer's benefit could now be used to insure that value was ultimately
transferred to charity In the amount originally contemplated. Such provisions
would leave the taxpayer much more flexibility ,in the creation of the trust from
a business and economic standpoint, and at the time be better assurance that
charitable deductions are not overstated.

We would also suggest that In any case, the Regulations be revised to provide
for a more realistic discount rate, rather than the 3%% now being used.
Continued use of a 3 % rate automatically produces a distortion, since it does
not measure the true discount rates which exist in our present economy.

SUMMARY

The foregoing objections are not intended to indicate an approval or dis-
approval of the remaining portions of the Act, but are only indications of techni-
cal and mechanical areas which obviously need simplification. This statement
is submitted as part of a series of letters, each dealing with a particular area
of the proposed legislation. It is Intended that the comments and suggestions
contained herein be made part of the record of testimony relative to the legis-
lative changes contemplated for charitable deductions. We shall be pleased to
discuss these matters further with you or the Committee, either in person or
by telephone. Please call us collect at 312-346-622 If necessary.

Very truly yours,
JOHNI MENDENHALL,

Director of Taco*.
Attachment

EXHIBIT I.-TAX REFORM BILL OF 1969-EFFECTIVE DATES

Tax provision subject Effective as to- BuI section

Charitable deduction, lifts of income or partial Gills made after Apr. 22, 1969 .......... 201(s), 201(h).
Interest.

Charitable contribution deduction limit increased.. Taxable years beginning after Dec. 31, 201(a).
1969.

Unlimited charitable deduction repealed ......... Contributions paid In taxable years begin. 201(s).
nIn oefter Dec 31, 1969.

Charitable deduction denied, lifts to certain pri. Contributions paid after Dec. 31. 1969... 201()(7), 201(b).
vate foundations and organIzations making
political campaign expenditures.

Charitable contributions of appreciated property .....do ............................... 201(c), (d).
limited.

Charible deduction limitatkon on bargain sals.. Sales made after May 26 1969 ........ 201(d).
Split Interest and charitable remainder trusts..... Gifs made after Apr. 22,1969 for Income 201e), (h),(1),

and gift tax purposes; and to estates
of decedents dying after date of enact-
ment, for estate tax purposes.

Repeal of nonexempt trust's or estate's deduction Amounts paid after date of enactment... 201(f).
for amounts set aside for charity.

2-year charitable trust rule repealed ............. Transfers In trust made Ifter Apr. 22, 201(s).
1969.

Charitable Inoome annuity trusts and "unktrusts".. Transfers In trust made after date of en- 201(l).
actment

Now Informationreturn,iftsofIncome-produclng Taxable years beginning after Dec. 31, 121(e).
property.1969.



JOHN 1). MAIMLIt,
Long Reaoh, ValIlf., July 21, 1969.

Re pending tax bIlls---charites.
Hon. Ozoao3 Muapty,
Woataph"ton, D.C.

HoNoaunic t ia: I would like to express the following views voneernilng thosv
pending tax bills which pertain in various ways to the charitablo deduction.
The approaches of the Administration apl iar to be in three general categories:
namely, one, those that would put some kind of limltatilon on the anouit of ally
charitable deduction available to an individual who itemizes his deductions;
tto, those that apply to charitnble foundatious in soma degree controlled by 11
single person or group of family donors; and three, those that would deprive the
donor of the tax advantages of cerhiln kinds of lbque-sts that lI'ive theretofor,
been sanctioned.

It appears to me that as has so often been the vase, a legitimate grievance
against some specific and notorious abuse, or alleged abuse, of the tax laws
(the 'ortas and Douglas matters coine quickly to mind) is seized upon by 01e
"planners" as a platform from which to mount an attack. Such attack, while
ostensibly to correct an abuse, goes far beyond what wold be necessary to
accomplish this result. The ultimate goal is not articulated but is sensed. In
this instance, it is my firm belief that the ultimate goal of the "pintmner" i based
on their assumption that they can determine best In Washington what fre the
charities to be supported.

leavingg determined this, they can then disburse the tax revenues from Wash.
tngton. In order to do this, however, it is of course necessary to obtain an ever-
Increasing amount. If the charitable deduction cln be rediued in a substantial
degree throughout the country, then the tax revenues resulting front such
reduction can be funneled through Watdington and spread back to the charltles
selected by those in Washington rather than by the Individual donors.

The current attack which denies e charitable deduction for amounts donated
below a certain floor is to me most vicious. One such proposal Is thitt individuals
04ovild not be allowed to deduct charitable contributions below $300 where they
Itemize deductions. That is, tit effect, an invitation to the great mass of our
population to turn their back on charity, to ttke the attitude thaft "I am not
my brother's keeper" and to let Big Brother decide what Is and is not worthy of
charitable support.

Another companion suggestion Is that the charitable deduction should Imrallel
he medical, deduction and that no individual itemizing deductions should I

lrnitted to deduct charitable bequests below 3% of his adjusted groes Income
The effect on the private educational institutions, hospitals, COHmI|munity Ohest,
Boy Scouts, Red Cross, WMOA, YWOA, Boys Club., churches, and all manner
of charities that depend on a broad base of public support can well be Inagined.

1Tose'proposaM which are dereclcd at eharitabte family foundations perhalm
should be most closely scrutinized. Here, there has been demonstrated abuse.
The temptation therefore may well be, under the guise of reform, to take a meat-
ax approach. Such, I do not feel is desirable.

I have had the opportunity of working to establish several of these family
foundations, and I have not found any desire to abuse the tax laws under the
guise of a charitable undertaking. Rather, it has boen the desire of these families
to instill in their members a sense of social responsibility and charitable orien-
tation. It seems, to me, desirable for the State to encourage the altruistic and
donative Inclinations to its individual members. There is in the history of our
tax laws relating to charitable deductions, a clear past government policy of
encouraging individuals to help charitable organizations directly. This policy, I
believe to be a good one and hope that it will not be changed under the guise of
tax reform to correct certain limited abuses, no matter how odious the particular
abuses may s.e, The abuses should be corrected, but the underlying philosophy
should remain Intact.

There Is really no basis In ogic for a 5%, or any other, tax on the Income of
these foundations where the income Is, as it must be for them to qualify, irrevo.
cably, committed to the various charitable undertakings recognized by the tax
statutes as worthy of support,

The third category of tax reforms relates to the denial of deductions for
retain gifts that have been previously allowed. Among these are charitable
remainder trsts, the short two-year trumot with income going to charity, the
ability, to take a deduction for the fair market value of appreciated property
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without being taxed on the appreciation, etc. The policy question on these Items
would appear to be the extent to which the government wishes to encourage and
promote independent charitable giving by individuals and other taxable entitles.
If one assumes that the government can best determine what is worthy of charl-
table support, then all the tax "reforms" reducing the incentive to individual
charitable donations could be endorsed. On the other hand, if the basic philoso-
phy Is to encourage individuals, regardless of high or low incomes, to support
the charities which are individually convinced are worthy of their backing,
then these programs attacking charitable deductions, under the guise of reform
to correct abuses or to simplii'y tax collection procedures, should be eschewed
most carefully; and I believe they should be rejected unless clearly shown to
attack an existing abuse.

The gift of appreciated property and a charitable deduction for its fair market
value, the bargain-sale, the charitable remainder trust, etc., have a long history
of acceptability. One must concede, however, that the past consistent liberal
congressional policy of promoting and supporting individual charitable giving
(which clearly appears In the statutes and acts of Congress) has not always
been followed by the Internal Revenue Service. The IRS quite frequently adopts
a most technical position to defeat the deductibility of charitable remainders,
to mention but one example. These incentives should be retained and expanded
to encourage our citizens to take active part in helping to solve our nation's
many problems In the areas where charities, schools, hospitals, etc. have tradi-
tionally operated,

IMUMDA" ATION QUISTWL

One important feature of the current tax program which is raising havoc with
charities in general is the effective date on most of the Bills which have been
introduced. Some carrying effective dates of January 1, 19W; others carry an effec-
tive date of April 22, 100; and In either case, for those transactions occurring
after the proposed effective date Involving charitable donations, the public is
in a complete quandary. If they make their plans and donations according to
the law as it currently exists, they may wake up on January 1, 1070 to find that
the law has changed radically and retrocatively to wipe out the tax consequences
which were In effect and contemplation at the time the transactions took place.

This unsettling of the law is a most unhappy state of affairs for those engaged
In charitable undertakings such as hospitals. Rchools and churches. For example,
I represent a local Hospital administered by a religious order. It has, for several
years, been planning a major capital funds campaign. That drive got under way
in March. Many donors, some considering amounts in excess of a million dolars,
bad made plans to give to the Hospital to support the new much-needed facility.
On April 22, lO60, the Administration's Bills were introduced to limit charitable
deductions, wipe out charitable remainder trusts, destroy the benefits of giving
appreciated property to charities, etc. The effects on the drive have been cata-
strophic. We must advise any potential donor of the pending Dills, not knowing
whether they will be passed, but knowing that we will have a very unhappy
donor If they are passed and he wakes up to find out that the tax law existing
on the date of his donation has been retroactively changed by a later enactment
of congre.

Anything you can do to get Congress to announce that such changes in the
tax laws, particularly those pertaining to charitable giving, as may be enacted
will be propeKtive only, will be a great service to the people of the country, will
settle the undecisive state of affairs that currently exists, and will promote the
smooth operation of the thousands upon thomnds of charities throughout the
nation.

This has been a long letter, but it Is in connection with a subject which I feel
Is most important to the people of this country and one concerning which I have
strong feelings

Very truly yours, Jomiw P. Mua ..

BnrATW VONo, SMONte ORico loodidlig,
W4Nhf*to1% D.O.:
TWx reform package strikes bard at financial support of Honolulu Academy of

Arts, Most detrimental Is reduced deduction donors can take for gf of appre-
88-865 0-69-pt. 8-59
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elated art and property. Another blow Is possible 5 percent tax on our investmentincome. Please do not undercut our sources of direct public support.

Mahalo and aloha.
J. Sco-r B. PRATT II,President, Board of Trustees, Honolulu Academyg of Arts,
J'MES W. Fos~m, Director.

HONOLULU AcADEMy or AaTs,
August 5, 1969.The Honorable HIRaM I.. FONG,

U.S. Se&ahV,
Wasaigto D.C.

Das SzxATOR Fozio: We are deeply concerned about some of the tentativedecisions reached by the Congressional Ways and Means Committee In Its currentstudy of certain tax-reform measures, as they relate to charitable contributionsand private foundatons.As you know, the Honolulu Academy of Arts has been chiefly an educationalInstitution since its founding in 1027. Its collections, classes and other opera-tions are supported by endowments and private contributions and gifts.Certain aspects of the tax-reform legislation strike directly at the base of ourfinancial support. If passed into law, they could seriously curtail both the futurebuilding of the art collections as well as the educational activities the HonoluluAcademy of Arts now provides to the people of this State.The most detrimental proposal of the Committee is the provision that wouldsignificantly reduce the amount of deduction an individual can take for donatingart objects and other property that have appreciated in value.Present tax laws encourage donors to give appreciated property, tangible orintangible, to us for public enjoyment and instruction. Contrariwise, the legisla-tion now being considered would jeopardize our efforts to collect and exhibit thearts that represent our rich and diverse cultural heritage here In Hawaii.The new tax-reform measures raise another question of major concern. Inspite of public support of and participation in the many educational servicesthis Academy provides for our people, we are not certain whether the Academyqualfes under the highly complex definition of a "publicly supported charity."If It 600 not another provision would Impose a 5% tax on our total Investment!nco , including capital gains.Duting reeeit years the federal government has considered various proposalsrot ailing museums, but so far the amount of federal support to museums Is lessthan one percent of their operating expenses.We do not propose that the federal government assume the burden of support-Ing American museums. What we ask is that the federal government not under-cut the very sources of direct public support that has b)ilt, housed and staffed thegret museum collections of the United States.We ask that you give serious consideration to the far-reaching and graveconsequences that the present tax-reform bill would have on this and all museumsthroughout the country.
hank you for your most able representation of the people of Hawaii in theUnited States Senate.', J3. SvO TT B . P -RAT , llI,

President, Board of Trustees.
J'Auss W. FosTEa, Jr.,
Director.

S"'ANrORD UNrv.rry,
sStanford, Calif., Septcmbcr 12, 1969.noHnoale Rusmz B. Logo,

COhrmpu C0ommittee on Finance, U.S. Senate, Senate Ofjco Building, Washing.
Das SXAyot Loto : I write to enter testimony for hearings on H.R. 13270, theproposed Tax Reform Act of 196. In accordance with instructions in your Au-gust 12 press release, my associates and I have cooperated with sister institutions. to present consolidated testimony, and our substantive vinalytical commentswill be entered by representatives of the American Council on FAucation andii' IY!ty and Scollege oflcern, now scheduled to appear before your
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WThile I will not here repeat these substantive comments, I feel that I must
testify to the genuine alarm with which I view certain features of the Bill. As
we have studied the proposed reforms, my colleagues and I have realized the
Bill's consequences would be nothing short of disastrous for the high quality and
broad opportunity of American higher education.

Tax incentives to private philanthropy are a keystone to the remarkable
development of our healthy pluralistic system of higher education in the United
States. Visitor after visitor from foreign university systems, including those
systems which we formerly considered superior to ours, has come to our campus
to study the financing of this university. They have left impressed more than
anything P1" by the wiedom and the importance of the Amcrican policy of tax
Incentives to gifts. Oertaln provisions of H.R. 13270 cut at the very heart of
those incentives.

We have long believed that an appropriate federal role In aid to higher educa-
tion included acts which helped colleges and universities to help themselves. The
incentive to gifts is perhaps the best example of this role and provides enormous
leverage which channels untold private energy end substance to the public
good.

Stanford University has for many years used 10-year financial forecasts as a
part of its planning and budgeting process, and I would like to indicate briefly
the relevance of such forecasts to the tax disincentives included in H.R. 18270.
We have set ourselves a target of increasing gift receipts from the present $20
million per year to over $50 million per year by 1979--and in spite of other
estimated increases in income (tuition, endowment income and federally spon-
sored research and training) we see a deficit of over $4 millon per year in
1979 for an unacceptable minimum program and many times that size deficit
if ire carried out the educational program we really should. Now, facing ti1s
situation, we believe that one of our strongest hopes is to increase gift receipts
even more than our ambitious forecast. We need more incentives to sits for
higher education, not less.

Our gift history indicates that well over one-half our receipts from individuals
are in appreciated property, and our forecasts are based on this assumption. We
are already making commitments against over $14 million of gift pledges, and
there is no doubt in my mind that many of those future payments are expected to
be made in gifts of appreciated property. Furthermore, deferred income trusts
represent a significant part of our long-term future reliance on gifts. These are
reasons why H.R 13270's treatment of appreciated property gifts in respect to
Limited Tax Preference and Allocation of Deductions and the treatment of
Charitable Remainder Trusts would have tragic consequences for us at Stan-
ford-and, I feel sure, for our sister institutions throughout the country.

Please do not conclude that I oppose all changes which might affect tax in-
centives to giving. Tax reform, in my opinion, is needed, and I applaud the efforts
of Congress to grapple with this difficult problem. In our consolidated testimony
we accept certain provisions of H.R. 18270 which attempt to avoid potential
abuses even though these provisions may reduce gift support: these Include repeal
of the unlimited deduction, treatment of valuation of intangible assets and
"bargain sales", and repeal of the short-term trust. But I must record my opinion
that those provisions to which our consolidated testimony objects carry the
potential death blow to the United States' world leadership in higher education
and -research.

Finally, I would like to comment on that portion of the reform proposals deal-
ing with philanthropic foundations. Let me emphasize that I do not want to give
the impression that In defending the most useful of the foundations and their
activities I am also defending those who have misused the privileged tax status
conferred on philanthropic foundations. Stanford is on record as endorsing in
substance the corrective proposals of the Treasury Department's Report of
February 2, 1965.

Ie major well managed foundations have been a singularly important factor
in making possible Stanford's development from the status of a good regional in.
otitution to that of a major national resource. In the past ten years, gifts fr-ut
foundations constituted roughly 86 percent of all private giving to Stanford.
More importantly, these foundation gifts most often provided the venture funds
for Innovation In education and research; and I think the need for such funds
has never been so critical as at this very time. Therefore, I urge the Committee not
to accept the proposed 7.5 percent tax on foundation income and other provisions
of the Bill which practice "overkill" on the responsible foundations. Rather, I
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hope the Committee can concentrate on perfecting those provisions which will
clearly prevent abuses such as self-dealing, personal gain and inordinate with-
holding of distributable capital and income--but do so without penalizing the "not
guilty" along with the "guilty".

I appreciate this opportunity to present my concerned to you and the Committee
and I am anxious to respond in any further way which may assist you in your
deliberations.

Yours very sincerely,
K. S. Pz .

LOUiSINA BAPTIST FOUNDATION,
August 81, 1969.

Committee on Finance, Washington, D.C.
Da Sis: The following written statement is respectfully submitted for

consideration by the Senate Finance Committee In Its hearings scheduled to begin
Thursday, September 4, 1969 on H.R. 13270, the Tax Reform Act of 1969.

The Louisiana Baptist Foundation is a religious non-profit corporation estab-
lished, owned, operated and supported by the Louisiana Baptist Convention,
representing 1301 cooperating Southern Baptist churches in Louisiana, with a
total membership of over 450,000. The purpose of the Foundation Is to encourage
and secure endowment and capital gifts for the support and maintenance of our
Baptist college, hospitals and benevolent institutions, and to administer these
funds for the benefit of the causes so designated by respective donors. These
religious institutions and agencies depend almost entirely upon such gifts for
their support and continued operation.

It Is our opinion and belief, base'. upon Acts of the Congress itself, dating back
to 1916, and opinions rendered by vhe courts, that our Federal Government has
consistently encouraged gifts to edn,,ational, religious, social welfare and other
philanthropic institutions by providing tax incentives therefor.

It is not a Congressional oversight, for example, that a contribution of appreci-
ated property entities a donor to a deduction for the property's full present fair
market value with no capital gains tax on the appreciations. In 1938.the House
of Representatives passed a bill calling for the contribution deduction to be
measured by donor's coot-not the fair market value at the date of the gift. How-
ever, the 1988 Ux Act as finally passed did not contain the House provision
.eliminating the added tax benefit on the donation of appreciated property to
charity. The Senate Finance Committee rejected the House provision. The Senate
Finance Committee stated:

Representations were made to the Committee by offlials of educational and
charitable institutions that the effect of such a provision would be to discourage
the making of charitable gifts in property. The Committee believes that charitable
gift generally are to be encouraged and so has eliminated the provision of the
House Bill. (8. Rep. No. 1567,75th Cong. 3rd ess. 1938).

We are convinced the House Bill's provisions which deal wkth charitable con-
tributions both directly and indirectly are extremely complex. Religious and
charitable organizations presently obtain support by being "easy to give to."
House Bill 182706 by its very complexity, discourages such giving and support.

While there are admitted abuses and inequalities in our federal tax structure,
we do not believe good and proper tax incentives for charitable giving (churches,
denominational sehools- childcare, missionary causes) should be repealed or
diminished to correct some problems.

We do support and favor taxing qualified charities (churches) on unrelated
b~tnes income. Also, we have no objection to requiring annual reports by private
foundatiow.

laWe re etfly request the Senate. Finance Committee to retain the present
law containing no minimum or floor on charitable giving. We strongly oppose the
proviaons ot H. IL 1870, TITLE II, repealing and/or changing tax advantages

-With tespect to gift o appreciated property, Charitable Remainder and Life
Ize o1'rgsts Gift Annuities, Short Term Trusts and Bargain Bales for support

'vo ehuftbM~chutch related schools, ho itals, children's homes and missionairy

',Vytrnlyyours,
LoU!wA B~rrsT FOUNDATION,

HssBOHEL 0. -PETTus,
Roe'mlive Director,
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IvwNs, PHILU'S & BIAwsx,
Washington, D.C., August 1, 1969.Hon. RUSSELLi B. L0Oo,

Chairman, Committee on Finance,
Senate Office Building,
Washington, D.C.

DFAR SENATOR LoNG: I am writing as a Trustee of Oberlin College, Oberlin,
Ohio, to register strenuous objection to certain of the provisions relating to
charitable contributions contained in the Tax Reform Act of 1969. The provisions
objected to will seriously affect the College's ability to raise funds in the future
and will iet.ult Ia t,. effeetq on past donors wholly contrary to the assumed
effects at the time the gifts were made.

For many years Oberlin College has sought gifts from its constituency, prin-
cipally alumni, under a reserved life Income plan. Under this plan donors have
contributed cash or securities to the College under an agreement calling for the
payment of the income on the value of such securities to the donor for his life
with remainder to Oberlin College. In many cases a donor has reserved the income
for his life and then for the life of his spouse. Cash or securities donated under
this plan have been placed in a common trust fund maintained by the College,
which also contains a large block of securities owned outright by the College as
lart of its endowment, and donors have been assigned the number of units in this
fund which reflect the relative value of his contribution at the time it is made.
Zdch year the donor receives his pro-rata share of the Income from this common
fumd.

Several million dollars have been raised for Oberlin under this plan and it is
an extremely important part of its development program. It Is my understanding,
moreover, that a great many colleges and universities throughout the country
have similar or identical plans. They are particularly suitable for elderly donors
who cannot afford to lose the Income from their investments but who wish to
make a current gift.

The new provisions relating to charitable remainder trusts would not only make
necessary a radical revision in Oberlin's retained life income program, but would
destroy the tax assumptions on which past Irrevocable gifts have been made.
While Oberlin's retained life Income plan differs to some extent from the average
individual trust administered by a bank or individual, it certainly does not
qualify as a "unitrust" under the new provisions. Accordingly, it would be neces-
sary, in obtaining future gifts to guess at the time a gift is made as to the
probable yield which the College could obtain on its common trust fund In order
to fix an appropriate percentage of income to be payable to the donor. It would
be impossible to make a guess which would not be unfair to either the donor or
the College.

More important, however, is the effect of the new provision on past gifts irrevo-
cably made. Where a donor has transferred property to Oberlin, retaining a life
interest In himself and his spouse, the assumption on both sides has been that the
property would not be taxable in his estate. Under the new provision, because
of the Interest of a surviving spouse, this would apparently not be true. Thus, the
new provision changes the rules of the game after the game Is over.

Another problem raised by the new provision relates to the handling by' the
College of the common trust fund used in connection with its reserved life income
program. The College has always assumed that gains derived from the sale of
securities in this common trust fund did not and could not attract tax. It is my
understanding that under one of the new provisions (section 201(f) of the Act)
the College itself would have to pay tax on a portion of the gains derived from
sales of securities in its common trust fund. This would cause a great deal of
confusion and would reduce the value of the pool from which the donor had
expected to receive a life income.

In the House Ways and Means Committee report explaining the new provisions
relating to charitable remainder trusts it is stated that:

Your committee believes that this requirement will provide a better means of
assuring that the amount received by the charity will accord with the charitable
deduction allowed to the donor on creation of the trust. This is because the re-
quirement will remove the present incentive to favor the income beneficiary over
the remainder beneficiary by means of manipulating the trust's investment..

This statement could not possibly be applicable to the reserved life Income plan
at Oberlin or for that matter at any established college or university. The Col-
lege handles the Investments and is the remainderman. If there Is any Incentive
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to "manipulate," the incentive would be to invest in such fashion as to benefit
the College rather than the income beneficiary. The College attempts to be fair
to the beneficiary in the matter of income but it has been the College's experience
that, In the long run, it receives far greater value from gifts of this sort than
were contemplated and allowed to the donor at the time the gift was made.

I appreciate that there have been some areas of charitable giving where abuses
have occurred and I am In favor of making changes in these areas. However, I
do not believe that abuses have existed in the charitable remainder area, par-
tlcularly where established colleges and universities are involved, sufficient to
warrant the confusion and inequities which would result if the new provisions in
W ",ao "p.P"t ,t, At thp vory 1,pmtt, thoe ffpctive dates of the various provi-

sions should be placed sufficiently far in the future to permit an orderly adjust-
ment to the new rules and should certainly not result in changing the rules on
transactions already completed.

Very truly yours,
JOHN C. RErD.

CITY OF LImCOLN, Nna,
September 26,1969.

OOMMI= om FINAxCz,
U.k Senate,
Wa hMt4ton, D.A7

Gzmmr.N: This statement is submitted in opposition to those provisions of
H.R. 18270 which would impose a federal tax on the income derived from state
and municipal bonds.

It is inconceivable that serious consideration should be given any proposal
which Imposes a, great burden upon the local taxpayers in the name of federal
tax reform. The citizens of this city have at a city election voted their approval of
city general obligation bond issues to permit new city fire stations, new city
libraries, new city street improvement facilities, and new city storm sewers.
These bonds have not been sold. From the testimony which has been presented,
it I. obvious that the proposed federal tax will make it necessary to raise our
local property taxes to pay the increased costs of these bonds If the tax Is
approved. The arguments against such federal taxation and the resulting burdens
presented to local governments are so persuasive that we cannot believe that
the distinguished members of this committee will permit favorable consideration.

The city also bas a position of responsibility to the citizens of Nebraska. The
Nebralma Legialature has enacted and the Governor of Nebraska has approved
lqla on Provding that the City of Lincoln, by the Issuance of Its revenue
bonds, will construct a state office building, a state game commission headquarters
building, and a state educational television building The State of Nebraska will
lease these facitieM and pay the rental costs by appropriations made possible by
sales and IUeome taxes imposed on Nebraska taxpayers. The City of Lincoln will
not receive aoy financial gain from this construction, and recognizing its respon-
sibilty to the taxpayers of Nebraska, wishes to finance this construction at the
lowest possible cost. Again, if the United States intervenes by the Imposition of a
tax on the interest from local bonds, there will be increased cost to the Nebraska

"Crall Of the reasons presented by those similarly situated, I submit that any
attempt to levy a federal tax on local bonds should be rejected.

flespeetfully submitted,
SAM SoHWARTZKOPr, Mayor.

BoAxD or NATIONAL MIssION89
New York, N.Y., October 6, 1969.

Th Honorable Ru.um B. Loo,
QAEkwwk, How to 0000i He on Fne,
smowte OXWe BuNd&g,WeA*ow, D.C.

-k Ai ,A,'ozto.: Te' Senate Finance Committee Is presently holding
bfrik z''fts'18270, the tak reform bill. Certain features of the bill, as It
Ai" b the House of fepreenttives, are beneficial to philanthropic
o~p.~m1flonkp as the 66e of which I am a member-the Board of National

MJ1Oki~ o the- hilted Preibyteraln Qhurch In the, United* States of America.
0i A e po4tI*'e ide'% the ptopos. lncrese In the limit of contribution deduc-
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Uons from 80% to 50% of a person's income for one year. Also, the continuation
of the five-year contribution carryover is helpful.

There are, however, certain features of the bill which will discourage potential
donors from contributing toward the support of charity.

1. Under the provisions of the bill dealing with the "limit on tax preferences"
and "allocation of deductions", charitable gifts would be singled out for harsh
treatment that would discourage many potential donors. The appreciation por-
tion of property gifts would have to be considered as "tax preferences", which
could result in the appreciation being taxable to the donor. Moreover, contribu-
tions would have to be allocated in part to a donor's total "tax preference" items,
with the result that a donor must reduce not onlv his charitable deductions but
also his deductions for taxes, interest, medical expenses, etc. The complex com-
putations necessary under the bill would, of themselves, make the planning of
gifts very difficult and would deter many donations.

2. Another ill-advised feature of the bill would require that in the common
case of gifts of appreciated property in which the donor hab reserved a tempor-
ary present interest (such as a retained life income), the donor will be held
responsible for capital gains tax even after the gift is in the hands of and under
the control of the recipient of his charity. This restriction would be most unfor-
tunate in discouraging a continuation of this type of giving, which organizations
such as ours have come to rely upon more and more.

8. The so-called unlimited charitable deduction would be phased out over a
five-year period. While their total number is not large, the Individuals who
qualify under the present law for the unlimited deduction, by reason of their
very substantial charitable gifts over a period of many successive years, are
counted upon by charities for their generous continued support. Removal of
the unlimited deduction would, therefore, be an adverse factor in reducing
future gifts to charity.

The Federal Government has, over the years, continually liberalized the tax
benefits for those who voluntarily contribute to our nation's philanthropies, each
time stating that the liberalization was designed to further aid charities to meet
rising costs and the Increased needs of society. At this time when the Govern-
ment finds it necessary to curtail many of the programs designed to augment
the work of charitable organizations, it is important that tax Incentives be
increased rather than decreased for those who contribute to legitimate and
clearly-beneficial charitable causes.

Anything you can do to assist In this matter will be greatly appreciated by us.
Sincerely,

Fain G. SZOUS9,
Chafarna, Development Committee.

ToRoAN, SurrH AND CHRYSLER,
Denver, (olo., September 18, 1969.C ommittee on Finance,

Senate Office BtuUding, Washington, D.O.
Dwi SiRs: Regarding the impact which the new Tax Reform Act of 19M9,

which is presently pending in the Senate, might have upon the fund-raising and
the resultant research which is conducted by the American Cancer Society, I
enclose herewith Certification of Resolution adopted by the Board of Directors of
the Colorado Division of the American Cancer Society. We earnestly request
that you circulate this resolution among members of the Senate Finance Com.
mittee so that each will be aware of the effect which certain parts of the Act
might have upon the fund-raising activities of the Society.

Very truly yours, KffrnrrrH L Sz~rr,

CERTIFICATION or RrsoLuTioN

I hereby certify that I am the duly elected and presently acting Secretary of the
American Cancer Society, Inc., Colorado Division, end that at a duly hield regular
meeting of the Board of Directors of said Society held on September 10, 1969,
at which a quorum was present, the following resolution was uanimously
adopted by the Board of Directors of the American Cancer Society, Inc., Colorado
Division:
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Whereas, the American Cancer Society, Inc., Colorado Division, is affiliated
with the American Cancer Society, Inc., and as such is charged with the conduct
of the activities of the American Cancer Society in the State of Colorado, and
one of such activities is the solicitation and acceptance of funds for cancer control
and for research for the cause and hopeful eventual eradication of this dread
disease; and

Whereas, a major portion of the funds received from legacies, from gifts of
appreciated property and from deferred donations is utilized in such research;
and

Whereas, in the past a considerable amount of property which has appreciated
in value has been received for which the donor thereof has obtained certain
income tax advantages; and

Whereas, under the present Tax Reform Act of 1909 which is to be considered
by the Senate of the United States Congress, the tax advantage to donors of
gifts of appreciated property will be to a large extent destroyed, which, in turn,
will materially decrease the incentive for such donations; and

Whereas, the result thereof will materially reduce the funds which have here.
tofore been, and which will in the future be, devoted to the research for the cause
and cure of cancer; now, therfore, be it

Resolved, that the American Cancer Society, Inc., Colorado Division, is opposed
to an tax reform provision which would materially curtail the fund-raising
activities of this Society and the devotion of such funds to the objects and pur-
poses of the American Cancer Society and particularly the curtailment of any
tax advantages to donors in the giving of appreciated property to the American
Cancer Society; be It further

Resolved that any tax imposed on the income of the American Cancer Society
would be contrary to the public interest and the health and welfare of the people
of the world ; be it further

Resolved, that this Society respectfully submit this resolution to the Committee
on Finance of the United States Senate and to the Senators and Representatives
of the United States Congress for the State of Colorado, urgently petitioning
that this resolution be carefully considered in the deliberation and the action
coteerning the Tax Reform Act of 1989, since the purposes, objects and activities
of the American Cancer Society would be materially affected.

Dated at Denver, Colorado, this 11th day of September, 1909.
Kzicrn L. Surrr, Secretary.

STATEMENT BY THi CHICAOO SoCnTY or FUND RAisuqo Exxcuns
The Chicago Society of Fund Raising Executives is an organization of 150

men and women professionally engaged in raising funds for the Chicago Metro-
politan Area's leading private health, welfare, educational and civic organiza-
tions and institution

As citizens, we favor a tax system based on ability to pay-a progressive rather
than a regressive program. Tax reform to reduce the disproportionately high
taxes required of low- and middle-income families is long overdue and should be
enaetea

But the Tax Reform Bill of 1909, as passed by the House of Representatives
and now pending before the U.L Senate Committee on Finance, contains several
provisions which will be seriously harmful to philanthropic giving while contrlbut.
Ing lttle or nothing to progressive tax reform or to increased governmental
reeU
,ns Bill would Impose taxes on appreciation in securities and property donated

to charities If the securities or property had been held by the donor less than
one year; and on property and securities held a year or longer if the tax-payer
camewitin the "limitation on tax preferences" or "allocation of deductions"
propo)al These gains are not taxed now when given to charities. They should
not be taxed In the future.

Tke deqlrable purpose of the imitationn on tax preferences" can be achieved
w*trO tt l&el ug apjaeetAted property donated to charity as a tax preference:

"rame purpose of "allocation of deductions" can be achieved
wI nel~ldi charitable contrbutofis among the allocable items We are
P 6 not O that on these two points we are in agreement with amendments
P** ' by ,eretary o the Treasuy, David M. Kennedy, in testimony given
last mmbth before the Senate Finance Committee.
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Gifts of appreciated property are vital to charities. For a number of the volun-
tary, charitable, educational and similar organizations, one-fourth to three-
fourths of their income Is in the form of gifts of appreciated securities and prop-
erty. Any deterrent to such gifts can have most serious effects. The donors
involved are among the largest contributors.

Oharitles have nothing in common with the list of Ytax preferences" with
which they have been lumped in the House bill-such as excess depreciation,
hobby farm losses, tax free Interest on municipal bonds, untaxed capital gains.
Charitable gifts should therefore be deleted from that list. The other Items can
be dealt with on their own merits.

The beneficiaries of the gains in securities and property given as charitable
donations. rather than the taxamvpr. are the peopl who depend on th"ee idit.
They are the aged and the sick, families in trouble or already broken, emotionally
disturbed and retarded children, and other.

The Senate Finance Committee in the past has recognized the harm in the
House proposals. In 1938 the Committee eliminated such tax proposals from a
House bill because "the Commttee believes charitable gifts are to be encouraged".
That position Is equally valid now.

Charities are not a "loophole"-they are a life-line to human needs. With one
exception, exclusions and deductions of particular items from income effect only
the personal economic welfare of the taxpayer and the receipts of the govern-
went. The exception is the tax deductible charitable contribution, which vitally
affects the Income of a third party-he charitable organization. Unlike other
Items, tax deductibility of a charitable gift provides an incentive to the taxpayer
for making the expenditure (as intended by tae law) ; were tax deductibility
removed from all items currently covered (such as state and local taxes, interest,
medical expenses, etc.) it is doubtful that the taxpayer would actually reduce
his expenditures for these items, with the sole exception of his charitable
contributions.

Throughout our history, it has been the policy of the government to encourage
voluntary philanthropy to meet health and welfare needs. The charitable contri--
butions deduction was first enacted in 1917, almost simultaneously with the impo-
tition of the Income tax. The incentives for charitable gifts have been consistently
increased by the Congress in revising the tax laws. Now for the first time, that
policy would be reversed by the House bill. The House action comes at the very
time that the Administration is emphasizing a larger role for voluntary citizen
responsibility In welfare and health services. The House bill undercuts that
purpose. The human problems met by voluntary philanthropy will still have to
be met--and a result of the House measure will be to press these problems upon
the government to be financed with larger tax funds, and thereby would be
self.defeating.

Tax equity can and should be achieved without harm to the charities.
The principal changes needed In H., 18270 to avoid adverse effects on chari-

table giving are:
1. Delete section 201(c) dealing with charitable cont-ibutlons of appreciated

property. This section sets forth the general principle that when an individual
makes a charitable contribution in the form of property which has appreciated
in value, the amount to be reported as a charitable contribution by the taxpayer
shall be either (a) the fair market value of the property (in which case the tax
payer would pay the appropriate tax on the amount of the gain In value) or
(b) the cost of the property to the taxpayer (in which case the capital gains tax
would be avoided but the taxpayer, of course, would get credit for a smaller
charitable contribution), whichever he chooses.

I Delete section 201(d) pertaining to bargain sales to charitable organiza-
tions. This section provides that when a bargain sale is made to a charitable
organization, the amount counted as a charitable contribution shall be (as at
present) the difference between (a) the value received by the charity from
the sale of the donated property and (b) the amount returned to the taxpayer in
his bargain sale; but the taxpayer would no longer (as at present) be able to
avoid the capital gains tax on that portion of the money he receives back which
can be prorated as a gain. The taxable portion of the money returned to the
taxpayer would bear the same ratio to the total amount returned as the gain
In value of the property bears to the price at which the charity sells it.

8 Delete that portion of section 801(a) which includes a charitable contribu-
tion of appreciated property In the list of disallowed tax preferences, namely,
the added section 84(c) (1) (A). This sets forth the principle that charitable
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contributions of appreciated property together with other tax preferences (like
accelerated depreciation or interest on bonds) may not under any circumstances
be greater than one-half of the total amount of income derived from all sources
(those which are presently taxable and those which are presently exempt from
taxation).

4. Delete that portion of section 302 perta ing to the allocation of deductions
which includes charitable contributions together with other deductible items
(like interest payments, State and local taxes, etc.) as an item which is to be
apportioned between taxable income and presently nontaxable income. The
amount of disallowed deductions would bear the same ratio to the total deduc-
tions subject to allocation as the amount involved in income from tax preferences
bears to total income from all sources.

Submitted by Committee on Legislation.
SIDNEy ScHoNRoME, (Ihairmwn.

STATEMENT OF ALAN SIMPSON, PRESIDENT, VASSAR COLLEGE,
POUOHKEEPSIE, N.Y.

To THE HoNo.ABz RUSSELL B. LOo,
Chairman, Committee on Finanoe,
U.S. Senate.

My name is Alan Simpson, and it is as the President of Vassar College in Pough-
keepsie, New York, that I make this statement to you and to the other members
of the Senate Finance Committee on the deleterious effects H.R. 13270 would have
on the financial operation of our college.

Vassar College, a private, non-denominational, four-year fully accredited liberal
arts college, is financially supported by and dependent upon student tuition and
Income from charitable contributions. During the 1968-69 fiscal year, income
from endowments established by earlier charitable contributions amounted to
$907 per student, and current outright gifts made to the college were $435 per
student. Thus, total Income from charitable contributions was $1,432 per student
or 37.2 percent of the total Income received by the institution.

These gifts were used for current general operating expenses, including the
operations of academic departments and scholarships and other student aid.
I want to emphasize that 33 percent of Vassar students require some financial aid,
and a large percentage of this necessary aid comes from charitable contributions
from alumnae and friends of the college.

During that same fiscal year, 1968-69, Vassar received gifts from private
sources totaling $3,965,525. Included in this total were 181 gifts of securities
with a market value of $1,424,918, which is 36 percent of the total. Gifts in the
form of annuities and life Income contracts amounted to $575,052 of which
$428,355, or 74 percent, i-ore gifts in the form of securities. At the present time,
we have 660 life income cmtracts and annuities on our books, with a total book
value of $4,973,407. Obiiously this type of deferred giving is particularly ap-
pealing to our alumnae since it assures them of income during the remaining
years of their lives and then makes it possible for their Alma Mater to bene-
fit from their personal generosity upon their death.

Despite this kind of generosity over the past years, Vassar College now finds it
essential to embark upon a major effort to raise $50,000,000 to help meet ever-
increasing operating expenses and to provide for long deferred plant rehabilita-
tion and for sorely needed additional scholarship funds. The ravages of in-
flation on the college are best demonstrated by the fact that although Vassar
had a balanced condition in 1967-68 and only a minor deficit in 1066-67, our
operating deficit for the past year was $1.289.000. Our long-range projections
show annual estimated deficits of well over $1,500,000, without the additional
support from charitable contributions expected from our new fund drive.

Clearly, then, our financial problems are severe and growing. Any tax legisla-
tion that discourages gifts of securities with appreciated values will only make
our fund-raising efforts more difficult. Moreover, removing many of the tax bene-
fits from life Income contracts and seriously reducing the tax benefits of annuities
would be another severe blow to our college. As I have said, such forms of
giving are highly favored by those of our alumnae who need life-time Income but
also hold their college in such high regard that they wish it to receive their finan-
cial stake after they no longer require It.

I should like to close this statement with a formal request to you that our
present tax laws be amended in such a way as to keep the avenues for charitable
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contributions for support of education simple, clear and forthright. Such private
support Is chiefly for the benefit of the students of today and of the future. To
remove or seriously alter the tax benefits of such contributions will only make
private Institutions dependent upon the support of the State and the Federal Goy-
ernments. In the end, education will suffer and the burdens upon the ordinary
taxpayer over the long run will be increased.

Respectfully submitted, AimpsoN, Preuldent,

BR=, ADDrr & MovoAx,
Wa4shngtoc, D.O., September 24, 1969.

RE H.R. 18270
Honorable Russ= B. LoNo,
Ohairman, Oommittee on Finanwe,
U.S. Senate,
Washington, D.O.

DEAR SENATOR LOqoG: I am taking the liberty of enclosing a memorandum con-
cerning a situation which has come to our firm's attention in connection with
the proposed amendment to I.R.C., Section 642 (c), respecting taxability of
capital gains of charitable remainder trusts and estates.

I believe many trusts and estates would be affected by what may well be an
unintended result of the language of the House Bill as presently written.

I trust the situation and the proposed remedy for It may be of sufficient Im-
portance to warrant my bringing It to your attention.

With personal regards, I am
Sincerely yours,

JOSexP P. TuLmurTY, Jr
MEMORANDUM

Re: Section 201 (f) of H.R. 18270 (proposed Tax Reform Act of 196D), amending
Section 642 (c) of the Internal Revenue Code.

Section 642 (.e) of the Internal Revenue Code 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 Income, 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 House bMll
would, effective on enactment, delete the words, "or permanently set aside," with
the result that, if enacted in present form, the charitable remainder benefiiary
would stand to lost 25% (or more if the oapital gains tae is raised) of term
apreciation currently rejected in the value of trust eatqtes, later realized as
capital gain, which amount would be paid in Federal income tax rather than go,
eventually, to charity.

This memorandum suggests inclusion in Section 201 (J) (6) (prescribing the
effective date of the proposed amendment in section 201 (f) of the House bill),
of a provision for stepup in basis for existing charitable rem4ner trusts and
estates, to values as of the enactment date of the Bill.

The amendment, as proposed, Is unfair In its application to existing trusts and
estates, with current appreciation In value of assets, sometimes very substantial
whose provisions do not authorize the trustee currently to pay out capital gain
income that, under present law would eventually be paid to charity. In such cases,
to tax realized capital gain because not paid out currently would Impose a direct
tax on the charity and serve no useful tax reform purpose.

Accordingly, a step-up in basis to the date of enactment should be Included
in the Bill, which as now drawn would tax all capital gains realized and set aside
for charity after the date of enactment of the Bill electionn 201 (J) (6)). This
would, of course, Impose tax on future gains realized on past appreciation of as-
sets in existing trusts and estates.

Such a step-up provision would be consistent with the policy behind Section
101(a) of the Bill (which would enact Section 506 of the Oode) with respect
to the 7%% (2% under the Administration proposal) tax on the Income of private
foundations. Thus, proposed section 508(b) (4) of the Code provides that "In
determining net capital gain or loss (for purposes of the 7%% tax)-(A) The
basis of property held by the private foundation on December 81, 1969, and con-
tinuously thereafter to the date of its disposition shall be deemed to be not less
than the fair market value of such property on December 31, 1960."

The sense of fairness which prompted the provision for a step-up of basis for
the purpose of the 7%% rate for private foundations Indicates similar treatment



for the much more burdensome 25% or a higher capital gain rate that would
henceforth apply to charitable remainder trusts and estates under the proposed
amendments to Section 642(c).

The step-up provision here proposed would relieve trustees of what may well
be a positive fiduciary duty to insulate current capital appreciation in existing
trust estates from future capital gains tax by engaging wholesale In sales and re-
purchases of securities to anticipate possible enactment of amended Section
642(c) of the Code, with resulting market activity that would benefit brokers, but
no one beneficially interested in the trusts. On the other hand, trustees who may
fall to act to protect current appreciation may, in the future, find important
investments "locked in," Incapable of disposition or diversification without caus-
ing substantial shrinkage of the trust estate.

The proposed amendment would not relieve from tax any gains that accrue
after the effective date of the amendment. It would simply eliminate a retro.
active and punitive consequence of the amendment, as presently proposed.

JOSEPH P. TuMuLTrr, Jr.

STATSUEN? BY FXDERAJION OF PROTVSTANT WELFARE AoENCIES, INC. TO THE
SENATE FINANCE CoMmir RzoARDioN H.R. 13270, THlE "TAx REFOBJLm AoT OF
1909"

For nearly a half century, the Federation of Protestant Welfare Agencies, Inc.
hqs been the central coordinating and planning body for voluntary Protestant
ant nonsectarian health and welfare agencies serving the Greater New York
area. Our membership includes 232 such agencies, whose annual operating ex-
penditures exceed $100,000,000 and whos services reach more than 1,000,000
individuals.

In company with the Federation of Jewish Philanthropies of New York, Oath-
olic Charities of the Archdiocese of New York, Catholic Charitie" of.the Diocese of
Brooklyn, and many other philanthropic organizations, the Feaeratn of Prot-
estant Welfare Agencies is greatly concerned over some of the provisions of
the proposed Tax Reform Act of 1969. The reasons for our concern and the im.
portance of rejecting some of the proposed changes have been clearly spelled out
in the testimony of George H. Heyman, Jr., president of the Federation of Jewish
Philanthropies of New York, to your committee on September 18, 1969. The Fed.
eration of Protestant Welfare Agenciu's wishes to associate itself with Mr.
Heyman's statement in its entirety.

There is no need to repeat the points which Mr. Heyman has made with such
compelling force and clarity. We do, however, wish to underscore his statement
that "If the Congress enacts this bill in its present form, it will in effect propound
a diaLorted view of private philanthropic giving as a form of tax shelter with no
greater social importance than the other tax payer preferences with which it is
grouped". As he points out, the enormous investment of time, skill and energy
which men of goodwill are giving to charitable activities in addition to the
wealn they donate, is persuasive evidence that personal gain is not the4r primary
motivating force. By and large, existing inducements to charitable giving should
properly be regarded as enabling measures which make it possible for charitably
disposed persons to give more generously than would otherwise be possible.

The Federation of Protestant Welfare Agencies does not oppose tax reform.
It favors appropriate safeguards against questionable practices on the part of
foundations, but it considers the provisions of the Tax Reform Act of 1969 with
respect to foundations Inappropriate for such purpose. It heartily commends the
objective of distributing the burden of public expenditures in far closer conform-
ity with the ability to pay. Our plea is that this objective be sought through
means which will not tend to Inhibit support of constructive non-profit endeavors
in the private sector. Philanthropy is not a loophole; it is the source of an
important and costly public service.

WL UAM V. Turmz, Pres4e,t.

M ANuI oW U rP W' PEOPLE INooPORATE

V tp With -Pdol Imsirported, a nonprofit, educational, and charitable organ-
ization incorporated July 23, 1968, depends on its ability to develop philanthropic
uppOrt frown the general public. Its experience this past year has shown that it Is
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necessary for at least 50 percent of its overall financial income to come from con-
tributions, the balance to be realized from revenue-type of income. The develop-
meet of a deferred giving contribution program is also a major backbone to the
future growth, expansion, and existence of Up With People.

There are a number of provisions contained In the present Tax Reform Bill as
passed by the House of Representatives which cause the elimination of several
tax incentives which, we believe, will be detrimental and create an adverse effect
on the above-needed sources of financial support for Up With People. With the
many problems facing our country, we believe now is the time, more than ever,
for increased, and not decreased, tax incentives for people who want to contribute
to organizations such as Up With People. Therefore, we hope that serious con-
sideration will be given toward retaining the following long-established tax
incentives

1. Gifts of Appreciated Property. Present law allows a deduction for the fair
market value with no capital gains tax on the appreciation. We believe this should
be retained.

2. Allocation of Deductions. The charitable deduction should not be subject
to the allocation rule and thus should not be reduced because a donor has capital-
gain income, tax-exempt income, etc.

3. Life Income Deferred Gifts/Oharitable Remainder Tru et. The present law
provides there is no capital gain on the transfer of appreciated property to fund
a charitable remainder (life income) trust; nor is there a capital gain if the
property transferred is later sold by the trust and the gain permanently set aside
for the charity. These rules should be retained. Further, we believe the very
complicated provisions for the charitable remainder annuity trusts and charitable
remainder uni-trusts should not be substituted for the widely-used and unno-& ood
charitable remainder trust.

However, should the Congress decide to eliminate the charitable deduction on
existing charitable remainder trusts (substituting the annuity trusts) the law
should not be retroactive to April 22, 1969, but be effective with the passage of
the tax reform act, the reason being that donors will not make gifts because of
the uncertainty of the tax consequences. This will impose a hardship on Up
With People. In any event whether a new trust format is adopted or the present
type of trust Is retained, the charitable deduction for gifts of appreciated prop-
erty should be based upon the fair market value of the trust at the time of its
creation rather than requiring the donor to baso his deduction upon his cost-
basis or pay a capital gain if he elects to compi'e his deduction based on the fair
market value. Further, captial gains incurred by the trust and permanently st
aside for charity should nto be taxed

MLfe Income G tract. Present law governing those contracts (no capital gain
on transfer of appreciated property, nor capital gain when the property trans-
ferred is later sold by the.. UfA1 e'4pooled fund) should be retained. As with
the charitable remainder trust, (1) the deduct Mul should be based upon the full
fair market value without imposition of capital gains tax; (2) capital gains in-
curred by the life income pooled fund and permanently set aside for charity
should not be taxed.

4. The Tax Reform Act makes it difficult for donors to give to Up With
People because of the complexity of reporting requirements Just as MRS makes it
easy for taxpayers to pay their income tax on the short form return, could not
the Tax Reform Act make It easy to give charity instead of making At difficult
for even tax experts?

Congress has continually liberalized the tax benefits on those who sponsor
philanthropies and organizations such as Up With People-each time stating
the liberalization was designed to further aid charities to obtain additional
funds to meet rising costs and the increased needs of society.

'Congress has also reiterated that the Governmentis compensated for any loss
of revenue by its relief from financial burdens whlch otherwise would have to
be met by appropriations from public funds and by the benefits resulting from
promotion of the general welfare.

We again belive that tax incentives are essential to the future support and
existence of Up With People and its role in the future of our country.



HAavaY MUDD COLUrXE,
Scxz rwu AND ENOINOmJNO,

Claremowt, Oallf,, Soptombor it, 1969.
89NATS ]INANO OourM7TM,
Semte Ofitoe BWM¢Ig, Weelklaoe% D.O.

OGnT.i m nM : This letter is In regard to the harmful effects on non.tax sup-
ported colleges if certain provisions of the Tax Reform Bill (HR 13270) now
under consideration by the Senate Finance Committee are enacted.

These proposed changes would be serious blows to the strength of privately
supported colleges. Moreover, they threaten the very survival of theme colleges.
The specific propose, tax changes I am referring to con(*rn: Gifts of appreciated
property, life incowe contracts, two-year charitable trusts, foundations

To Illustrate the effect these four proposed changes would have on private
colleges, let me cite specific examples at Harvey Mudd College. Since Harvey
Mudd College was founded In 195,. a total of $19,51i5,58 has been received In
gifts and grants. Ninety-two percent has come from private sources and eight
percent from government. Seventy-one percent came from the four methods of
giving which the proposed taxes would severely limit or entirely eliminate. A
breakdown follows:

Amount N et

$4xQc27 20G W e"UWm . .0et (p6rt S. t 6. vlt a.. .S. .. a d ........ 6........................... 145 13
.......................................................... .4) 2 12

t4- W bw ................ : ............................................... I1$, 5 15.W 100

Numbers are abstract, students are not, and students after all are what colleges
are all about and the end to which those dollars are the means. For example, of
$10,515,588 In gifts and grants, approximately $0,000,000 has paid for that part of
the cost of education of our students which their tuition did not cover, Much of
the remainder has gone Into physical plant-gifts made through short term trusts
have essentially built one building and part of another; two other buildings
have been built from foundation grants; three more from gifts of appreciated
property.

Gifts of appreciated property given in trust with reservation of life Income
represent our most viable meuns of building endowment and endowment income
is the principal means of holding down tuition as educational costs spiral.

Had the proposed tax rules been In effect in 1O5, I doubt that this college
would have been founded. Had they been Introduced after our founding, we
would not have our present strength In the education of sclentlsts and engineers.

As Provost of the six Claremont Colleges, I know that each of the other five
college could provide similar facts. Of thee six colleges, three have been founded
since 14 and an eesential condition has been the Congress' wisdom In providing
tax £ncetves. These Incentives are now In Jeopardy.

The proposed changes affecting appreciated property, life Income trusts, short-
term trusts, and fotmdation giving would clearly be a deterrent to the malnte.
nanee of quality and strength of private colleges and universities. These instltu-
tions are barely making ends meet now. Restrictions such as proposed In HR
13170 would entirely eUminate some gifts and discourage others. Even a slight
reduction In gifts oi this type would pose a grave financial threat. The proposed
ta regulations would probably necessitate future substantial state and federal
support of private hgier education.
Iurge Your comm ittee to eliminate from the proposed tax bill these measures

which would have serious adverse effects on non-tax supported colleges.

'osua B. PLA7',, President.

Printed on behalf of the Associated Colleges of the Midwest:
Beloit, Carleton, Coe, Colorado, Cornel, Grinnell, Knox, Lawrence, Macalester,

Monmouth, Ripon, St. Olaf; and Great Lakes Colleges Association: Albion, An.
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tioch, Denison, DePauw, Earlbam, Hope, Kalamaoo, Kenyon, Oberlin, Ohio Wes-

leyan, Wabash, Wooster.

STATEMENT SUBMrrTED By SI[ARVY 0. UMBWx, P508IDENT, KNox C)LEGEE

STATIIMET

We commend and support those positive efforts of the Congress to improve tax
administration and to supirt equity In application of the laws of the land. We
support the idea that thme type of minimum tax be levied on the income of all
individuals who share the bounties of America. We support legislation designed
to prevent the manipulation of the tax laws regarding tax exemption and chari-
table contributions for the sole purpose of achieving tax benefit, No one should
achieve greater wealth by such use of the tax laws.

1. We support elimination of the unlimited charitable deduction coupled with
raising the general limitation on all coltribution deductions to 60% of the con-
tribution base provided that the severe restrictions proposed as to gifts of appre-
ciated property are removed as explained below.

2. We support the provision which would eliminate abuses in the gifts of short-
term income Interests and In the gifts of the use of property and In the gifts of
inventory or other property which, If sold, would give rise to ordinary Income.

3. We support provisions which would eliminate the possibility of a taxpayer
realislug more actual dollars by means of making a charitable gift of a short-term
capital asset than he would realize by the sale of such an asset.

However, in the efforts at tax reform contained In H.Il. 13270 we see measures
of critical adversity to the long established policy of encouraging, by means of tax
incentive, private philanthropy to support charitable and educational enterprises
in the providing of essential public services which must otherwise be paid for by
Increased taxes.

There Is no question that the demand for the provision of higher education to
our citizens will continue to escalate. If private philanthropy Is seriously cur-
tailed, those colleges and universities Independently supported will suffer erosion
in their effectiveness; many will disappear.

The long established policy of tax incentive to private higher education has
been often reinforced by the United States Congress. The Senate Finance Com-
mittee in 1038 vigorously recognized this:

Representations were made to the Committee by officials of educational and
charitable institutions that the effect of such a provision would be to discourage
the making of charitable gifts In property. The Committee believes that chari-
table gifts generally are to be encouraged and so has eliminated the provision of
the House Bill,'

iUkewlse, later revisions of the Internal Revenue Code raised the limitation on
the deductibility of such gifts from 20% to 30% of adjusted gross income.

This national attitude has helped the private sector and many nominally pub-
lic Institutions to grow with the nation, to provide a multi-faceted system of
higher education which has greatly benefited our people Individually and the
nation as a whole. Additionally, this encouragement of private philanthropy has
forestalled additional costs in the public sector. Were It not for the privately sup-
ported institutions, the tax supported public colleges and universities would have
to provide the facilities and programs to accommodate an additional two million
students exlcted to enroll In private schools this fall. Enrollment in the 24 col-
lege of our associatious has climbed from 28,100 to 40,100 in the last ten years.

In place of easing the tax burden, the opposite effect will prevail If private
charitable giving Is curtailed. Had these 24 colleges not existed, to provide the
programs offered by them during the past decade would have required, its add.
tion to endowment Income, tuition and fees, at least #842,000,000 In tax revenues
to supplant private gifts received.

It should be emphasized here that for a century and a half the role of the
24 colleges listed above has been higly significant in the broad spectrum of
American life. Our graduates have provided leadership in public and private
life, in the profesions, In the arts and letters, and In the seences. Exhibit 2
illustrates this point. Hence, from the point of view of national self-interest, to
discourage voluntary private philanthropy to eu&l institutions is self-defeating.

Its partiular, we oppose the nclwteon of the appreiatitot in vaue of property
donated to charity to the "llkmt on To Prefcrfte" and "AUoosltos o/ Dedto.

I Re. No.1IM,75th Cons.. 3d m 1934).
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In our judgment, two aspects of the attempts of the House of Representatives
to levy some minimum income tax would, if adopted, have immediate and prob-
ably disastrous effect orb charitable giving to colleges and tmLiversities, and espe-
cially to those privately supported.

The "Limit on Tax Preferences" In drawn to foster the fair distribution of
our taxes. The language of the section treats the means by which some in-
dividuals exclude a large portion of their economic "Incomc" from tax. (We
Italicize the word "lfsxome.") The tax preferences as listed in H.R. 13270 are:

1. Tax-exempt Interest on State and local bonds.
'. The excluded one-half of net long-term capital gain.

3. Depreciation of real property beyond straight line depreciation.
4. Excess farm losses.
5 Appreciation in the value of property donated to a charity.
It is to be noted that Items 1-4 above are truly cash producing to the taxpayer.

They add untaxed dollars to his cash flow. They are income Items related to
property producing income or to property sold and exchanged for dollars. They
are excluded income. For the purpose of allocating deductions, an additional
"non-taxed" item is listed in the form of certain drilling expenses and depletion
allowance. Obviously, Items 1-4 are designed to deal with the imposttion of
a minimum tax on all forms of income.

However, Item 5 above is "ot income. It should not be treated as a "non-taxed"
Item of income in the "Allocation of Deductions" nor as an item of prerefential
Income In the '"ax Preferences" Giving away appreciated property produces no
economic Income. True, the tax laws provide charitable contribution deductions
for the market value of property given to charity. Such tax posture should be
maintained. Controlling the tax incentive should be handled solely within the
50% limitation on charitable contributions proposed by H.R. 13270, and the
W0 limitation should Include the appreciated value of donated property-in-

cluding tangible personal property where valuation is reasonably acceptable.
Genuine philanthropy to colleges and universities has produced none of the

serious abuses to which the two new proposals are directed. The very Illustra-
tion used in the "Report of the Committee on Ways and Means ... to Accompany
ILR. 13270 . .." clearly demonstrates the areas where nmaJor abuse occurs--
the exclusion of real economic items such as the non-taxed one-half of long4ern
capital gain and the allowance of interest deductions for capital used to finance
such capital gain. (See Page 80 of the Committee Report, House Report No. 91-
413. Part 1.)

Gifts of appreciated property constituted In excess of 20% of total private gifts
to our 24 colleges. The actual volume of such gifts has been $60,610,000 over the
past ten year period. (See Exhibit 8.) As presently cast, the "Limit on Tax
Preferences" and "Allocation of Deductions" proposals will severely affect this
Important source of voluntary giving in support of our educational programs.

We are also in opposition to the harmful effects of the proviolon regarding
"Charitable Contribution of Appreciated Property."

Adverse proposals regarding the treatment of appreciation In value of property
donated to charity are found In Sec. 201 (a), (c) and (d) of the bill and Secs.
170 and 88 of the proposed code revisions under the board title of "Charitable Con-
tributions of Appricated Property." We appreciate the recognition of the House
of Representatives that this matter is of vital concern to colleges and univer-
sities which, along with certain other charities, were excluded to a degree from
the treatment proposed in this section. However, If the "Limit on Tax Pre-
ttretaee" and "Allocation of Deductions" sections do not alsco exclude gifts of
apprelated property to colleges and univeridtles (and the other named charities),
thetr exclusion under See. 201 (c) will be largely Illusory! As indicated above,
gifts of appreciated property are highly significant to our 24 colleges

furthermore, with regard to gifts of future Interests, the 'beneficial exclusion
In See. 201 (c) was not extended. We speak now of the ordinary life Income
contract reserving a legal life estate in property to the donor with the
remainder going to the eolleg or university.
'Thee gifts are highly significant to the development of college endowments

*nd resource. They are most likely funded by gifts of appreciated securities
or real estate--both property with readily ascertainable market valueel
WO dewy the deductibility of the appreciation in valuf, in these caes is not

Htabtent. It would also practically foreclose this area of "deferred giving de-
velopment" to colleges and universities. Ten-year summa'les indicate that the 24
colleges have received in excess'of $20,000,000 In the gift value of remainder
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Interests under life Income contracts.' The full market value of the properties
transferred exceeds this gift remainder value. It is this total value which will be
eventually available to the colleges at the expiration of the life income interests
involved. If there are areas of abuse regarding these gifts, such abuse can be
corrected by tightened appraisal requirements.

See 2)1 (a) (8) likewise is excessively restrictive because it would limit a
charitable contribution deduction for an ordinary remainder interest after a
life estate in property to such an interest conforming to the sections governing
gifts in trust. Where the college or university is the trustee or In the case of
legal life estates and remainder interests (and their counterparts in personal
property), the actuarial value of the remainder to the institution based on market
values of the property involved should be retained N its present form as a
charitable contribution.

These gifts, upon the decease of the donors, will provide scholarship endow-
ment and other program support, thanks to the generosity of these donors who
have parted voluntarily with a share of their wealth. Problems of valuation of
the charitable remainder interests can be successfully attacked primarily by
means of correct property appraisals and by means of periodic modification of
actuarial and discount lables.

We strongly oppose the effective dotes for the various sections of the Tax Re-
form Act of 1969 os proposed therein.

For the convenience and fairness to taxpayers and donee institutions, all
effective dates in the Mix Reform Act of 1969 should be the date of the final
enactment of the law. Gifts made prior to that date should not be affected by any
type of retroactivity. Philanthropy has already been adversely affected by the
confusion of the proposed effective dates. Provisions of the law should be pros.
pective in application aol should not disturb the gifts already established under
gift agreements entered into prior to the effective date of enactment.

We oppose, In their present form, the provisions of the Tao Reform Act of 1969
which require the fling of annual return.

See. 101(d) of HR. 13270 would require the filing of annual returns. With
regard to such filing by privately supported colleges and universities, there Is no
basic objection. We encourage fair and efficient administration of the tax laws.
However, we vigorously oppose the idea that Information contained In such re-
turns should be made public. We receive many anonymous gifts. The public dis-
closme of such a donor's name would require the college to break an article of
trust between it and the donor. Additionally, the disclosure of the salaries paid
to faculty and others would break a long-standing principle of confidentiality
regarding these matters. As far as colleges and universities are concerned, we
see no worthwhile objectives to be gained by such disclosures. In our opinion,
there has been no abuse in gifts to colleges and universities to warrant disclosure
of donor lists and salary schedules Required information is already available in
taxpayer returns. As to institutional returns, the basic doctrines regarding the
right to privacy should prevail.

We find the following matters of smaller direct eignifloanoe, yet needful of
revision:

1. Bargain Sales.-It is now doubtful that the propo"d law would exclude
the discounted cash value of a gift annuity contract as the bargain sale price
of securities or real estate used to find an annuity. The additional treatment of
bargain sales to a charitable organization (Sec. 201 of H.R. 13270) should ex-
pressly exclude from its purview the gift annuity.

2. Unrelated Debt-Financed Income.-Sec. 121(d) of H.R. 1,3270 contains the
commonly called "Clay-Brown" provisions. An obligation to pay an annuity is
excluded from the definition of "Acquisition Indebtedness." This exclusion must
be broadened so that it applies to the contractual obligation of an institution to
pay a donor the income from property under a life income agreement. So long as
the life tenant continues to live, all income under such contracts Is paid to the
life beneficiary who then pays income tax thereon. The college acts solely as a
conduit it its position as charitable remainderman. There should be no tax con-
sequence to the college under these circumstances.

(xarr I-A]
1909-1970 ACM Academic and 8e'vlce Programs of the Associated Colleges of

the Midwest:

I Se Exhibit 4.
83-808 0-CO-pt. 8---"
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URBAN

THV UWA STUOC PAGORAMI

of many of the mormetalae tk, NI com~tM and
moW strict; 1s metxopot, suburban. a Inner
Cnt ee t problem of cit paingV urban
MA education deveoopment; it crises
tflnePvoflN polution crime and delinuency.students WN6 In th iy against the beck.
ground of OChago's rir' cuttursl meeouroc lend-
seA altOte, ano munums. Fomat class
work fnctlu the Core Course. An intense Ox.
e 4aln ofe cty th Seminer o "Power and
A*e*"; eml an ledhdel tuy project. Each
stud al works pa time in a socil agency
commun y org satoz , business firm, of 9ver-
mWn oftio.
Leot* of Progam: Ones sooeese
PFrrequle: Liudenla who will be Sophomores,
Nnlots, of seno may app/y.

THURAN TAciuWO PROGRAM

Conducted in cooperation with the Chicago Pul"ic
School System, this prorm gives ACM under.
graduates the opportune ty to Iudenttech In
Inner city schools and to study In seminars con.
etred with the education and sociology of a

urban enviroment. The Urban Teaching Program
provide the stuent with two teaching expert.
ences, to permit contrasts between soclo.
economic levels ol student populations. and ethnic
orgins ol school neighborhoods. In addition to the
leachinQ program, the student Is Invot d In two
sermnars In Urban Eduation and Urban Sociology.
Thesn Include ield trips, lectures by ufran se
clialists, and discussions with vlaltl ir scholars.
Lel of Progrm: Fail Or sprf semester. or

Prerequisfts: The usual tor orsct/c- 0,cfn.
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ARTS AND HUMANITIES

Advanced students In te humanities loin a cov-
munIty of scholars In the humanities as "Studnt
Fellows". They Ive In Chicago and study at Nw
borty, ont of America's great research librarIes,
te "idn"of which Include om e 650,000 vol-
ume and more than lour million manuscripts In
the histry, Iterture. philoophy and music of
Western civilization from the MIdle Ages to the
present. Each yer the Seminar Is devoted to a
selected historical period; In 19W0-0 It Is the
Renaissance. Students meet with other scholars
and faculty members carryg on research at the
Library to discuss thei reearch IMes The
students work with close guidance from two ACM
facuty mermbrs.
Lergth of Prfogram: One sefmater.
Preequ~sts Working background in hisory
ortlferetre,Amnor or senior asatu.

T1B New YOK ARMS PROGRAM

An apprenl eohp with an Ilnvidual artist or In
an s oar nation forms the cor of this pro-
Gram or1i lted by th Great Lak s Colleges
Alsolatio. Students ive In New York City and
view the visal and pertrming arts In this great
art center. PlarticIpants will have ready Goces 1o
o vdat number of oNWi1 worksof art, to a variety
of dmmari v4 musical ove, and to special e-
earh colections. A weekly semiwnar focuses on

exhib performance , and collections wch the
students have vied durn the week. A student
may elect a supervised Indnn study project

e suet I Indv lly ~ia In hin Is W
prsnt e lp, wih he may expect o send
w or more hours weekly.
Lengt of Program: One quarter or one asolt
Prerqvia: Afoot students wNlt be upperclasa

mr in the orbs, althoh this is not required.

Student paftipasting In this prra are ex-
posed to the cul re, tt contemporary isauo, the
social strwt and the oltcal p=ttes oia
Parttpants re~theif Initial atO in India
Stuvdie during a quarter Spent at Ca ton Col-
lege, They th trave to Deccan College In Poona,
Indi. a cultural and edcatonal caW about 120
miles from Bombay. While i brood each
student Continues his language instruction In the
Maraft dialect, pursues an Wdpne reearch
proet and participates Ia seminar. In th
course of the Seminar, students wWl mee with
polItkWcas. academiclans, and local ofIti Stu-
dents il have the oppotunity to travel Io other
area of India dung tir study tho.
Length of Program: Nine monhs.
Prereqit6/ee: AMl aludeni enWoed a ACM
Coll""e are el1g*bl.

TIN ARAaNC SIVOES PROGRAM

Student$ wt an Interest In the hisoy, culture,
and contemporary events of 6gpt and Middle
East study fr one or more semesters at th

A .mican Unversity In Cairo. The fm curi.
culum tkWdee.a coro Course In Modern Abm bi
Studies History of the Middle Eset Colloquial
Arabic, and two elective courses. ACM etudeni
live In university quarters with othws in the AUC
student body. A series *I Ild tips and
with local expert acquaint the stent h
people and the cultural background 01 his
Itntradlate onv~ronment-Caro. end Egyp. ti.
dent re encouraged to sped tw sensters at
AUC since one semester will 9iv the only a
broad ovenlew of th vast field of study.
Length ot Program: One or two smeeters.
Prerequliee: SNO&Wtde who wN be sophomores.

~.ios or seniors at ACM colleges may ap.
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4010"00 V~eo o a kin, much the sames
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I1N F00"CA& &ANK

Located at ACM headquarters in ChIcago, the
PerdoIca" Bank contains backfiles of 1800 cho'-
ary o=rm& and periodicals, a many as possible
In mtform The mrvice provides a paper-print-
out of microlom holdings which I put in the
mall on the day the quest Is rceve via tele-
typerie at the Bank. The Journal availability of
each of our libraries thereby considerabty ex-
tended. The Bank Is en efOW to receive ooper..
ively a conao problem which none of our

ACM liai is abl to aoomplish satisfactorily
on Its own: the unpredictable needs of current an
ohan~k~sprograms in the face of proliferating
mowllg*, publicatborand student Imdvidal

study programs.

THE GWl APUCATlON UTH00 (5AM)

Students Interested in being considered for ad.
mission at more than one ACM college may take
advantage of this unique admlssn procedure.
The student files only one application with his first
choice college, his secondary school provides only
one opy of his high school transcript and record
UomandWhe pepsonly on*eaplbatioi Ifthe
student Is not acepted! by his fIrst choke college

in pest years nearly TOpsr ot of SAM aW-
plIcents were), his = tlon Is Immediately for.
warded to the adm lone office of his second
choce cortege, end so on. SAM Is recommend*d
only for casddate who are pr pared to state
Which of te ACM colleges Is his first choke and
to list other colleges In order of prefterne.
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SCIENCE

INTROUCTORY GEOLOGY I THE
ROCKY MOUWffMN

To unr vel the geologic history of te ae around
Bozeman, Montana: that is the goal of students
participling In this program In cooperation with
Montana State University. Students are Introduced
to geology In a field seeing which stretch" from
the Tetons to Glacier, anW from the Crazy Moun-
lins to the Craters of the Moon. Students spend

about three days a week In the field. Three tri
of about tour days each are taken during
summer program. Participants Ive in campus ft-
clitles and use Montana State gology le-ture
rooms a laboratory facilltkles
Length of Program: Eight weeks.
Prerequisites: High school graduation and
edmission to an ACM college; or completion of
one year at an ACM college.

ARTS AND HUMANITIES

cHeLDNEWS THEATRE A CRAATi DAMATICS1

Students Interested in speech, drama. actn and
directing, and Ir. produc"n and writing plys for
children, work and tudy In a unique educational
theatre program in Evansto Illinois. The a
master-long program has five components: two
courses in C lldren' Theatre and Creative Drama;
a practicum internship In "Theatre 65 of Evan-
ston', a children's theatre; a precticum serving as
a teacher aide to a creative dramatic* teacher in
the Evanston public school system's elementary
and junior high schools; the pr=raton and tour-
Ing of scenes from plays; and seminar, whlch
Includes an independent study project This pro-
ram serves as excellent preparation ,for teacing
rematics or working with children in community

centers, youth group., or settlement houses.
Length o1 Program: One semneater.
Prorequsites: All students enrolled at ACM
cowega are eligile.

THE WILDARNESi FIELD STATION

Students interested in pursuing independent study
In science live and work In the Boundary Waters
Canoe Country of northern Minnesota, twenty
miles from the nearest road. Operating from a
base camp, students of botany ZOOiOgy, aquatic
biology, ard geology explore thie wlderness re-
gion by foot and canoe, learn basic techniques of

Id research, and carry on Individual study proj.
ects. The field station Is located on Basswood
Lake, an ares containing a great variety of plant
lfe; over 700 distinct species have been collected.
Zoology students have experiences in trapping
In bird observations, and In preparing mammal
specimens. The lakes are rich In aquatic flora and
Irertebrate fauna; and regional rock types are
varied n this area.
Length of Program: Five or nine weeks In the
lurruer.
PreequIsItes: At least an elementary course In
the discIpline to be studied.

TiS ARGONNE SUMTER

Students majoring in ology. cmlstfY geoloy
or physics study in a reearch-oronte environ
meant and assist research scientists on the staff

sot the Argonne National Laboatory, lc4td 25
miles southwest of Chicago. The ron So-
mIer mae it possible or m.udergraduatso to
work with scetists who are doing research on
current problems,ui the most moder

Inftl itments. The student spend abu one-
quartr of his tim working In a disclIlary semi-
nat in blology chemsty, or physics onqurtr
time working kn ntrdiscipary *minar; and
about One-half time working on his own research
pro!ct as a student Aide to a Meearcsrcntst
ACM studens are housed toget0W In fal1s On
the laboratory Ie.
LenMh of Program: Studonen, ix montf; ;cufY,
fifteen month.

triequlat : Junior or owenr status, mor*tIg
I a science.

OTHER OGRAS

ACM faculty rtwnberr ar encouraged to pursue
study and research into fth cultures And cMltza
tlons of Asia. Africa, the Middle East, Latin
America, Epterm Europe. and the Soviet Union
through The Mon-Western StudIes PrormL. The
three major aspects of this program are: provision

*=ratotr facu ty a1bnd research; semnar;
Through The Selance Eduoslos Study, ACM is
m aking omprehelve summato of pracdmes,
development, and trends In science teaching at
Its colleges. It will inwtigate Innovations in cur-
ricula and taking technique; It will seek to de-
termine science faculty problems.
Through InstItitional Reearwh ACM seeks to
know more about Its students, alumni, faculties
and facilit4e at @1 twev colegm As systematic
data collection Increases, answers to many que-
tIons-from cost analyslq to the Impact of the
college on the student--will be possible.
The Vko TaVe P- ro mt has made available Il-
most 400 hours of unreheared and spontarnous
classroom activity for use in teacher education.
For the teacher trainee this program Is an invalu-
able aid In filling the gap between a4demic
theory and actual practice. Student-teachers have
the opportunity to see and learn by actual observa-
tions of different teaching-learning ltuatons.
The Wasblnto, D.. Office is maintained to in-
torprt| the nation's capil and federal actMty to
our colleges and its progsms. The director of this
office provides us with reports from the Washing-
ton sm and expedites ACM and member col-
lege proposals She provides adminIstrative st-
vicm fr ACM staff and faculty in Washinglto.
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T G=RAT LAKas Cou=ze AssoozATiox

Incorporated In 1981, the Great Lakes Colleges Association remains com-
posed of Its twelve charter members: Albion, Antioch, Denison, DePauw, Earl-
ham, Hope, Kalamazoo, Kenyon, Oberlin, Ohio Wesleyan, Wabash, and the
College of Wooster. Located in three states, varying in size, and manifesting
diverse campus tones, the member Institutions nevertheless share qualities
which have made their collaboration especially fruitful. Each is fully committed
to quality undergraduate education in the liberal arts; each believes in the
value of the comparatively small, cohesive academic community; each is open
to forms of experimentation and innovation which will wed the enduring and
traditional values of the liberal arts tradition to patterns of education which
will have meaning and impact in these revolutionary times. And each accepts
the axiom that associative activities can and do provide educational opportuni-
ties for faculty and students that the members cannot provide singly.

The Association has developed and' now administers international education
programs in Africa, Colombia, India, Lebanon, Japan, and Yugoslavia. -There
is a GLCA Arts Program in New York City and an Urban Semester In Phila-
delphia. In the summers of 1968 and 1969, GLCA and the University of Cali-
fornia at Santa Barbara administered an NSF supported program in marine
biology at Santa Barbara. Further, OLCA has standing committees on teach-
ing and learning, the sciences, the humanities, and aspects of administrative
cooperation.

The presidents of the twelve member institutions comprise the OLCA Board
of Directors. The Associatiobs fiscal support comes from annual assessments of
the member institutions and from grants. The assessments provide for the
OGWA Central Staff, located at the Detroit Metropolitan Airport, Inkster,
Michigan, A portion of the assessments Is also used to develop idojects and
conduct Speditl investigation. Grants from federal and private sources have
and are continuing to support special projects.

The OLCA Central Staff Is composed of: Henry A. Acres, president; A. Paul
Bradley, assistant to the president; Mrs. Eve Mouilso, executive secretary:
Ms Blle Cuddeback, secretary.

While educational achievement and contribution to the national welfare are
measured by many indices, the following statistics Indicate the heavy Impact
of the colleges in the Assoclwted Colleges of the Midwest (A.C.M.) and in the
Great Lakes Colleges Association (GL.C.A.). This Impact is fostered by the
voluntary support of private philanthropy.

t0UQZOTIO OF M.D. DE GORE

Of the 100 undergraduate colleges having the highest percentage of male
graduates receiving M.D. degrees from 1960--9, we find A.C.M. and G.LC.A.
having nine institutions represented. Three were in the top 50.1

UOO UOTN 0 OOLFMUM ThoCR

Turning to the production of college teachers, we find A.C.M. and G.IAC.A.
colleges effeKlve in proportion far beyond their numbers. In a study of 17,749
faculty members 14 A.C.M. and G.LC.A. colleges were among the top 50 In-
stitutions in the number of college teachers produced per 1,000 full-time under-
graduates.

This study also pointed out that of 14,550 college teachers surveyed, 80.8 per
cent received their undergraduate degrees at private institutions.

ODOUOTION OF PH.D D03U5 IW W(En

The A.C.M. and G.IC.A. colleges know themselves as comparatively smaller,
privately supported institutions.

'William A. Manuel and Marion N. Altenderfer, ocalsoreate Orio,# of 1ies-Itst
Med~2 Orndwol... Public Health Monograph No. 66 (Washington: U.S. Government Print-

. I pp. 1-IS19.
tngs, : sooe/atfoa ot Amoean Colle, 1961), pp. 80-41.
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( zxinr 2]
Yet, the production of scholars among their graduates is comparatively very

high.
Looking at 0 G.L.C.A. colleges in Ohio I during the period 1960-08, we find 352

of their baccalaureate degree graduates receiving the Ph. D. in Science (Biology,
Chemistry, Physics, and Mathematics). The average combined enrollment of
these six colleges totaled 11,003 annually.

"During the same period three larger universities3 having an average com-
bined enrollment of 50,088 annually, produced 302 baccalaureates who received
the Ilh.D. in the above sciences.

PRODUCTION OF SEMINARY STUDENTS

In a IAlly Endowment study I of pre-seminary education, excluding Roman
Catholic seminarians privately supported institutions produced 75% of seminary
students enrolled in 1960-1. One A.C.M. college ranked in the top 15 of such
institutions.

PRODU ToN OF WOODROW WILSOIN FELLOWS

Without regard to the number of students enrolled and without regard to
source of control (public or private), there were 12 A.C.M. and G.IC.A. colleges
among those 05 collegkis and universities having 10 or more graduates elected
Woodrow Wilson Fellows in the period 1945-W.4

PRODUCTION OF DANFORTH FELLOWS

Again, without regard to the number of students enrolled and without regard
to source of control, there were 12 A.C.M. and G.LC.A. colleges among those 53
colleges find universities having 5 or more graduates elected Danforth Fellows
In the period 1952-02.6

Antioch, Denison, Kenyon. Ohio Wesleyan, Oberlin. Wooster.
'Ohio State University, Ohio University, University of Miami (Ohio).
SKeith R. Bridton and Dwight W. Culver, Pre-emlpoary Education (Minneapolis:

Au gburg Publishing louse, 1988 ,p. 204.
4 Data tabulated from DirectorV of Fellowship Awards for the Academic Years 1946/40-

1060/81 (Princeton, New Jersey: Woodrow Wilson National Fellowship Foundation, 1980),
pp. 47-83.

Data obtained from The Annual Report of th Danford Foundatios, 1901-68 (St.
Louts: The FPe..daUon, 1962), pp. 2-46.



2592

EXHIBIT 3

VALUE OF GIFTS OF APPRECIATED PROPERTY
TO A.C.M. AND G.LqC6A. COLLEGES

1960- 19691

(Millions)

11 .

10

9

8

7

6

5

4

3

29

Total value of gifts of appreciated property for the ten-year
period: $ 66,610,000.

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
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EXHIBIT 4

VALUE OF FUTURE INTEREST GIFTS RECEIVED
BY A.C.M. AND G.L C.A COLLEGES

1960-1969'

$
(Millions)

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969

Total value of future interest gifts received luring the ten-year
period: $19,572,000.
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BOARD OF NATIONAL MISSIONS,
New York, N.Y., September 84, 1699.

The Honorable RusstL B. LoNo,
OAfIrmap, Senate Committee on Finanoe,
Senate O1oe BUildingo,
Wa4h(gton, D.C.

D&AR Sin: The Senate Finance Committee Is presently holding hearings on the
Tax Reform Act of 1909, Bill H.R. 13270. Certain features of this act, as it was
passed by the House of Representatives, are beneficial to philanthropic organiza-
tions such as the one I represent.

On the positive side is the intention to lift the limit of contribution deduc-
tions from 80% to 50% of a persons Income for one year. Also the continuation
of the five-year carry-over plan Is helpful.

There are, however, certain features of the bill which will discourage poten-
tial donors from contributing toward the support of charity.

1. One of the strongest deterrents lq the provision in section 201(i), page 135,
line 8 which repeals the unlimited charitable deduction for appreciated gifts.

2. Another ill-advised feature Is that bill, as it Is now written, will not
allow charitable ded:iction on capital gains for life income contracts. Thus the
donor will be held responAble for capital gains tax on a life income gift even
after that gift Is in the hands of and under the control of the recipient of his
charity.

3. A third feature of the law with which we are In disagreement is Section
302, page 173, line 4 in which charitable and other deductions are reduced by
allocation of deductions between taxable and non-taxable incomes. Therefore,
because of his generosity, a donor must reduce not only his charitable deduc-
tions, but also his deductions for taxes, Interest, medical expenses, et cetera.

The Federal Government has, over the years, continually liberalized the tax
benefits for those who voluntarily contribute to our nation's philanthropie,
each time stating that the liberalization was designed to further aid charities to
meet rising costs and the Increased needs of society. At this time when the Fed-
eral Government finds it necessary to curtail many of the programs which are
designed to augment the work of charitable organizations, it Is important that
tax Incentives be Increased rather than decreased for those who generously
contribute tN :auses that materially benefit mankind.

Anything you can do to assist in this matter will be greatly appreciated by us.
Very truly yours,

The Reverend DOUOlaS S. VANCr.
Aesoolate Director of Dcrelopment.

GARLAND JUNIOR COLLEGEE,
Boston, Mae., Soptember 8, 1969.Hon. Russau. B. LONG,

Aafrman, Committee on Finance, U.S. -Renate, Senate Ofe Buddin ,
Wahixgtos, D.C.

DaM8 SNATOR LON: The Trustees, the Faculty and the Administration of
Garland Junior College in Boston wish to communicate to the Committee on Fi-
nance of the United States Senate their profound concern over certain provisions
In the Tax Reform Act of 190, H.P. 13270, as reported out by the Ways and
Means Committee of the House. These provisions, If passed Into law, would cut
off the major sources of the private gifts that support so large a segment of
higher education in this country. They would be a disastrous blow to Garland
Junior College and to every Institution In the nation, public as well as private.

Two provisions In the proposed act are the most damaging. They are:
(1) the Imposition of new limitations on tax deductions for Gift, of Appreci-

ated Property to qualified charities, and
(2) the curtailment of tax deductions for Gift, of Remaindcr Intercet-Life

Icos Co~Uraoft.
Gifts in these two categories are of vital Importance to educational Institu.

tions, and we therefore urge the committee not to pass measures that will curtail
them, but rather to encourage and facilitate then In every way.

While we fully appreciate and applaud the Intention of the Congress to put
an end to abuses of the tax laws, we reaffrm our faith In the thoroughly Amerl.
can way of private support for independent Institutions and we believe It should
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continue unhampered. This system has given the United States the greatest uni.
versities and colleges in the world.

Sincerely yours, WWERo B. VXAUr0 Pree4eit.

STAnMEW? Or DL J. ROscom MiLum, CBAwfCL AND PRZamnsT,
NoRTHWESTN UNmnsrry

My name Is J. Roscoe Miller. I am Chancellor and President of Northwestern
University, and have been President and Chief Executive Officer of the Uni-
versity since 1949.

I have prepared this statement because of my. deep concern over certain
provisions of H.R. 13270 as they bear upon the tax treatuivt'u td 4 T1at1se cn-
tributions. I do not pretend to be a tax expert, but I do know the considerations
that must, in common sense, govern the philanthropy of even the most generous
donor and believe that I am in a poelton to tell the Committee of the seriously
adverse impact particular features of the House Bill would have upon private
educational institutions generally and Northwestern University in particular.

Northwestern University, founded in 1851, now has a total enrollment of
21,737, including students from all 50 states and 66 foreign countries. Our full.
time undergraduate enrollment is 6,510, and the balance of the students are In
our expmnding graduate programs and in our Evening Division in Chicago. North-
western has a faculty of 2,297, and spends $72 million a year In conduct of Its
educational and research programs.

Twenty years ago, when I became President of Northwestern our expenditures
were about $16 million per year for all operating costs. That amount, which then
seemed so large, Is today scarcely sufficient to underwrite the annual operating
costs of our College of Arts and Sciences alone. The prime factor in the five-fold
budget increase has been the cost of improving the quality of our programs
and of providing support services and facilities.

I think I need not Justify the statement that America has a powerful national
resource in a system of higher education that Is made up of both public and
private Institutions. No one fails to recognize the importance to the country's
strength and prestige of the great private colleges and universities-among
which I of course place Northwestern. And nearly everyone knows that tuition
and endowment income do not meet the cost of education. Private gifts are, there-
fore, essential to the survival of private schools. Indeed, substantially increased
volume of private giving is needed if existing programs are to be continued, new
programs designed to meet changing needs, and new facilities constructed to
expand on or replace those that are inadequate.

It Is because of the pressing need for encouraging more giving by individuals
that I urge this Committee to review carefully and to reject those provisions
of H.R. 13270 which would discourage the most important kinds of gifts to
private universities--most particularly those provisions that operate, in a variety
of ways, to eliminate the existing tax incentives for large gifts of appreciatedpropery.

As a preclude to a discussion of the distressing features of HR. 18270, it Is
important to convey an understanding of the realities of philanthropy.

&ch year the University seeks and receives support from many individuals,
corporations, and foundations. These gifts come from thousands of donors and
in the aggregate provide the essential difference between strength or mediocrity
in our educational endeavor. It has been our experience that while many will
participate, a relatively small number of donors will provide most of the money.
At Northwestern one percent of the donors account for 60 percent of the gifts.
Even more noteworthy, in the past fiscal year three Individual. donors accounted
for over 12 percent of total gifts from Individuals. This, I am certain, is a fact
of philanthropy repeated In greater or lesser degree among all private colleges
and universitlea We need and must continue to seek gifts at all levels, but the
major gifts from the few are crucial both for their substance and for their
leadership example.

Another significant fotor is the large proportion of gift income received in
the form of property other than cash. Since 190, more than 50 percent of total
gift income from Individuals has been In the form of property other than cash
largelyy in appreciated securities). Substantially all of the major gifts are in
the form of appreciated securities. This background of dependence upon large
gifts of appreciated property from a relatively few major donors in not I be-
leve, at all unique to Northwestern.
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1. MMUOTION Or ?IUK INOFNTIVE TO M&KE CHARITABLE 01FTS, PARTICULARLY Or
APPRECIATED PROPERTY

We do not feel that the House in its proposal for tax refortus intended to dis-
courage charitable gift& Whatever the intention, however, the unfortunate
reality is that H.R. 13270 would operate in such a way as seriously to discourage
gifts, particularly, appreciated property, to colleges and universities.

I have consulted with University tax counsel and conclude with them that
HR. 13270 contains three proposals which have a direct Impact on individuals
who provide a substantial portion of the financial support of private universities.
First, under the LTP proposal, a donor may have to increase his gross Income by
a portion of the appreciated value of property he contributes to charity. For
example, If Donor A had $100,000 of taxable income and $100,000 of untaxed
income (e.g., tax-exempt bond interest) and made no charitable contributions of
appreciated property, the LTP proposal would not have adverse tax conse-
quences. However, If Donor A were to give $30,000 worth of appreciated prop-
erty to Northwestern, he would have to Increase his gross income by as much
as $15,000.

Second, under the allocation of deductions proposal, a donor must allocate his
non-business deductions between taxable and untaxed Income. For example,
it ronor A were to make his contribution in the form of cash rather than ap-
Pceciated securities, approximately one-half of his $80,000 contribution would be
allocated to his untaxed income and therefore be rendered non-deductible. The
net effect of this would be to almost double the cost to the donor of making
his contribution.

Third, the formula used to compute the allocation of deductions not only in-
cludes appreciation in the value of property donated to charity, but is also applied
to all non-business deductions, with the result that there is a double impact on
many donors. For example, if Donor B had $100,000 of taxable income, #70,000
of interest on municipal bonds and $15,000 of non-business deductions other than
charitable contributions, the allocation of deduction formula would permit him
to deduct approximately 60 percent of his non-business expenses. Thus his tax-
able Income, before personal exemptions, would be approximately $91,000. Now
let us say that Donor B made a charitable gift of $30,000 of appreciated se-
curities. The denominator of the allocation of deduction formula would be
Increased so that approximately one-half of all non-business deductions would
be lost-including deductions which would have been allowable If the gift were
not made. Donor B would thus lose an additional $1,500 of his non-charitable
deduction and approximately $15,000 in deduction allowed for his charitable
gift, Thus the $30,000 gift would produce a net deduction of only about $18,000.
In other words, the combination of including appreciation In the value of prop-
erty donated to charity In the formula used to compute the allocation of deduc-
tlons plus the application of that formula to charitable gifts would almost triple
the cost of making the gift.

Wven more startling, If Donor A (with $100,000 of taxable income and $100,000
of untaxed Income) made a charitable contribution of $30,000 of appreciated
property, the $15,000 Increase in his gross income under the LTP proposal coupled
with the disallowance ot almost one-half of the gift under the allocation of
deductions proposal would eliminate virtually all of the deduction for the gift.

We feel It Is indefensible for purposes of the IIT and the allocation of
deduction formula to treat the appreciation in the value of property donated to
a university as though it constitutes "untaxed income." A taxpayer who gives
$100,000 In appreciated securities to a university does not have an additional
$100,000 of economic income from those securities out of whfo" he oats pav for
items that constitute non-business deductions. It is wrong in principle to regard
a gift of stock as a reallUsation of "untaxed income" in the same category as
items which do In fact Increase a taxpayer's net worth and his cash but which
are excluded from taxable income, such as tax-exempt interest and capital gains.

As the examples given above Illustrate, treatment of a gift of appreciated stock
as a realisati)l4 of "untaxed Income" for the purpose of allocation of deductions
would operate not only to reduce substantially the charitable deduction for the
gift- of appreciated assets, but would alsoreduce the taxpayer's other personal
d luctiona (such as non-bualness Interest, state taxes, medical expenses, theft
losses and charitable gifts of cash). Such a proposal, If enacted, would operate as
4 ray rod deterrent to charitable giving.
. Moreovpr, we believe that the policy underlying the granting of tax Incentives

to charitable giving requires the excluslop of charitable gifts from the allocation
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of deduction formula. Deductions for medical expenses, mortgage interest, state
taxes, etc., represent a Congressional decision that these items affect an indi.
viduai's ability to pay tax and therefore should be taken into account in determin-
ing his tax liability. Accordingly, where an individual has untaxed income in
the form of tax-exempt interest and realized long-term capital gains, it way be
appropriate to take this other income into account in determining his tax liability.

The charitable contribution deduction, however, differs substantially from
other types of deductions. It represents a Congressional policy to grant an incen-
tive for donors to part with their assets without receiving any economic benefit
in return. This incentive has proven to be necessary to stimulate gifts to charity.
Since donors are under no obligation to nteAc oy gift at all, if the current tax
incentive is substantially curtailed by applying the allocation of deduction for-
mula to charitable gifts, the spring of this critical source of financial support for
private'universities will soon run dry, forcing us to request financial assistance
from the Congress if we are to continue the work we have been doing in educat-
ing the nation's youth.

In summary, we believe thaA in order to maintain the present level of char.
table giving, it is essential that H.R. 13270 be amended to eliminate appreciation
in value of property donated to charities from the list of "tax preference" items
and the "allocation of deduction" formula, and to delete charitable gifts from the
list of items which are to be allocated between taxable and non-taxed income.

2. REPEAL OF THE UNLIMITED CHARITABLE DEDUCTION AND THE TERMS OF SUCH
REPEAL

Since 1954, the tdx laws have provided that the usual 30% limit on deductions
of charitable contributions shall not apply if in the tax year and eight out of
ten prior years the annual charitable contribution plus tax exceeds 90% of
taxable income.

The Treasury Staff, under the last administration, proposed that the unlimited
charitable deduction be repealed. However, recognizing that persons qualified for
the unlimited deduction had made nondeductible contributions in past years in
reliance on this provision, this Treasury proposal provided a ten-year grace pe-
riod to make contributions without limitation on deductions. This proposal also
provided that the unlimited deduction would not be subject to allocation and that
the appreciation element in such deduction would not be included in the proposed
allocation of deductions.'
H.R. 13270 would repeal the unlimited charitable deduction effective with

1975 returns. The total "non-business" deductions (such as charitable contribu-
tions, state taxes, interest, etc.) of taxpayers who avail themselves of the un-
limited deduction would be limited to 80% in 1970, 74% in 1971, and so on until
1975, when the generally applicable 50% ceiling on charitable gifts would apply.
Further as discussed below, the effect of H.R. 13270 on the present unlimited
deduction would be far more abrupt than this phase-out schedule would suggest.
This is particularly so for o qualified tazMpeer who contributes appreciated
securities. This is of the greatest importance to Northwestern University since
three donors who account for 12% of our total individual gifts are qualified for
the unlimited deduction and donate appreciated securities.

Unlike the initial Treasury proposal, HR. 18270 would not exempt a taxpayer
qualified for the unlimited deduction from the "allocation of deductions" provi-
sions. For qualified taxpayers who contribute appreciated securities, the practical
result would be to make the unlimited deduction immediately useless. This is in.
consistent with the recognized need for at least a gradual phase-out of the un-
limited deduction.

Also unlike the initial Treasury proposal, H.R. 18270 would further stultify the
phase-out of the unlimited deduction by making immediately applicable a 30%
limitation on contributions of appreciated property without any relief provision
for taxpayers qualified for the unlimited deduction. The only explanation given
for this provision was that "contributions of appreciated property would continue
to he subject to the present 80% limitation."

Even P -repting the idea that the present generally applicable 80% limit should
be continued with respect to appreciated property despite the general provision
Increasing the limit to 50%, the application of this 80% imit to the taxpayers

ITax Reform Studiles and Proposals, U.S. Treasury Department, Committee Print, Feb-
ruary 5 .Part 2, .,,2053a tair SummeroftH.n.i.Uro. &ugust Is, lo00, V. al.



25M8

qualified for the unlimited deduction and making gifts in the form of appreciated
property would immediately deprive the unlimited deduction of any practical
significance. The application of the 80% limit to such taxpayers may well have
been inadvertent in view of the stated purpose to "continue" the existing limits.
But whether inadvertent or not, the application of the 30% limit to taxpayers
qualified for the unlimited deduction will create an immediate deterrent to these
important gifts.

These several features of HR. 18270 directed at the unlimited charitable con-
tribution deduction lose sight of the very significant difference between that de-
duction and other methods used by high-bracket taxpayers to reduce payments of
federal taxes. Unlike capital gains, municipal bond interest and other so-called
'tax preference" items that increase net worth, an individual who gives nn

amount equaling substantially all of his income to charity reduces his net worth.
Since charity and education benefit from such gifts in an amount substantially
greater than the reduction in taxes paid, the Government also benefits. Such
gifts reduce the amount Government might otherwise be obligated to furnish
through scholarships and grants.

The large loss that the nation would incur as a result of decreased financial
support to charity and education is an excessive price to pay for the small in-
crease In tax revenues which would result from repeal of the unlimited deduc-
tion. This is especially true where, for the eight years in which a taxpayer is
qualifying, charity and education benefit from gifts far in excess of the amounts
a taxpayer-donor can deduct.

If Congress nevertheless decides to repeal the unlimited charitable deduction,
a reasonable transition period is essential. In fairness to the qualified taxpayer
who committed himself to long-range philanthropic programs extending over
eight to ten years, an equal grace period Is required (including exemption from
the "allocation of deductions" provisions with respect to charitable contributions).
The Treasury Department staff, under Professor Surrey, propose such a "10-year
grace period. Congress should not reduce the length of efficacy of such a grace
period.

I make this plea not only in the Interest of fairness to the qualified taxpayer
but, more directly, because private universities simply cannot afford the immedi-
ate diminution of gifts that would result. Even after a 10-year grace period, I
do not know bow or where Northwestern would replace the important funds
presently supplied by the few major donors now qualified for the unlimited deduc-
tion. But, at the very least, we desperately need such a transition period within
which to search for substitute sources of funds as the alternative to a cut-back In
educational programs.

8. JOTAMM LU% ncoMB ND ONHAMTAIZ RMAUIDU OWN01

Colleges and universities have benefited significantly through life income
plans under which the donor retains the income for life and the university
receives the remainder. At Northwestern we have many examples of large out-
right gifts and bequests made by donors who originally become interested and
committed to our university because oft life income program.

HR. 18270 would, in effect, eliminate this program of giving by treating the
gift of a future interest in appreciated property as a taxable transaction unless
the deduction is limited to the donor's cost

There to no sense in the distinction drawn by HR. 18270 between outright
gifts of appreciated securities (the appreciation generally Is not included in
gross income) and gifts of less then all of a donor's interest In the same securities
(the appreciation is included in gross income unless the donor limited his deduc.
tim to his cost of securities). Gifts of remainder interests do not constitute
an abuse at th contribution deduction warranting the drastic action taken by
the House of aepree tatives.A Prospective donor, having a choice between (1) retaining his appreciated
property and the Income therefrom without paying a tax on the appreciation
and (2) retaining the income from the property and paying a tax on giving the
remAinder to charity will reftrain from making the gift of the remainder Interest.
Tm, the revenue likely to be gained under the proposal under discussion Is
uqelaibleHowever, th. effect on colleges and universities would be mosthsarmful.

IR 13 sTO uio proposes that if property comprising part of the corpus of an
existing trust In which charity has a nreainder Interest in sold, a tax would
be Imposed on the mealsed gal Wi patopoml, In effet, would place an Inirect



tax on the charity, since the value of the remainder Is reduced through the pay.
meant of the tax. We believe that this proposal would generate little additional
revenue but would create difficult administrative problems. Perhaps more ia"
portant, the fiduciaries of such trusts may decide not to make alterations In the
trust portfolio, even though such alterations would, In the absence of tax con-
sideratlons, protect the Interests of all the beneficiaries.

For the reasons described above we urge that these changes in the treatment
of retained life income and charitable remainder gifts be deleted.

4. OHARTABLE INCOME INTnUTS

H.R. 13270 would, in effect, remove the present income and estate tax deduc-
tions for income interests given to charity.

We believe that as long as income interests can be valued with reasonable
accuracy, there is no logical reason for treating the gift of an income interest
to charity differently from any other charitable gift.

If there are objectionable features to allowing income tax deductions for so-
called "short term" charitable Income trusts, the way to meet these objections
is not in effect to deny the charitable deduction altogether for Income interests,
but to require a term of ten years or longer.

I have also been advised that there is a technical defect in H.R. 13270 that
could have serious repercussions for charities. I refer to Section 201(b) (2) of
H.R. 13270, which, in amending Section 2065(e) (2) of the Internal Revenue
Code, disallows estate tax deductions for all gifts of income interests to charities.
Since there is no income tax benefit where the gift is made in a decedent's will
and since the valuation problem can be solved, there is no reason (and no reason
was suggested by the House) for disallowing an estate tax deduction in this
situation. This may be an omission in drafting the Bill. Whatever the source of
this defect, it should be amended.

0. PHELANTHROPIO FOUNDATIONS

In situations where the privilege of foundation status has been used as a mask
for self-dealing operations, controls to prevent such abuses are clearly desirable.
My concern Is that the transgressions of the few will jeopardize the proven
philanthropic capacity of the many.

Our country has a great debt to the private foundations. In the area of medicine
and public health, they have saved uncounted lives, prevented much suffering,
and returned to productivity many who would otherwise be charges upon society.
They have enriched our cultural life, adding to our prestige among the nations
of the world. They have shared with government the support of education in the
last twenty years when pressures of population and change have given schools a
national and International significance.

In dollar value of grants, foundations continue to rank second among all sources
supporting higher education. The 1967--8 Couneil for Financial Aid to E0duca-
tion survey of 861 colleges and universities reveals that grants ,* $311 million
from foundations accounted for 24% of all gifts received by these institutions.

At a time when we are deeply concerned about the need to maintain and to
increase the levels of support from all private sources, the great contributions of
foundations should be remembered and no legislation should be enacted to limit
their grant-making capacity. The controls which are needed to cure abuse by the
few in the main may be achieved by tighter legislation governing reporting and re-
view. The proposed 7.5% tax on the net Investment Income of foundations would
go beyond the intention to control abuse and would, if enacted, divert a significant
evel of grants from private education and other charities. The price of such a
restriction on foundations would be greater in the long run than any tax revenues
such a proposal would produce.

The foregoing deals with several features of H.R. 18270 which would have a
retarding Impact on Northwestern and other private colleges and universities. If
this Bill is not amended, particularly in the areas discussed above, contributions
will be adversely affected at a time when Increased gifts are urgently needed.

I should also note that the Secretary and Assistant Secretary of the Treasury,
In their appearances before thil. Committee on September 4, 1969, have proposed
some modifications in h.R 18210 affetn the treatment of charitable gifts.
Recognition of the problems of the private universities and charities Is grau"l,
but I regret that the Treasury did not go far enough, Even as modified by the
Treasury proposal H.IL 18270 would seriusly deter gifts, particularly by tb.



,elatively few large donors upon whom we depend for such a large portion of our
needed gift income.

There are no assurances of perpetuity for private colleges and universities.
Our programs and the planning for future service are undertaken with explicit
expectancy of a continued and increased commitment of gift support from private
sourfes

While donors are primarily motivated In furthering the programs of the Institu-
tions they support, it is clear that curtailment of tax Incentives would be detri-
mental to overall contributions. In the absence of such support,. the Federal
Government would itself have to fill this need as the alternative to the decline
of these Institutions. Considering the relatively small amount of tax revenues
affected by these proposals and the very great loss to the nation If private colleges
and universities were deprived of the funds necessary to their vitality, reduction
in the tax incentives to private giving would constitute a most ahort-sighted and
unwise reversal of Congressional policy.

STATUMUT my Rom W. MoUR, PaZSDZNT, CaSE WsTRN Rtesvz Uxrvxasrry,
CLEMAND, 01O

From the time of its origins nearly a century and a half ago, Case Western
Reserve University has strived to be a leading center of quality education. It
Ma a long history of providing that quality to its students through all of the
economic, social, technological and political changes that have swept this nation
since low

As an Independent university, Case Western Reserve has depended upon both
the generosity and the commitment of private citizens to support Its growth.
'This private support has had great consequence for the public good. Its faculty
and graduates have contributed markedly to their country as Nobel Pie win-
ners, scholars and researchers, statesmen, busneve founders and educator. Its
Medical School s Internationally known for its curriculum Innovations and Its
many contributions to new concepts in medical education and health carem

The Independent university traditionally has set the educational standards
of the country. It has been a citadel of free and Independent thought. It has been,
In a sense, the intellectual bedrock of the country.

Over the years, Independent universities have accepted responsibilities far
beyond their commitment to academic excellence. Since the end of World War
II, especially, they have faced up to the tasks of accepting increasing numbers
of students and carrying forward more comprehensive programs of research
In many Aid& Federal funds, of course, have played a major role in supporting
these efforts, but, private universities in addition, have expended much time and
effort In seeking gifts and grants to enable them to assume their share of this
public responublllty. tis has not been an easy task. It has been fraught with
continual crise. which still threaten a diminution in the universities' ability to
maintain quality in the face of accelerated demands.

Independent univers1ies are also confronted with the impact of severe Infla-
tion and a recurring necessity to incrtae charges to students with the knowl-
edge that we may soon reach a point where our institution may be beyond the
financial resch of well-qualified students. This is happening at a time when we
are actively buying to enroll Increased numbers of disadvantaged youths, with a
resultant need for ever-Increasing levels of financial aid.

Over the past two years, we have seen levels of federal funds of many kinds
diminsh. At Case Western Reserve this decreased support amounts to $8 mil-
li10 since 1967 which is almost equal to our current annual deficit of slightly
more than $ mUlon.

With the foregoing as a preamble It is not difficult to understand a university
presdet's deep concern with the pending tax reform bill (H.R. 18270). It is
Important that the Congress appreciate the Impact such legislation will have on
all setr of our national life. independent universities constitute an Importnt

I feel that th draft bill, it enacted into law, wil gavely threaten the future
~Et~tui~n~mituniversity

•r concern s the bill's handling of life income tuata. whleh hae
bea major sur0* CC endownmt and a key-element in.future plannin;-and

sits f ~ws~aedgqpsrty wbb represet a k.rg Meannr Of VOstlg in-
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come. Appreciated stock particularly is a major source of income for capital
fund campaigns.

Case Western Reserve University is now completing a total of $60 million
In capital campaigns for new health sciences, law and engineering facilities. The
entire $60 million has been committed to these projects and much of it has al-
ready been spent. In many cases, the facilities have been constructed and are in
use. A large share of these gifts and pledges are from private foundations.

However, of the $60 million, some $13.2 million are In the form of pledges
from private sources for future gifts. If I.R. 13270 is passed in its present form,
the University may fall to receive as much as $3 million.

This would not only be a major blow to the completion of facilities now under
construction, and the expanded educational programs they support but It could
force the university to take extreme financial measures to the severe detriment
of our educational program.

Our situation In this respect Is by no means unique; rather, it is typical of
what you might find at any independent university. I am reluctant to speak for
other institutions, but it seems reasonable to anticljple that many private col-
leges and universities, under the pressures of inflation, increased costs and
decreased levels of federal support, could not survlve even a modest reduction
of funds from private sources.

The proposed law Is extremely technical, difficult to Interpret, and fears of Its
con.equences tend to discourage the philanthropic motive. Where the prior law
had, In some ways, rewarded people for charitable support of higher education,
the proposed law tends to exact a penalty for that support. There Is certainly an
urgent policy decision to be made by the Congress: Whether or not to reverse
the nation's philosophy of giving.

In the national interest, my plea here Is that the Congress not reverse this
philosophy.

Tui LIBRARIAN OF CONORaESS,
Washington, D.C., Septenier 17, 1969.

Hon. Rrsszym. B. Lovo,
Conmiitte OnFipnance,
U.S. mciate,
Waahington, D.C.

DEAR SENATOR LONG: I am writing In reference to 11.R. 13270. the bill to
reform the Income tax laws.

The Library of Congress Is especially concerned with the provision on page 123
of H.R. 13270 that relates to charitable contributions and the gift of tangible
personal property. Under this new provision, donors of rare books, manuscripts,
works of art, and other library materials which have appreciated In value since
they were purchased would not be credited for tax purposes with the fair market
value of their gifts. They would be credited only with the original purchase price
of the material, or if they used the fair market value deduction they would have
to pay capital gains tax on the difference between the purchase price and the
market value. Since its beginnings, the Library of Congress has received for the
nation from public-spirited citizens gifts of rare books, manuscripts, and other
valuable library material. Heretofore, these individuals have been able to de-
duct the market value of their gift as a charitable contribution. The proposed
provision with respect to tangible personal property will, I believe, have a very
adverse effect on libraries and museums with respect to gifts of such property.
It would, I am convinced, In many instances keep valuahle library and museum
resources out of public institutions and in the hands of private collectors.

During recent years the Library of Congress has received as gifts, to name
only a few, the Lessing J. Rosenwald collection of over 2,200 rare books and
manuscripts, many of them books printed before 1500; a rare 16th century il-
luminated manuscript Book of Hours; musical scores and manuscripts of such
noted composers as Aaron Copland, George Gershwin, Oscar Hammerstein.
Leonard Bernstein, and Samuel Barber; and the personal papers of James 0.
Blaine, John Glenn, Felix Frankfurter, Edna St. Vincent Millay, and Owen
Wister. Donors also recently made It possible for the Library to acquire an In.
comparable collection of Walt Whitman materials. Gifts such as these have made
the collections of the Library unrivaled In this country and In many instances
abroad. They would literally have cost millions of dollars for the Government
to buy and It Is highly unlikely that public funds for that purpose would have
been made available.

33-865--69-pt. 3----U
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As you know, university and other libraries throughout this country also de-
pend in large measure on gifts of such library materials in order to serve their
constituencies. Through interlibrary loan and photoreproduction techniques this
material I available to scholars throughout the country. It would be tragic if
significant items of importance to research remained in private hands and, con.
siequently, virtually unknown to the library and museum world and Inaccessible
to the scholarly community. It is entirely posklble that this would in many In-
stances be the case if individuals are penalized by the tax structure in making
gifts of such personal property to a public institution. I therefore urge that
your committee give careful consideration to the deprivation to institutions and
to research that would result from this provision in the tax reform bill.

I should also like to point out that the Library of Congress, as well as other
libraries In this country, has been te recipient of many foundation grants to
Investigate the feasibility of and to Initiate new and often experimental programs
of national significance We are therefore concerned that taxation of foundations
will limit thp amount of funds available for public purposes. I recognize fully
that a smail umber of foundations have acted outside of the intent of the tax
laws pluv'ed by the Congress in respect to their activities, but I do not
*'teve that foundations that have long served the public interest and scholarship
.. ild bu penalised because of such activities. I am sure that your Committee will

recognize this fact in its deliberations.
Sincerely yours, L. QUINCY MUMFORD,

Librarian of Congrces.

STATEMZNT OF Posrrio By 52 NEw YoRK Cou.nozs & UNIVMSSITIES

As Presidents of public and private institutions of higher education, we are
deeply concerned over certain features of the program of Federal tax reform
now pending. We recognize that the present system requires reform, but we
question the need for changes that will drastically limit our ability to meet the
urgent and ever.increasing demands for more and better educational facilities
and programs.

A single example suggests the degree to which private colleges and universities
are dependent on the large individual gifts that would be curtailed by proposed
changes in the tax law concerning gifts of appreciated property. Listed below
are five buildings under construction or recently completed at Syracute Univer-
sity. Though the buildings were sorely needed, not one of the projects would have
been undertaken without the major individual contributions of appreciated se-
curitke that provided crucial incentive for additional private support.

Msjor
individual

'ik ing Cost donation

L. T h DOw tStMon4 Sird Buildin ............................................ $13,100,000 $3,095,349
2. The Wim BMW NO" Go*"SuSl ..I ............................"6 ,,000 1,000,000
& The *A Vas Aruik 7eary Cents arod Hosptal of the Good SNprd........1,000,000 400,000

. f" .. .. ......................................................90,000 6OO o
23,087,000 5, 724, 34U9

You will note that Syracuse was able to initiate a building program, In this
cae, of $28,087,000 on the strength of major gifts in the amount of $5,724,349.

s i a cost basis of sero for the appreciated securities comprising these
gifts, the maximum tax revenue to be realized would be $1,431,087.25. There Is

sabstantial evidence to indicate a loss of revenue in the amount of $3,50,000 was
moe likely.
.'The benefit to society in this case is $23,000,000 in educational physical plant.

Oongresb must weigh the total social benefit justly against the individuals' tax
savings benefit

More Is at stake than buildings, of cours. The privately supported educational
asiltutoms can venture imaginatively Into unknown and untested areas of
r*eob, development and experimentation. They can explore new areas of
Mad$, ares whieb, though not of immediate public Interest, may prove with



2603

time to produce the greatest benefits to society. Much of the daring to find "a
better way to do it" in this country has been generated by the private support
of higher education.

Obviously the private colleges and universities would be hardest hit by tax
reform that curtailed private contributions, but public education is threatened
as well. All colleges and universities, not only the private ones, receive financial
support from alumni and friends. Furthermore, if the private ins-titutions are
rendered less able to meet their responsibilities, the already heavy demands
made upon the public will increase accordingly. Without substantial private
gifts to higher education, In other words, public colleges and universities will
require appreciably Increased tax support.

Because of the crucial role that philanthropy plays in the financing of higher
education in the United States, Federal legislation has long reeogn!zed the wis-
dom of granting tax incentives for contributions to colleges and universities.
Gift-supported Institutions require these incentives If they are to meet the
needs of society. They have always depended upon the contributions of in.
dlividuals, and now they depend on then more heavily than ever. Camligns
for annual openting expenses today are on a scale previously reserved for
"once-in-a-lifetime" capital campaigns. And, as the representative figures set
forth in the appendix to this document demonstrate, gifts in the form of
securities ,- crucial to any successful campaign.

The cos, )f government must be met; so must the costs of higher education. It
Is respectfully submitted that the development of human resources provided by
our Institutions of higher learning should continue to be strengthened through
tax incentives to privae donors. To undermine those incentives at a time when the
youth of our nation will be called upon to assume heavy burdens of leadership
in a rapidly changing world may prove disastrous. The financial pressures on
the private sector of higher education are severe already, and the possibility of
a massive educational deficit Is distinct and threatening. The need for better
teaching and training, for increased educational innovation and research, and for
greater service from our institutions of higher learning must be met.

While each of our Institutions has different constituencies and resources upon
which it relies for support, together we submit the following conclusions for
your consideration:

OIFTS OF APPRECIATED PROPERTY

We urge that donor-tax payers not be taxed on unrealized gains to charities,
either directly or indirectly.

Under the Tax Reform Act of 1909, H.R. 13270, the unrealized gains are in-
directly and partially taxed because the appreciation on the charitable gifts
reduces the donor's itemized deductions under the "allocation of deductions"
provision and may be taxed under the "limit on tax preference" provision. The
tax under the allocation of deductions provision would reduce a donor's item-
ized deductions for interest, taxes, medical expenses, and charitable contribu-
tions. By Indirectly taxing the appreciation on property gifts, such a provision
would greatly inhibit important support from the private sector. We see no rea-
son why this incentive should not be retained in the case of all gifts of tangible
property and future Interests.

LIrr OF TAX PREFERENCE AND ALLOCATION OF DEDUCTIONS

We urge that unrealized gains not be regarded as "tax preference" income
land that charitable contributions not be included finder the "allocation of deduc-
tlon." prv(ion. Unrealized appreciation Is, by its nature, not income received
by the donor as is true of the other preferences. Giving is a voluntary act, and
one which results in actual net costs to those who make gifts to charities. In-
clusion of unrealized gains as a preference is really a further limitation on the
deductibility of the charitable contribution of appreciated property.

Including charitable contributions under the allocation of deductions pro-
visions places the contributor in the position of decreasing all other deductions
by making gifts, as well as decreasing charitable deductions. A contribution
should not be considered in the same context as payments of mortgages, state
and sales taxes, and medical expenses.

The computations required by these provisions are so involved as to make It
virtually Impossible for a donor to plan major gifts. The effect, in fact, would
be to discourage substantial gifts, which are so Important in the support of
colleges and universities, public and private.
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GiFT8 Of REMAINDER INTERESTS

We urge that the press'at lawe governing oharitable remainder trusts and life
income contracts be continued. The present law provides that there is no capital
gain on the transfer of appreciated property to fund a charitable remainder trust
or life income plan; nor is there a capital gain if the property transferred Is
later sold by the trust and the gain permanently set aside for the charity. H.R.
13270 would require payment of a fixed percentage of the principal or a fixed
dollar amount on an annual basis and, thus, would almost certainly lead to an
Invasion of the principal to the detriment or the college or university. With
respect to irrevocable trusts, no tax should be imposed on subsequent gains which
under the current law escaped taxation as being "permanently aet aside" for
the benefit of the college or university.

RrrToAartIv LEGISLATION

We urge Congress make all "ew tax law prospectw'e. The possible retroactive
effect of the proposed legislation has already caused serious loss of support to
charitable institutions.

The Presidents of the following Institutions are sij.uatories to this statement.

Alfred Univeisity, Alfred
('anisius College, Buffalo
Clarkson College of Technology, Pots-

dam
Colgate Rochester Divinity School,

Rhester
Colgate University, Hamilton
College of New Rochelle, New Ro.

chelle
Cornell University, Ithaca
Dowling College, Oakdale
D'Youville College, isuffalo
Eisenhower College, Sen ca Falls
Elmira College, Elmira
Finch College, New York City
Good Counsel College, WLite Plains
Hamilton College, Clinton
Ilartwlck College, Oneonta
Hobart and William Smith Colleges,

Oeneva
Ithaca College, Ithaca
Iona College, New Rochelle
Keuka College, Keuka Park
Kirkland College, Clinton
LeMoyne College, Syracuse
Manhattan College, Bronx
Manhattanville College, Purchase
Marlst College, Poughkeepsie
Mills College, New York City
Mount Saint Mary College, Newburgh
Nazareth College, Rochester

Niagara U university, Niagara
Pace Coilge, New York City
Paul Smiths College of Arts &

Sciences, Paul Smiths
Polytechnic Institute of Brooklyn,

Brooklyn
Pratt Institute, Brooklyn
Rensselaer Polytechnic Institute,

Troy
Rochester Institute of Technology,

Rochester
Rosary Hill C , lege, Troy
Rueil Sage t allege, Troy
St. Bernard's C )llege, Rochester
St Bonaventure University, St. Bona-

venture
St. John Fisher ( liege, Rochester
St. Lawrence Un, ersity, Canton
St. Rose College, .lbany
Sarah IAwrence College, Bronxville
Siena College, Loudonville
Skidmore College, Saratoga Springs
State University of New York
Syracuse University, Syracuse
Union College, Schenectady
University of Rochester, Rochester
Utica College, Utica
Vassar College, Poughkeepsie
Wagner College, Staten Island
Wells College, Aurora
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STATEMENT OF POSITION BY NEW YORK COLLEGES, UNIVERSITIES

APPENDIX

An average of 46.5 percent of gifts received from Individuals by 23 New York colleges and universities during the past
6 years consisted of securities. In dollar value, the total is $4,709,000

Ratio of
Value of securities to

securities total lilts Ifrom
Years donated by individuals

Institution Involved individuals (percent)

Alfred ........... ............................. 1968-69..-... $138,000 25
Canisius ................................. ...... 19649 36,000 2
Clarkson ......................................................... 1968-49 ...... 518,000 45
Colgate .................................................... 1964-69 ...... 636,000 66
Cornell .................................................... 1963-6 .... 39 0000 49
Eisenhower ....................................................... 197-69 ...... 768000 24
Elmira ........................................................... 196449 ...... I,9 77000 s0
Hamilton .............................................................. do....... 5,759000 79
Hartwick ......................................................... do....... 2, 34 000 64
Kulka ............................................................ do........ 7 , OD76
Kirkland ......................................................... 1968-469 ...... 412,000 54
Le Moyne ........................................................ 1967-9 ...... 115,000 51
Rensselaer Polytechnic Institute .................................... 1968-69 ...... 1,290000 70
Rochester Institute of Technology ................................... 1963-8 ...... 3,963,000 25
Russell Sal ...................... .............. 1964"69 ...... 1050,000 66
St. John Fiser. ... ........................... do... 3,000 46
St. Lawrence .......................................................... do....... ,4 1 000 66
Skidmore ............................................................. do....... , 516:000 23
Syracuse ............................................................. do ...... 14,951.000 38
Union ........................................... do ....... 601,000 17
University of Roc.ester ............................................ 1968-49...... 6,863000 $1
Utica ............................................................ 1964-69 ...... 75,000 3
Wells ............................................................ 1965-69 ...... 1,040,000 29

Total .................................................................... 94,109,000 46.5

UPUAM, .E1EKER & WEITIORY,
Ncw York, N.Y., Scptembcr 5, 1969.

Re comments and suggestions re Tax Reform Act of 1969
Co MrEE ON FNANCE,
U.r. Senate,
Senate Office BvUding,
Washington, D.C.

GENTLEMEN, This letter comments upon several aspects of H.R. 13270 (as
passed by the House on August 7, 1969) 91st Cong., 1st Sess., i.e.. Sections .201 (h)
disallowancee of estate and gift tax deductible in certain cases), 201(f) (chari-
table contribution by estates and trusts), and 201(a) (disall)owannee of charitable
deduction for gift of use of property).
section 201(h)

Section 201(h)(1) amends I.RC. 1 2065(e) to cover a number of situations.
One such situation Is the disallowan(e of the estate tax deduction presently
available for the charitable remainder interest In a trust where such trust Is
not either a charitable remainder annuity trust or a charitable remainder uni-
trust, as described in the amended version of I.RC. 1 64(d). In Section 201(J)
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(7) (A) it Is provided that this amendment to I.R.C. J 2055(e) shall apply In the
case of decedents dying after the date of enactment of H.R. 13270.

As a consequence, it would appear that the estates of many thousands of
decedents dying after the enactment of HR. 13270 (in its present form) would
be irreparably damaged in a most inequitable manner. That is so because
virtually all charitable remainder trusts now in existence are irrevocable and
thus could not be amended to conform to the annuity trust or unltrust defini-
tion. This would mean that as estate tax would be due based upon the in-
elusion of assets within the taxable estate of the decedent even though the
estate would not have such assets available to it for the payment of the tax.

Assume, for example, that an individual owning net assets valued at $2,000,000
established a charitable remainder trust in 1965 and, from time to time, since
then, hits transferred $1,000,000 to that trust. The trust provides for the payment
of income to the grantor for his life, with the remainder going to a designated
charitable beneficiary on his death. Under present laNN. upon the death of the
described individual, the then value of the corpus to the charitable remainder
trust would be included in his gross estate (under I.R.C. § 203--transfers with
retained life estate), but would be offset by an equivalent charitable deduc-
tion (under I.R.C. I 2055-transfers for public, charitable and religious uses).
If, however, that individual were unfortunate enough to (ie after the enactment
of the above discussed amendment to I.R.C. 1 2055, his gross estate still would
be approximately $2,000,000 (the $1,000,000 corpus to the charitable remainder
trust and $1,000,000 of other assets) but, because of new I.RC. I 2055(e), the
estate would be entitled to no charitable contribution deduction and thus (dis-
regarding other deductions and the $60,000 exemption) would be taxable on the
full $2.000,000. Whereas a taxable estate of $1,000,000 is subject to a tax of
$325,700, a $2,000,000 taxable estate would be subject to a tax of $753.200. Thus,
such an estate, with only $1,000.000 of net assets, would be required to pay a
confiscatory tax equal to more than 75% of the net assets of the estate because
of what appears to be an omission in the drafting of the amendment.

-The apparently unintended inequity above described could be corrected quite
easily by expanding the effective date provision (Section 201(j) (7) (A). as
follows :

"The amendments made by paragraph 3 (1) and (2) of Subsection (h) shall
apply in the case of decedents dying after the date of enactment of this Act,
except as to the talue of charitable remainder interests in irrcvocable interviros
tru.8ts entered into prior to the date of enactnct of this Act."

This suggested revision would appear to create a "loophole" because it would
permit additions to the corpus of such "old" trusts, which additions could be
made after the enactment of H.R. 13270. However, this (loes not constitute an
area of practical exposure since, under Section 201(l), I.R.C. 5664 would define
the new concepts of charitable remainder annuity trusts and unitrusts and no
contribution made to a trust would be deductible for income tax purposes unless
the recipient trust could meet the new definition. Thus, future transfers made
to an old form of charitable remainder trust would not be deductible for income
tax purpose& For that reason, either future transfers would not be made to
such trusts or, if made, should properly give rise to an estate tax deduction be-
cause there would not have been an income tax deduction available in the year
of the transfer.

Although the preceding discussion has been couched in terms of specific
charitable remainder trusts, it must be recognized that the inequity under con-
sideration would exist in the case of every present holder of a so-called "life
Income contract" of the type issued by close to 2,000 educational institutions and
charitable organizations throughout the country. Therefore, it would seem Im-
perative that the recommended change be made.
Section 201 (1)

I.R.C. 1642(c), providing for the unlimited deduction of charitable contri-
butions made by estates and trusts, would be amended so that the deduction
(which now relates to amounts paid or permanently set aside for a charitable
purpose) would be limited only to amounts paid for a charitable purpose.

The problem inherent in this provision is essentially similar (although not
nearly so serious) as the above discussed problem of Section 201(h), since the
apparent inequity is one which would fall upon presently existing i.revocable
Intervivos charitable remainder trusts. In general, such trusts provide for the
payment o" income to the grantor (and/or other designated individuals) for life
or for a term of years, with the remainder going to charity. "Income" is defined
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to exclude capital gains. Thus, when trust assets are sold at a gain (and the
proceeds thereafter reinvested) the amount of that gain is not distributable to
the then current Income beneficiary but, instead, is retained as part of the corpus
of the trust. As such, it constitutes gross income to the trust, which gross income
is not taxable to the trust under present law only because of the operation of
I.R.C. §042(c) (providing an unlimited deduction for amounts paid or per-
miuanently set aside for a charitable purpose.)

Under the proposed revision of I.R.C. §1042(c), the unlimited deduction rule
hereafter would apply only to amounts paid for a charitable purpose, and Sec-
tion 201 (J) (6) makes this new rule applicable "... to amounts paid, permanently
set aside, or to be used for a charitable purpose after the date of enactment of
this Act."

In order to illustrate the unfortunate prospective consequences of this pro-
vision, asume the case of the charitable remainder trust described In tihe earlier
portion of this letter (in connection with comments made on Section 201(h)).
That trust was created in 19W5 and has, over the years, received assets valued
at approximately $1.000,000. Assume, further, that $200,000 of trust assets are in
the form of I.B.M. stock, with a bax basis of $50,000. If, in 1970 (after the enact-
ment of the provision in its pre.ent form), the trustee determines, as a matter
of investment policy, that the I.B.M. stock should be solO and does, in fact, sell
that stock for $200,000, the problem here being described would become a reality.
Ilm-nuse charitable remainder trusts of the type presently in existence do not
provide for the payment of any amount other than the remainder to charity, the
$150,000 gain Just described could not be offset by a charitable contribution
deduction because I.R.C. 5 642(c) then would apply only to amounts paid to
charity and not to amounts permanently aet aside.

Thus, unless this inequity now is corrected, irrevocable intervivos charitable re-
inainder trusts presently in existence either must refrain from selling any of their
appreciated holdings or must be prepared to absorb the impact of the tax attribu-
table of any gains realized on such sales. Since the grantor of such a trust already
would have benefited (in prior years) from the income tax deduction referable
to his transfer of assets to the trust, the only ioser will be the charitable remain-
derinan, because the amount of tax paid by the trust merely will decrease the
value of the corpus which eventually will pass to such charitable remainderman.

In order to correct the inequitable consequences above described it is re-
spectfully suggested that H.R. 13270 be amended in a manner which will, in no
way, alter the underlying intent of the proposed legislation above described. The
suggested change could be accomplished as follows:

1. The preLnt I.R.C. 1 042(c) would be retained and redes!gnated as I.R.C
§ 042(c) (1) and its introductory phrase (now reading "in the case of en estate
or trust") would be expanded to read "In the case of an estate of a deede: t dying
on or before 1969, or an irrevocable intcr tivos trust created on or
before 1969..."

2. The material set forth in Section 201(f) as a newly amended I.RC. 1 642(c)
would be redesignated as I.R.C. 1 642(c) (2) and the introductory language there-
of would be altered to read "in the ca8e of an estate or trust (other then an
estate or trust governed by the provision of paragraph (1) of subsection (o) of
this section, and a trust meeting the epeoiflcatios of Subpart B) ..

section 201 (a)
Included in Section 201(a) is a provision which would create a new

I.R.C. j 170(b) (8) entitled "Denial of Deduction In Case of Contribution of
Partial Interest In Property." In all of the material which preceded the passage
6f IH.R. 13270 by the House, including the hearings held by the House Ways and
Means Committee, the "tentative decisions" announced by that Committee and
the Report of that Committee on the Bill, it was indicated that the area with re-
spect to which the legislators were concerned related to the charitable deduction
for gifts of the use of property. Further, this area is referred to specifically in
the language of the proposed legislation.

However, the area of concern develops from the use of certain broad language
in the proposed statute, which would appear to allow for the Inclusion of limi-
tations substantially beyond those relating to the denial of a deduction for the
contribution of the right to use property. The language which rises this concern
appears at the beginning of the statutory paragraph and reads "In the case where
a taxpayer makes a charitable contribution of less than his entire interest in
property..."
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Although there is no basis for this iII any of the prior materials, Including
the Report of the House Ways and Meuas Committee, this broad language would
appear to cover the deduction otherwise available for the contribution of an un-
divided fractional interest In prolprty made to a charitable beneficiary. For
example, If an Individual who own.s a parcel of commercial real prolprty (,on-
tributes an undivided half Interest In such prol erty to a charitable organiviAtion,
It seems that I.R.C. 1 170(b) (8) could be relied upon to disallow his right to
deduct the value of that interest.

Thus, If, in fact, it wis the intent of the House to make suoh a change III
the prewnt statute (although no prior reference was made or consideration given
to this question) then It should e Ko indicated. If, on the other hand, It was not.
intended that this type of transfer (made to other than private foundations)
be barred, their the statute should 1e amenuded so as to rellect the real Intent,
which would seem only to be to bar a deduction for the granting to a charity of
the right to use property.

Very truly yours,
STANLEY S. WErrHORN.

1'EPPERDINE COL.OFA,
Los A.4gcles, Calif., Septeinber 26, 1969.The SEtNATE FINANCE COMMITTEE

Senate Finance O0fce Building,
Washington, D.C.

G0zanzurN: Thank you for the opportunity to submit for your careful con-
ideration a statement setting forth my views of the proposed legislation relating
to tax reform, particularly insofar as such legislation would affect ohlilu-
throplc support of higher education.

My position today is as It was last February when I testified before the House
Ways and Means Committee. At that time I made it clear that I coujd not
presume to speak for individual colleges other than Pepperdine. I said that we
are not asking for handouts but for a greater opportunity to serve In a tax
climate which will encourage concerned eitlena to Invest In a segment of higher
education which they believe will produce rich dividends for themselves, for
their children, and for their country.

:Studies of our institution indicate that we have saved the taxpayer more
than $30,000,000 in providing education for students who, otherwise, woull he
the reepousibility of the State. At Pepperdine we receive approximately 5000
contributions per year from friends, corporations, and foundations. Oily with
this support are we able to operate a $0,000,000 annual budget. We have be4n
able to grow--our current enrollment Is at an all-time high of 2000-to Increase
faculty salaries and to Improve In quality by virtue of the tax climate which
stimulates Investments In Independent higher education. It Is my Judgment, as
well as that of my advisors, that the proposed legislation, particularly the fea-
tOres which would tax the appreciation of donated securities, would bring about
a drastic reduction in voluntary support. This would affect all privately sup-
ported colleges, some of which, I am told, find that as much as 70% of their total
philanthropy Is in the form of appreciated property. W

iPreeldent Nixon has called upon the Nation to become Involved In the vol-
unteer process. It seems to me that some of the provisions of the Tax Reform
Bill, notably because they tend to diminish philanthropic giving, are incompatible
with the President's views on voluntarism.

While I am not unmindful of the responsibility resting upon you gentlemen
and your fellow legislators to assure adequate financing for our Fexleral Gov-
ernment, I trust that you will not find it necessary to adopt legislation which
jeopardihes the quality-yes, even the survival-of America's Independent insti-
tutions of higher education.

Oordlaly yours,
M. NoavsrL YouNo,

Prcaidcilt.

STATSIXNT Or DI J. ROScoE MILLER, CIIANCELLOR AND PHX81owN*T, NoRTnwEmaxt jt.
UN1vns17

My name Is J. Roscoe Miller. I am Chancellor and President of Northwestern
University, and have been President and Chief Executive Officer of the University
since 194.
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I have prepared this statement because of my deep concern over vertaln provi-
sions of 1.R. 13270 as they bear upon the tax treatment of charitable contribu-
tions. I do not pretend to be a tax expert, but I (1o know the considerations that
must, in common sense, govern the philanthropy of even the most generous
donor an( believe that I an in a lositioln to tell the Committee of the seriously
adverse Impact particular features of the House Bill would have upon private
educational institutions generally and Northwestern University in particular.

Northwestern Universlty, founded in 1831, now has a total enrollment of
21.737, including students front all 50 states and L41 foreign countries. Our full.
time indergridtuate, enrollment is 6,510, and the balance of the students are in
our expanding graduate programs and in our Evening l)ivision in Chicago.
Northwestern has a faculty of 2.-)7. and spends $72 million a year in conduct of
Its educational and research programs.

Twenty years ago, when I became President of Northwestern our expenditures
wore about $16 million per year for all operating costs. That amount, which
then seehhed so large, Is today scarcely sufficient to underwrite the annual
ois'rating costs of our College of Arts and Sciences alone. The priniary factor in
the five-fold budget Increase has been the cost of Improving the quality of our
programs and of providing support services and facilities.

I think I netd not justify the statement that America has n iNiwerful na-
tional resource in a system of higher education that Is made up of both public
and private institutions. No one falls t ) recognize the importance to the country's
strength and prestige of the great private colleges and universities-among which
I of course place Northwestern. And nearly everyone knows that tuition and en-
downent Income do not meet the cost (-,f education. Private gifts are, therefore.
essential to the survival of private schools. Indeed, substantially Increased
volume of private giving Is need if existing programs are to he continued, new
programs designed to meet changing needs, and new farlitles constructed to
expand on or replace those that are inadequate.

It Is because of the premlng need for encouraging more giving by individuals
that I urge this Committee to review carefully and to reject those provisions of
11.11. 13270 which would discourage the most inlmrtant kinds of gifts to private
universties-most particularly those provisions that operate, in a varley of ways
to itniante the existihg tax Incentives for large gifts of appreciated property.

As a prelude to a dlruwlon of the distrewing features of It. 13270, It Is
important to convey an understanding of the realities of philanthropy. Each
year the University seeks and receives sulort from niany individunq. corpora-
tions. and foundations. Thesv gifts come from thoumsnds of donors and In the
aggregate r, vide the essential difference between strength or mediocrity In our
educational, .,odeavor. It has Ibn our experience that while many will participate,
a relativel .: ' -;iall number of donors wNIll provide most of the money. At North-
western one- percent of the donors accounts for (10 percent of the gifts. Even
more noteworthy, in the liast fiscal yeair three Individual donors accounted for
over 12 percent of total gifts from Individual.%. This, I am certaih, is a fact of
philantlhropy repeated in greater or lesser t!egree among all private colleges 1111d
universitles. We need and must continue to -ek gifts at all levels, but the major
gift.s from the few are crucial both for their substance and for their leadership
exaliple.

Another sIgnificant factor is the large proportion of gift income received in the
form of proiprty' other than cash. Since 1900, more the a 50 percent of total gift
income from individuals has been lit the form of property other than cash (largely
in appreciated securities.) Substantially all of the major gifts are in the form of
appreciated securities. This background of dependence upon large gifts, of ap-
preelated property from a relatively few major donors Is not, I believe, at all
unique to Northwestern.

1, REDUCTION OF THE INCENTIVE TO MAKE OIIARITABLE OIMS, PARTICULARLY OF
APPRECIATED PROPERTY

We do not feel that the House in Its proposals for tax reforms Intended to
discourage charitable gifts. Whatever the intention, however, the unfortunate
reality L that H.R. 13270 would operate in such a way ao seriously to discourage
gifts. particularly appreciated property, to colleges and universities.

I have consulted with University tax counsel and conclude with them that H.R.
132T0 contains three proposals which have a direct Impact on individuals who
provide a substantial portion of the financial support of private universities. First,
uider the TP proposal, a donor may have to increase his gross Income by a
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portion of the appreciated value of property he contributes to charity. For
example, if Donor A had $100,000 ot taxable income and $100,000 of untaxed
income (e.g., tax-exempt bond interest) ,nd made no charitable contributions of
appreciated property, the LTP proposal would not have adverse tax vonseluences.
However, if Donor A-were to give $30,000 worth of appreciated property to North-
wesern, he would have to increase his groits income by as much as $15,000.

Second, under the allocation of deductions proposal, a donor must allocate his
non-business deductions between taxable and untaxed income. For example, if
Donor A were to make his contribution in the form of cash rather than appreciated
securities, approximately one-half of his $30,000 contribution would be alloated
to his untaxed income and therefore be rendered non-deductible. The net effect of
this would be to almost double the cost to the donor of making his contribution.

Third, the formula used to compute the allocation of deductions not only In-
cludes appreciation in the value of property donated to charity, but is also ap-
plied to all non-business deductions, with the result that there is a double impact
on many donors. For example, if Donor B had $100,000 of taxable income, $70,000N
of interest on municipal bonds and $15,000 of non-business deductions other than
charitable contributions, the allocaton of deduction formula would perinit him
to deduct approximately 00 percent of his non-business expenses. Thus his taxable
income, before personal exemptions, would be approximately $91,000. Now let
us say that Donor B made a charitable gift of $0,000 of appreciated securities.
The denominator of the allocation of deduction formula would be increased so
that approximately one-half of all non-business deductions would be lost-
including deductions which would have been allowable if the gift were not nade.
Donor B would thus lose an additional $1,500 of his non-charitable deduction lid
approximately $15,000 In deduction allowed for his charitable gift. Thus the
$30,000 gift would produce a net deduction of only about $13,000. In other words.
the combination of including appreciation In the value of property donated to
charity In the formula used to compute the allocation of deductions plus the
application of that formula to charitable gifts would almost triple the cost of
making the gift.

Even more startling, if Donor A (with $100,000 of taxable Income and $100,000
of untaxed Income) made a charitable contribution of $30,00( of appreciated
property, the $15,000 Increase in his gross Income under the LT1' proposal
coupled with the disallowance of almost one-half of the gift under the allocation
of deductions proposal would eliminate virtually all of the deduction for the gift.

We feel It Is indefensible for purposes of the ITP and the allocation of deduc-
tion formula to treat the appreciation in the value of property donated to a uni-
versity as though it constitutes "untaxed income." A taxpayer who gives $100.(W0
In appreciated securities to a university does not have an additional $100,000 of
economic income from those securities out of which he can pay for items that
constitute non-business deductions. It is wrong in principle to regard a gift of
stock as a realization of "untaxed income" in the same category as item's which
do In fact increase a taxpayer's net worth and his cash but which are excluded
from taxable income, such as tax-exempt interest and capital gains.

As the examples given above illustrate. treatment of a gift of appreciated
stock as a realization of "untaxed Income" for the purpose of alhhvatlon of de-
ductions would operate not only to reduce substantially the charitable deduction
for the gift of appreciated assets, but would also reduce the taxpayer's other
perPonal deductions (such as non-business Interest, state taxes, medical exlnses.
theft ioss and charitable gifts of cash). Such a prolsal, If enacted, would
operate as a very real deterrent to charitable giving.

Moreover, we believe that the policy underlying the granting of tax Incentives
to charitable giving requires the exclusion of charitable gifts from the allocation
of deduction formula. Deductions for medical expenses, niortage interest, state
taxes, etc. represent a Congressional decision that these items affect an indi.
vidual's ability to pay tax and therefore should be taken into account in deter.
mulniu his tax liability. Accordingly, where an individual has untaxed in.
come In the form of tax-exempt Interest and realized long-term capital gains, it
may be appropriate to take this other income into account in determining hlis
tax liability.

The charitable contribution deduction, however, differs substantially from
othe' types of deductions. It represents a Congressional policy to grant an incen.
tive for donors to part with their assets without receiving any economic benefit
In return. This incentive has proven to be necessary to stimulate gifts to charity.
Prince donors are wonder no obligation to make anyl gift at all, if the current tax
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incentive is substantially curtailed by applying the allocation of deduction
formula to charitable gifts, the spring of this critical source of financial support
for private universities will soon run dry, forcing us to request financial assist-
atice from the Congress if we are to continue the work we have been doing In
educating the nation's youth.

In summary, we believe that in order to maintain the present level of charitable
giving, it is e-ssential that 11.R. 13270 be amended to eliminate aippreciation in
value of property donated to charities from the list of -tax preference" items and
the "allocation of deduction" formula, iind to delete charitable gifts from the list
of items which are to be allocated between taxable and non-taxed income.

2. REPEAL OF THE UNLIMITED CHARITABLE DEDUCTION AND rilE TERMS OF SUCIT
REPEAL

Sint-e 1954, the tax laws have provided that the uLsual 30% limit on deductions
of charitable contributions shall not apply If In the tax year and eight out of ten
prior years the annual charitable contribution plus tax exceeds 90% of taxable
Income.

The Treasury Staff, under the last administration, proposed that the unlimited
charitable deduction be repealed. However, recognizing that persons qualified for
the unlimited deduction had made nondeductible contributions in post years in
reliance on this provision, this Treasury proposal provided a ten-year grace
period to make contributions without limitation on deductions. This proposal also
provided that the unlimited deduction would not be subject to allocation and that
the appreciation element in such deduction would not be included in the proposed
allocation of deductions'
H.R. 13270 would repeal the unlimited charitable deduction effective with 1975

returns. The total "non-business" deductions (such as charitable contributions,
state taxes, interest, etc.) of taxpayers who avail themselves of the unlimited
de~luction would be limited to S0% in 1970, 74% in 1971, and so on until 1975,
when the generally applicable 50% ceiling on charitable gifts would apply.
Further as discussed below, the effect of H.R. 13270 on the present unlimited
deduction would be far more abrupt than this phase-out schedule would suggest.
Thls is particularly so for a qualified taxpayer who contributes apprecoiated secu-
ritee. This Is of the greatest Importance to Northwestern University since three
donors who account for 12% of our total Individual gifts are qualifed for the
unlimited deduction and donate appreciated securities.

Unlike the initial Treasury proposal, H.R. 13270 would not exempt it taxpayer
qualified for the unlimited deduction from the "allocation of deductions" provi-
sions. For qualified taxpayers who contribute appreciated securities, the practical
result would be to make the unlimited deduction immediately useless. This is in-
consistent with the recognized need for at least a gradual phase-out of the unlim.
cited deduction.

Al.o unlike the initial Treasury proposal, 111R. 1.3270 would further stultify
the phase-out of the unlimited deduction by making immediately applicable a
30% limitation on contributions of appreciated property without any relief
prIvi.,on for taxpayers qualified for the unlimited dedu(Con. The only explanm-
given for this provision was that "contributions of appre-iated prl'rty would
conttine to be subject to the prwsezlt 30% litnitatioz." 2 Even accepting the Ideal
that the present generally applicable 30% limit should be continued with reselct
to appreciated property despite the general proviion hicreaslug the limit to
50%, the application of this 30% limit to the taxlyers qualifitd for the im
limited deduction nid making gifts in the form of appreciated lprolrty would
immediately deprive the unlimited ddu.cton of any practical signilicance. The
application of the 30% limit to such taxpayers may well have twen inadvertent
in view of the stated purposes to "continte" the exl4ing limits. But whit(Aher
Inadvertent or not, the application of the 30% li'sdt to taximyers qualified for
the unlimited deduction will create an immediate deterrent to theive imklortaint
gifts.

These several features of H.R. 13270 directed at the unlimited charitable
contribution deduction lose eight of the very significant difference be-tween
that deduction and other methods used by high-bracket taxpayers to reduce
payments of federal taxes. Unlike capital guns, municipal bond interest and

'Tax Reform St, ,"'e and Proposals, U.S. Treasury Dejpartment, Committee Print,
February I 19M Dart 2. p. 205.

a Staff Summary of h.R. 13270, August 18, 1969, p. 31.
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other so-called "tax preference" ite ms that increase net worth. an individual
who gives an amount equaling substantially all of his Income to charity reduves
his net worth. iRince charity and education beueetit from much gifts In an amount
substantially greater than tle reduction In taxes paid. the (Governmltnt Aiso)
benefits. Such gifts reduce the ao iunt Governnwent might otherwise , 1W olige
to furniqh through wcholarshilps and grants.

The large loss that the nation would Incur as a r,.ult of (leereas4d finiuivi:al
support to charity and education is an exe ssive I)ric, to pmy for the stmll in-
crease in tax revues which would result fromIi rt-ipl of th, ,nilinitei dtdue.
tion. This is especially true where, for the eight years in wl It a taxpayer is
qualifying, charity and education benefit from gifts far excess of the,
amounts a taxmyer-donor atn deduct.

If Congress neverthele, decides to releal I he unlimited charitable deduction,
a reasonable transition ierlod is es.-Antlal. In fiirt',." to Olt, qualilletd taxiayr
who committed himnielf to long-range philtanthrlpIc progranis textndln over
eight to ten years., an equal grace period is required-i includingg exemilptionl fr' mi
the "allocation of deductions" provisJons with respect to charitable cont rihl-
tions). The Treasury l)epartmnent staff, under llrofe.,or urrmy, propostx, suih
a 10-year grace period. Congress should not n4luce the length or eflicacy I)(
such a grace period.

I make this plea not only In the intre st of fairm'.u4 to, th, quilitiled tumxp;yer
but, more directly, because private universities simply cannot afford the imine.
date diminution of gifts that would result. Evetn after a 10-year grace perio4l.
I do not know how or where Northwestern would replace the important funds
pretwletly supplied by the few major donors now quaiiiled for tile unlimite~l
deduction. But, at the very hast, we desperately need such a transition period
within which to search for substitute sourcm of funds as the alternative to a
cut-back In educational programs.

S. RKTAINED LIFI. INCOME AND CIARITAlI.. R(MAUNDER (tl S

Colleges and universities have benefited significantly through life income
plans, under which the donor retains the income for life and the university re-
ceives the remainder. At Northwestern we have many examples of large outright
gifts and bequests made by donors who originally became interested and 4o11.
mitted to our university because of a life Incomo program.

HR. 13270 would, in eNfect, eliminate this program of giving by trvatig the
gift of a future interest In appreciated property as a taxable transaction unless
the deduction is limited to the donor's cost.

There Is po sense t the distinction drawn by II.R. 13270 between outright gifts
of appreciated securities (the appreciation generally Is not included i gross in-
come) and gifts vf less than all of a donor's Interest in the same securities (the
appreciation Is Incluild in gross income unless the donor limited his deduction to
his coat of time securities). Gifts of remainder interests do not constitute an abumte
of the contribution deduction warranting the drastic action taken by the Hllouse of
Representative,.

A prospective donor, having a choice between (1) retaining his appreviattd
property and the Income therefrom without paying a tax on the appreciation and
(2) retaining the income fronx the property and playing a tax on giving the rv-
mainder to charity will refrain from making the gift of the remainder Interest.
Thus, the revenue likely to be gained under the proposal under discussion is
negligible. However, the effect on colleges and universities would be most harmful.

.R 13270 also proposes that if property coniprising part of the corps of ani
existing trust in which charity has a remainder interest is sold, a tax would be
Imposed on the realized gain. This proposal, in effect, would place an indirect tax
on the charity, since the value of the remainder is reduced through the payment
of the tax. We believe that this proposal would generate little additional revenue
but would create difcult administrative problems. Perhaps more important, the,
fiduciaries of such trusts may decide not to make alterations In the trust port-
folio, even though such alterations would, in the absence of tax considerations.
protect the interests of all the beneficiaries.

For the reasons described above we urge that these changes In the treatment
of retained life income and charitable remainder gifts be deleted.
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4. OIARnITABLE INcO1IE INTERESTS

I.R. 13270 would, in effect, remove the present Income and estate tax dedlule
tious for income interests given to charity.

We believe that as long as income interests can be valued with reasonable
accuracy, there is no logical reason for treating the gift of an income interest to
charity differently from any other charitable gift.

If there are objectionable features to allowing income tax deductions for so-
called "short term" charitable income trusts, the way to meet these objections is
not in effeet to deny the charitable deduction altogether for income interests, but
to reuire a term of ten years or longer.

I 1llVe all o bevil advised that there is a technical defect in 11.11. 13270 that
could have :erlous repercussions for charities. I refer to Section 201(h) (2) of
11.11. 13270, which, in amending Section 2055(e) (2) of the Internal Revenue
Code, disallows estate tax deductions for all gifts of Income interests to charities.
Since there is no Inconme tax benefit where the gift Is made ili a decedent's will
and siic the valuation problem can be solved, there is no reason (and no reason
w\as suggested by the House) for disallowing all estate tax deduction in this
situation. This may be an omission in drafting the 1ill. Whatever the source of
this defect, It should be amended.

5. i'll I.ANTI ROPIC FOUNDATIONS

In situations where the privilege of foundation status has been used as a
nisk or self-defiling operations, controls to prevent such abuses are clearly
de.Arable. My concern Is that the transgressious of the few will Jeopardize the
proven philanthropic capacity of the many.

O}ur country has a great debt to the private foundations. In the area of
medicine and public health, they have saved uncounted lives, prevented much
suffering, anti returned to productivity many who would otherwise be charges
Upix~ society. They have enriched our cultural life, adding to our prestige among
the nations of the world. They have shared with government the support. of
education in the last twenty years when presurt of lkIulation and change
have given schools a national and international significance.

In dollar value of grants, foundations continue to rank second among all
sources supporting higher education. The 1967-6, Council for Financial Aid to
Education survey of 861 colleges and universities reveals that grants of V311
million from foundations accounted for 24% of all gifts received by these
Institutions.

At a time when we are deeply concerned about the need to maintain and to
Increase the levels of support from all private sources, the great contributions of
foundations should be rementtered and no legislation should be enacted to limit
their grant.nimking capacity. The controls which are needed to cure abuse by
the few in the inain be achieved by tighter legislation governing reporting and
review. The proposed 7.c% tax on the net investment income of foundations
would go beyond the intention to control abuse and would, if enacted, divert a
signitiant level of grants from private education saod other charities. The price
of such a restriction on foundation would be greater in the long run than any
tax revenues such a proposal would produce.

The foregoing deals with several features of II.R. 13270 which would have a
retarding imp.,ct on Northwestern and other private colleges and universities.
If this Bill is not amended, particularly In the areas discussed above, con.
trIbutions will be adversely affected at a time when Increased gifts are urgently
needed.

I should also note that the Secretary and Assistant Secretary of the Treasury,
In their appearance before this Committee on September 4, 191), have proposed
gole noditfications in 11.11. 13270 aifieting the triattnent of charitable gifts.
Recognition of the problems of the private universities and charities Is gratify.
Ing, but I regret that the Treasury did not go far enough. Even as modified
by the Treasury proposal, II.R 13270 would seriously deter gifts, particularly
by the relatively few large donors upon whom we depend for such a large portion
of our needed gift income.

There are no assurances of perpetuity for private colleges and universities.
Our programs and the planning for future service are undertaken with explicit
expectancy of a continued and Increased commitment of gift support from private
sources.
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While donors are primarily motivated In furthering the programs of the
institutions they support, it is clear that curtailment of tax incentives would
be detrimental to overall contributions. In the absence of such support, the
Federal Government would itself have to fill this need as the alternative to
the decline of these inetitutlons. Considering the relatively small amount of tax
revenues affected by these proposals and the very great loss to the nation if
private colleges and universities were deprived of the funds necessary to their
vitality, reduction in the tax incentives to private giving would constitute a
most-sighted and unwise reversal of Congressional policy.

STATEMENT BY LANDRUM BOLLING, PREUAENT, EAA-uIAU CO.oua, RICIMOND

IND., SUBMITFD ON BEuAL OF:

The Associatcd Colleges o th,7 Mid cest

itelolt Cornell Ma calester
Carleton G rinnell Monmuth
Coo Knox Ripon
Colorado Lawrence St. Olaf

and

The Great Lakes Collcges Assclalion

A1lion Earlhain Oberlin
Antioch Hope Ohio Wesleyan
)enison Kalamazoo Wabash

I1 au1w Kenyon Wooster

As the president of one smail, midwestern liberal arts college, I have been asked
to speak formally for the member institutions of the Associated Colleges of the
Midwest and the Great lAkes Colleges Association. These two groups are com-
prised of twenty-four institutions which have a collective undergraduate enroll-
ment of almost 40,000 and a collective faculty of some 3,700.

We wish here to support the testimony given on S&eptember 18. 190 by Dr.
Logan Wilson, President of the American Council on l~ducation and thus spokes-
man for all of our colleges and universities. Further, we have filed as written
testimony to the committee on Finance two earlier documents:

"bTwo Higher Bducatiou Associations Speak for Private Foundations."
September 8, 1960.

"Statemeut on Tax Reform Act of 19 0 to Committee on 1'inantee of the
United Stato, Senate," September 16, 1969.

We conclude that our previous written testimony reflects the position of the
academic community at large and will not repeat those arguments here. There is
kowevter, an. argpupoit whk* appears only obliquely in testimeionM given to the
Commillco on. Fliamo. It decervv special coneidiratno and 44 the subjcot of
tis paper. Briefly stated, it is that:

1. Testimony presented to date on HR 13270 clearly reflects higher education's
coniclusion that, as currently phrased, the Bill would significantly constrict fiscal
support from private sources. Both sectors, public and private, agree to this.

2, Should such support become constricted, higher education would have to
draw additional dollars from two chief sources: students and their parents, and
tax-supported local, state, and federal agencies. There Is, of course, no guarantee
that these two sources could or would generate new revenues equal to the amount
private philanthropy was reduced.

Suppose, however, these sours, did generate new income. It would not Ie
*nobgh, for higher education needs locreaefng fiscal support. For us, to hold tile
line Is to lose gi-ound. Since it is clearly improbable that tuition revenues could
draamtla!l 1reas let us assume that new sources of tax dollars would not
only be able to equal but significantly emced the amount private philanthropy
was reduced. We submit that this situation would weaken higher education even
though the numbers of dollars we consider ne.-essary were available.

8. The cutting edge of the argument Is that the source as well as the amount
of dollars Is of keen importance to us--and to the country. Let me explain why:



2615

(a) Amerivqn higher education is characterized by diversity. Ours is a
systvill of educational. institutions which vary enormously in sie, types of
prograins, admissions standards, graduation r'quirements, educational philos-
ophies, rules and regulations, methods of control, methods of financing. For-
eign educattors and government officials, used to a unitary systvsn of higher
telucation regulated by a central ministry and almost totally dependent on
tax funds, often consider our system confusing and impossible. But they are
enormously envious of the way that our diverse, dtmnitraized system serves
AmpricatI youth and our whole society. One of the chief reasons for our suc-
tvss is our educational diversity, and that diversity has been made possible
by a diversity of financial support. We have not had to wait for a national
itlnistry of education to draw up a nation-wide plan, for the Bureau of the
Budget to give a green light after weighing all the other demands for tax
funds, and for the Congress to pas" enabling legislation and appropriate the
llolley.

b) American higher education Is characterized by flexibility, and the op.
x)rtmunIty allowed to each educational institution to develop new academic

programs: to respond quickly to new technical, economic, and social needs;
to try out new approches to the improvement of teaching and learning. This
flexibility has been and is a direct result of the availability of substaIntiail
private, voluntary contributions to higher education.

tv) American higher education is characterized by entrepreneurial era-
tivity. This is a free enterprise nation. The entrepreneurial spirit iL keenly
exhibited lit the vigorous, Imaginative, and at all ines highly comlwtitive
approaches we have taken to Improve tho quality and range of our eca-
tionil programs, the breadth of our public services, and the quality and
diversity of our facilities. This entreprenciriol erc'ativity ia directly tied to
the fimailobility of voluntarity contiibutcd fumndq (5,94 the ta recstlt'cs to
'ncourage such giving. This spirit of enterprise and the benefits derived from

Its exercise, are to be found on the campuses of state colleges and universities
as well als on the (eallipuses of the indelwndent colleges and universities.

To illustrate the meaning of private support to our Institutions, we offer some
examples drawn from recent years:

('olle'e .t.-A graduate of the college and a membe, r of the Board of Trustees
is a physician. For many years, lie served a certain family as their physician,
Eventually, they told him that they wanted to express tangibLy their deep
appreciation over the years. lie told then that he wanted no further rewards
for himself but that lie was most interested In the future development of Col-
lege A. As a result, the family gave a donation to the college which permitted It
to construct and tqutlip a new biological sciences buildhig.

College B.-Over the past two years a trustee of College B has given the col.
loge $20.000 to support the construction of an International Center on callus.
lie continues to be a generous donor. At a recent meetig of the Board of Trustees,
lie made the following statement: "My friends ask why I serve as trustee and
contribute to this college. I am not a Methoilist. I ain not a graduate of a small
college, I do not even live In this part of the State. Bly way of reply, I say that
our country needs good private education and that good private education de-
serves fiscal support. There Is no reason why Individuals of one denomination
should not give to institutions of another. There is no reason why one should
not support institutions outside of his own area. The country and the world need
educated young men and women. Private Institutions do an especially fine educa-
tional job, and they deserve support."

Gollego C.-Shortly after a new president arrived at the college In 196M, the
student body presented him with a letter of request. The campus is small; ap.
proximately 2 square city blocks. students spend 24 hours a day, seven days a
week on or about the campus. Naturally, much of their time is spent outside
the classroom, laboratory, and library. The students asked for a proper student
center where their educational experiences outside of the traditional academic
facillUes could be enriched.

But the college was faced with difficult choices. It was aware that its comn.
unity needed a student center. But it was also aware that it needed new class.
rooms, new laloratorlm, new equipment, additional faculty, etc. In assigning
priorities, the college had to put the student center low.

The college is not wealthy. It has had to use every one of its dollars with ex-
treie care to make sure that it was providing its students with the best educa.
tion and facilities that it possibly could. The dollars went into faculty salaries
and additions, laboratories, classrooms, and library additions.
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The president, however, was able to bring the students' real needs to the atten-
tion of two young business men who live nearby the college. They made a gift
of $600,000 to the college, an amount which enabled it to go over the top on its
student center fund drive. The building Is now under construction.

0ollege D.--Colege D is located in a small town of 8,500. Recently, a local
merchant gave the college a gift of $300,000 in appreciated securities. During
the presentation ceremonies the merchant, whose business activities are limited
to this small town, observed. "This is my finest hour." The gift paid for the entire
library portion of the college's new science complex.

Colege E.-We cite six young men who graduated from this college during the
past five years. Each came from extremely modest family circumstances, and
each was supported wholly or in large part by scholarship funds from private
source& Here is what they are doing now:

1. Candidate for Pr. D In biology at Stanford University.
2. Candidate for Pr. D In classics at Princeton University.
3. Danforth scholar at Yale.
4. Completing Medical School at Yale.
5. Completing Law School at Harvard.
6. Completing graduate studies at Union Theological Seminary.

College .- The college discussed a major gift with a prospective donor who
cannot at this time make a large gift In either cash or appreciated securities
However, he felt that by a deferred giving program he could set up a trust which
would eventually bring the college a special fund as high as $750,000. When FIR
18270 was passed by the House of Representatives, the donor's attorney advised
his client that he could not afford to take the risks involved in making a deferred
gift under the terms of the Bill. The college attorney reached the same conclusion.

These examples were drawn at random; we shall be pleased to document them
upon request.

In conclusion, we call attention again to the Importance of preserving the
diversity, the flexibility, and the entrepreneurial creativity of our American sys.
tern of higher education. These are the characteristics which give it energy and
Impact. They can be held if the Congress approves of a broad range of tax
Incentives for philanthropic giving. Specifically, existing Incentives relating to
deferred gifts and gifts of appreciated property should be retained--end without
complicated and hampering amendments.

The problems of higher education are too severe and the Importance of our
colleges and universities to the whole society too great to place major financial
handicaps upon them in this crucial period of our history.

KANSAS STATE UNIErWITy,
Manhattan, Kanrs., September 25, 1969.

Ron. Rom= DoLEA
U.S. Senator,
Senate Office Building,
WasMngton, D.C.

DrAB SENAToR DoLE: A few days ago Frank Mosier visited my office to relay
your request that we prepare and send to you a statement regarding the pro-
posed tax reform bill and how it might affect higher education or, more particu-
larly, Kansas State University. May I first express our deep appreciation for
your interest In the plight which could befall our institutions of higher education
aa result of these proposals and your willingness to concern yourself with it.
I have delayed by several days writing the letter as requested because we

wanted to make as detailed a study of such literature, written opinions, evalua-
tions, etc., as are at our disposal concerning the proposed bill and Its Implications.
I am forced to observe that this added study has made the letter much more
difficult to write since It has only served to heighten our confusion. Since there
seem to be so many contradictory opinions on many of these specific proposals,
one becomes much less sure of what he knows. It cannot be disputed, however,
that, resrdles of what revisions or specific proposals might be made, the over-all
principle of tampering with or denying the traditional policy of encouraging
private support of education in this country could lead to disastrous results.

With the above statement I simply seek to explain why I have chosen to
perhaps stay more with the broad Implications rather than details of specific pro-
posals which not even the experts seem to understand.
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Generally speaking, it is my impression that House Bill 13270 is the result
of a growing and commendable desire to correct tax abuses on the part of cer-
tain private foundations of a self-serving nature and that, under the present
proposals, bona fide religious and educational institutions are innocent by-
standers caught up In this knuckle rapping exercise.

Curtailing philanthropic tax deducton incentives as put forth in House Bill
13270 can have a twofold effect. First, it would unquestionably eliminate an ap-
preciable amount of voluntary support from individuals, organizations, and
foundations-support that has consistently been a major factor in the develop-
ment of America's present system of higher education.

Secondly, such a curtailment would consequently burden an already heavily
taxed nation of people with yet more taxes. Without the voluntary financial
support educational institutions now receive (our relatively new program here
at Kansas State produced over $1,000,000 last year), they will have to be sup-
ported through a tax program or disappear from the educational scene.

Frank mentioned your desire for suggestions of what might possibly be in-
corporated into an amendment to House Bill 13270. I wouldn't presume to claim
either the information or the legislative skill to be specific on this, but I would
like to say that, difficult as it might be, a highly desirable altexnaltive would re-
strict the use of voluntary, philanthropic funds by the recipients. What I am trying
to say Is that the Bill seems to penalize the charitably inclined donor more than
it seeks to define legitimate and constructive use of philanthropia4lly generated
income. Equally difficult, but surely possible, would be a differentiation between
bona fide and nonbona fide institutions eligible to receive tax-deductible contri-
butions.

We would hope a consideration could be given to those tax changes proposed
in House Bill 13270 which would endanger private philanthropy to 501(c) (3)
institutions, such as the KSU Endowment Association. Changes pertinent to con-
tributions of appreciated property (Bill Section 201 (c) and (d), page 122) as
outlined in the Bill would deprive donors of the incentive to continue giving prop-
erty as a charitable contribution. Subsequent income derived from these gifts con-
stitutes a major portion of financial aid to students and faculty. We would like
to see this portion of the Bill deleted.

In recent years we have had increasing success in promoting private gifts to
carry out worthwhile educational programs (scholarships, loans, fellowships,
etc.) through the use of the Life Income Contract or Trust. Section 201(1), page
135, dealing with these charitable remainder (life income) trusts should also
be isolated from the bill as it pertains to bona fide or accredited educational In-
stitutions seeking to develop funds which will enable our most talented young
people to be trained for service to the state and nation.

Much is being made of the proposal to increase the present 30% deduction of
adjusted gross income to 50% as a positive factor of the Bill. This may well be
true, but I doubt seriously if it would affect the great majority of the nation's
colleges and universities. Certainly few of our contributors make gifts in such
large amounts that the privilege of deducting up to 50% of adjusted gross, rather
than 30%, is of any significance. Of far greater concern to us is the proposal which
violates a long standing principle of encouraging private donations by denying
the tax advantages inherent in gifts of appreciated property. We have been able
to use this in past years to generate many thousands of dollars in contributions
for the benefit of Kansas State activities which would have had to otherwise be
supported by public funds or be foregone entirely.

I think it is worth while to point out that it is not a Congressional oversight that
a contribution of appreciated property presently entitles the donor to a deduction
for the property's full present fair market value with no capital gains tax on the
appreciation. In 1938 the House of Representatives passed a bill calling for the
contribution deduction to be measured by the donor's cost-not the fair market
value at the date of the gift. However, the 1938 Taw Act as finally pased did not
contain the House provtiion eliminating the added tax benefit on the donation of
appreciated property to charity.

The Senate Finance Committee rejected the House provision. In doing so it
stated, "Representations are made to the Committee by officials of educational
and charitable institutions that the effect of such a provision would be to dis-
courage the making of charitable gifts of property. The Committee believes that
choritable gifts generally are to be encouraged and so haa eliminated the pro-
tslion of the House Bill."

33-865--49--pt. 3-----55
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Even so, this stand was simply a reiteration of a philosophy of much longer
standing in this country that private support of education be encouraged by every
possible means.

Respectfully yours,
KENNETH M. HEYWOOD,

Director, KSU Endowment and Development.

STATEMENT BY THE CHICAGO SOCIETY OF FUND RAISING EXECUTIVES, SUBMITTED
BY SIDNEY SCHON MERGER, CHAIRMAN, CoMmirrz ON LEGISLATION

The Chicago Society of Fund Raising Executives is an organization of 150
men and women professionally engaged in raising funds for the Chicago Metro-
politan Area's leading private health, welfare, educational and civic organiza-
tions and institutions.

As citizens, we favor a tax system based on ability to pay-a progressive rather
than a regressive program. Tax reform to reduce the disproportionately high
taxes required of low- and middle-income families is long overdue and should
be enacted.

But the Tax Reform Bill of 1909, as pased by the House of Representatives
and now pending before the U.S. Senate Committee on Finance, contains several
provisions which will be seriously harmful to philanthropic giving while con-
tributing little or nothing to progressive tax reform or to increased governmental
revenue.

The Bill would impose taxes on appreciation in securities and property donated
to charities if the securities or property had been held by the donor less than
one year; and on property and securities held a year or longer if the tax-payer
came within the "limitation on tax preferences" or "allocation of deductions"
proposals. These gains are not taxed now when given to charities. They should
not be taxed in the future.

The desirable purpose of the "limitation on tax preferences" can be achieved
without including appreciated property donated to charity as a tax preference;
similarly, the desirable purpose of "allocation of deductions" can be achieved
without including charitable contributions among the allocable items. We are
pleased to note that on these two points we are In agreement with amendments
proposed by Secretary of the Treasury, David M. Kennedy, in testimony given
last month before the Senate Finance Committee.

Gifts of appreciated property are vital to charities. For a number of the volun.
tary, charitable, educational and similar organizations, one-fourth to three-
fourths of their income is in the form of gifts of appreviate4 securities and prop-
erty. Any deterrent to such gifts can have most serious effects. The donors
involved are among the largest contributors.

Charities have nothing in common with the list of "tax preferences" with
which they have been lumped In the House bill---such as excess depreciation,
hobby farm losses, tax free interest on municipal bonds, untaxed capital gains.
Charitable gifts should therefore be deleted from that list. The other Items
can be dealt with on their own merits.

The beneficiaries of the gains in securities and property given as charitable
donations, rather than the taxpayers, are the people who depend on these gifts.
They are the aged and the sick, fmilles in trouble or already broken, emotionally
disturbed and retarded children, and others.

The Senate Finance Committee in the past has recognized the harm In the
House proposals. In 1988 the Committee eliminated such tax proposals from a
House bill because "the Committee believes charitable gifts are to be en-
couraged." Tbat position is equally valid now.

Obaritles are not a "loophole"-they are a life-time to human needs. With one
ex o, exclusion and deductions of particular items from Income affect only
the personal economic welfare of the taxpayer and the receipts of the govern-
ment, The exception is the tax deductible charitable contribution, which vitally
affects the Income of a third party-the charitable organization. Unlike other
items, tax deductibility of a charitable gift provides an incentive to the taxpayer
for making the expenditure (as intended by the law) ; were tax deductibility
removed from eU Items currently covered (such as state and local taxes, interest,
medical expenses, etc.) It is doubtful that the taxpayer would actually reduce his
expenditures for these items, with the sole exception of his charitable contribu-
tions.
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Throughout our history, it has been the policy of the government to encourage
voluntary philanthropy to meet health and welfare needs. The charitable con-
tributions deduction was first enacted in 1917, almost simultaneously with the
imposition of the income tax. The incentives for charitable gifts have been con-
sistently increased by the Congress in revising the tax laws. Now for the first
time, that policy would be reversed by the House bill. The House action comes at
the very time that the Administration is emphasizing a larger role for voluntary
citizen responsibility in welfare and health services. The House bill undercuts
that purpose. The human problems met by voluntary philanthropy will still have
to be et-and a result of the House measure will be to press these problems
upon the government to be financed with larger tax funds, and thereby would be
self-defeating.

Tax equity can and should be achieved without harm to the charities.
The principal changes needed in H.R. 13270 to avoid adverse effects on chari-

table giving are:
1. Delete section 201 (c) dealing with charitable contributions of appreciated

property. This section sets forth the general principle that when an individual
makes a charitable contribution in the form of property which has appreciated
in value, the amount to be reported as a charitable contribution by the taxpayer
shall be either (a) the fair market value of the property (in which case the tax-
payer would pay the appropriate tax on the amount of the gain In value) or (b)
the cost of the property to the taxpayer (in which case the capital gains tax
would be avoided but the taxpayer, or course, would get credit for a smaller
charitable contribution), whichever he chooses.

2. Delete section 201(d) pertaining to bargain sales to charitable organizations.
This section provides that when a bargain sale is made to a charitable organiza-
tion, the amount counted as a charitable contribution shall be (as at present)
the difference between (a) the value received by the charity from the sale of the
donated property and (b) the amount returned to the taxpayer In his bargain
sale; but the taxpayer would no longer (as at present) be able to avoid the
capital gains tax on that portion of the money he receives back which can be
prorated as a gain. The taxable portion of the money returned to the taxpayer
would bear the same ratio to the total amount returned as the gain in value of
the property bears to the price at which the charity sells it.

3. Delete that portion of section 301(a) which includes a charitable con-
tribution of appreciated property in the list of disallowed tax preferences, namely,
the added section 84(c) (1) (A). This sets forth the principle that charitable
contributions of appreciated property together with other tax preferences (like
accelerated depreciation or interest on bonds) may not under any circumstances
be greater than one-half of the total amount of income derived from all sources
(those which are presently taxable and those which are presently exempt from
taxation).

4. Delete that portion of section 302. pertaining to the allocation of deduc-
tions which includes charitable contributions together with other deductible items
(like interest payments, State and local taxes, etc.) as an item which is to be
apportioned between taxable income and prea.utly nontaxable income. The
amount of disallowed deductions would bear the same ratio to the total de-
ductions subject to allocation as the amount involved in income from tax pref-
erences bears to total Income from all sources.

STATEMENT BY J. W. PENFOLD, CONSZRVATIoN DiInro , IZAAK WALTON ILAOtU
OF AM RIOA

Mr. Chairman, I am J. W. Penfold, Conservation Director of the Izaak Walton
League of America. We appreciate the opportunity to comment on H.R, 13270,
the Tax Reform Bill. We agree that tax reform is necessary and long overdue.
Representing a voluntary citizens organization, we bring no special claims to
the Committee. The 50,000 League members nationwide will share equally with
all other citizens the results of your deliberations and action.

The League however, was organized nearly a half century ago with purposes
and objectives which compel us to question certain provisions of H.R. 13270
relating to tax deductible organizations, foundations and contributions. It seems
clear that the tax bill as now written and approved by the House will frustrate
the conservation effort and wipe out the progress made in alerting the public
to the deterioration of the national environment. The foundation and the private
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donor have been a crucial part of this effort and deserve commendation and the
support of tie American public for turning Idle wealth into socially productive
use.

As with dozens of our colleague groups, the Izaak Walton Iaguo Is tax-exenipt
under Section 501 (e (3) of the Code. Organized into National, state division and
local units, our m11nls, rshlp is OlKn to all who want. to do something constructive
about our deteriorating environment. The League Is not-for-pronit and we neither
contribute to or endorse candidates for public offices. We do, however. sponsor
workshops on natural resource Issues, provide speakers for public engagements,
)ronote comservationi education in the schools and in our communities, serve on

vominittexs of all kinds at every level of government, and on occasion take part in
non-partisan legislative affairs. clean water bond referendums for instanwe,
public hearings, protests and court proceedings . . . in short, action and the
espoustl of environmental cau es as betits free and concerned citizens and the
organizations they estnblish to bring before the public and tihe policy-maker
alike environmental problems and alternatives to activities and projects destrue-
tive of nattnral resourcts and environmental quality.

The bulk of our olwrallng funds comes from nominal menbership dues. We (to
reelive front time to tint, grants, bequests alld contributions though wre rely less
on such donations than inost of our colleagues citizen organizations. Nonetheless.,
such funds are vitally important and often inke the difference between stayinlvl
out of the red and actually ae.onlishing something.

They an not easily obtained now and we believe that unless there are funda-
mental changes in the tax bill, funds for conservation causes from foundations
and private donors will dry up altogether.

Even under present limitations of tie C de, It is difficult to determine what
activities are permitted Iand to what degree) without violating the '"substan-
tiality" test of Section :il (c) (3). 111 has not. stwl fit to decline "'silbstaltial."
There Is a fine line between education and propaganda, between the cointuunlea-
tion of Ideas and the endorsement of proposals. and between editorializing and
the espousal of a cause . It is no easy line to walk now. Under the new law it will
be Impossible. The foundation mnnagter would be rmnilred not only to mnnke
praise judgments on the intent and good will of groups aplroatching the founda-
tion for funds but also uupervise minutely the expenditure of every penny of each
grant rmtle. The 100% tax liability and W0% peualtles prohibits him from making
such Judgments without subjecting his foundation to inordinate risks. We believe
it would be tragic that such punitive measures be applied to bona fide public
service foundation. It would be manifestly unfair and discriminatory to do so.
while at the same time permitting forprofit interests, many of which are respon-
sible for environmental degradations, such as water and air pollution, to take
business deductions and make "god will" contributions under Section IM0 of the
(' le for lobbying and propagandlizIng.

Just prior to the rnent debate in Congress over the hnber Supply Act, for
Instance (an eye ball to eye ball confrontation between conservationists and the
timber industry) full mge newsptaper ads appeared In the Wall. Street Journal
and allegedly some 11.000 publications, extolling the "nevessity" of increasing the
timber harvest on public lnnds. Plae by the forest industries because It was to
their economic interest at that moment, the ad stated that the "Solution (to tihe
timber shortage) lies in the hands of the federal gevernient" aind that timber
rel)resentatives wvere maetting with the Congre,s about it. No doubt, the cost of
thvA actih Itles will be reported as business expense, and dedlucted, yet what other
liurpose could there have been but to condition the public to aeelpt legislation
conservatlonist believed to be against the long-range public Interest.

The practice is common. For example, Solle publle utilities iKsue streams of
publicity on how harmless "thermal pollution" is or how ne( essary it is to run
power line through some of the most scenic spots on earth. The publlie picks up
the "tab" for this education, of course. But what would be the IR1S response, Par-
ticularly under the proposed bill, If a citizen organization issued a release or
placed an ad Just prior to the debate on the Public Works bill pointing out to the
public that "There is a Backlog of 4600 Unfunded and Nteded Sewage Treatment
Plants in the Nation. . . . The Answer Now Ile. with Congrevss." The IllS re-
sponse was made clear In the Sierra Club case. They would be set upon. It Is
ironic that the public, the IJaak Walton Leagv.e for example, should be flatly
denied the opportunity to publicly support and urge support of appropriations to
implement the Clean Water Restoraton Act of 196 in which Congress itself set
a national policy and goal and which is now the law of the land. While on the



20V21

other hand an Indutry for whatever reason could oppose those al)propriations
through every neans at hand and write off the cost as a husine, expense. Ridic-
ulow as It sounds, this is the unfairness which exists now and would be

vor-s-,ned by the prolosedl bill. And yet, what have we to gain ill iersolal profit
or it protett except the health and safety and whoe'stinetss of the world we
all live In.

It would Ihe jresunilptu ions for us to colinitiit 011 lit' Vii lo'S t hat conservationists,
orgaizd or not. tax-exeimpt or not, bring to Soit.hty. Waltter l.ppiiann once
wrote that the public "does not rouse itself normally at the existence of evil. It
is aroused at evil made manifest by the interruption of a habitual process of
life." People bcone accustomed to evll as they become accustomed to crowding,
pollutihn and all forms of environmental deterioration. Whether it Is valuable
for the Nation to have concerned, active and aggressive citizens on the scene to
remind us that we are becoming "accustomed" and that rivers like the Potomac
(10 llot ha v'e to I' foull sewei's nor the air ulift to hreatli. is a (lltestlio which
Congress will decide. We believe that the Issue with respect to the tax deductible
sectitit t he tlt r l mf~irii 11111 is just that plain !

Ameriva 11s expect and deserve meaningful tax reform, and prohibitions against
self-(deallng transactions, the hiding of capital gains and similar abuses of the
lawN's intent. lut we cannot help but feel that many public service, non-profit,
organizations and foundations must share our apprehensions at being the
"liabes" likely to be thrown out with the bath water, while well-financed and
protected sls'cial interests can continue to blight the environment in the name of
progress.

The Alague believes that thO section on tl x-dt4l1t1'tlilde organizations aid the
foundations that sulilort then should be far difftreit, lit,'rally "reformed." Non-
partisan legislative activity and public education (propagandizing If you will)
are vital to the workings of our democratic system. Legislation has become the
corner stone of our democratic system. Legislation has become the corner stone
of our complex social, economic and political society. It is Impossible to do any.
thlug without influencing legislation. Even complete apathy and Inaction In-
fluences legislation. If citizens band together to tax their financial resources and
energies In an attempt to be heard, to have their viewpoints considered, our tax
laws should encourage It. We do not believe this has been thoroughly explored,
let alone faced.

Again, the Issue Is not the protecting of the League's tax-exempt status since
we b lieve we now operate well within the limitations Imposed by Section 501
(e (3). We will continue to do so or voluntarily give up our tax status. Rather
tile issue is whether we as a Nation will encourage special treatment for the
desioller and the polluter while imposing additional sanctions on those who seek
to Inurn idle wtenth toward thth I4-tternient and res, oration (if tht, environment.

Mr. Chairman. we resxtfully recommend that those sections In the Tax
lteform bill relating to tax deductible organizations, foundations and contrlbu-
titins In' stricken from the bill and referred for separate hearings with full op-
iK)rt unity for all concerned to be heard.

Thank you.

44TA'I M IiV ii Iit " ii. PI OWlN1*, ]1). 1). ON ltllAil" Fo CiHAI'MAN
{'orII:;-, OmtAN(;iX {'.\I l.

Mr. ('rliainian amid NIiiilN'i's of the Comnittee. 1ny niamie11 I. s Eldridge R. Plow-
(Itll. I aii thte Provost m id Waslilington ]Ttel)resentii live of ('hapniamn College,
Ormiilgt'e. 'alifornia. 'lhnik you for lIotrinitil InTi to tall your attention briefly to
a itatter of vital (N ierli to this relatively sialli, but we Itlivo-e, representative,
lprivale, t initlie'idtnit. libenl tirts I nstitutn, wh(li is typical of the great
nJority of our Anierli'an colleges.

While I an autliri ved to slsak for only the ttiie c'olleg ('halniman. we belleve
it (vanl Im regardtd ais vi nih'r 'osin of higher edl1ii.ation In Alerila-- vxhiudilng, of
coiir.-. t h one liidred or so large uiiuversite,-; which serve the nation with
sllieh great dlstiinetion.

Tie sMall colhPSt, SlIlqul't(l by church orgalli'Att la. anid public spirited ndi-
vIdual donollrs have, for well over a elntuiry horne lhe hIaviest burden of higher
ed1utiIonl Ill thl.l country. d lldh. rvi the gratit tide of the un tioi for tie large
a( I4iliguIa r t'oiitrilhut lon to the intional derelopinelut and well-belig.

Chnpiman Colhge Is 11nd will continue to be delKinldent on the volutary gifts
of its friends and jmtrtmns If it is to continue elItfIve st,rvic to the youths Its
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progrant attracts-unlett government aw.tmes the costs now borne by free-will
contributions. Chapman does not oppose the concept of federal aid to education
at any level, but it doets wish to continue to be a free, h1ldepetl-aditt, elf-1iiinvling
InAtltutlon Insofar as possible.

We fully sylplthize with the effort of the Congress to restructure the tax
system to eliminate the ilquities 1irol inollisistticies III tiet ]lw. lut Av' ft'cl
strongly that the legislation presently beig considered, in tie form palssd by
the House of lleipre.etatlves, unless 1l1odithtx! in somue relspets by the ,iuitt,
will greatly redu v these essential voluntary contributions on which our coltge
depends for Its operation, progress, development and growth.

Chalnman College feels that several provisions of the propose legislation may
well influeiec adversly the will of prosix-vtivc donors to contibult , to our' col.
lege. We are especially concerned with three 11spects "0hich we believe will bw
miiwt injurious to our fund rn Isiiig pwogr in

1. ALLOCATION OF APPROPRIATION TO TAX PREFERENCE INCOM. WI.L hIU*RT
GIVINo. (SEC. 302 AND 301)

The section which treats the appreciation III the value of property donated to
charity as an item subject to the provisions dealing with Tax Ilrefereiice Income
we hope will be deleted. This provision constitutes an indirect method of taxing
the appreciation on gift property and will undoubtedly tend to keep such gifts
from being made.

Also, a donor would have no way of knowing the actual effect of his gift on his
tax position until the end of the tax year. lie would tend to delay making such a
charitable gift. It Is well known that a postponed gift is often a lost gift.

We respectfully request therefore that the Committee reconsider this provision
and not make charitable gifts subject to the tax preference income allocation rule.

2. COLLEO or INCENTIVZ SHOULD) BE RETAINED. (SEC. 302)

We also feel that the section which Includes all charitable contributions within
the allocation of deductions will have a decidedly Inhibiting effect on prosPectivp
donors. The requirement would reduce greatly the present fully justified ineentlve
to make such charitable contributions. For more than a half century the Congress
has periodically liberalized the tax incentive to charitable giving. This provision
reverses that 'trend.

We do not understand how the full deduction of charitable contributions van
be regarded as a loophole. The motive is not profit, but, In the case of college
giving, has to be a sincere and honest desire to enhance the national welftire. We
greatly hope that the Committee will see fit to delete this section.

3. CIIAPl'ARLF. REMAINDER TRUSTS StIOUIA) flE RETAINED. (SEC. 201 tE.) (it),
AND iI))

Chapman College feels that the proposal to substitute the highly complicated
charity remainder trust and the charitable unitrust for the simple chtaritalde
remainder trust now widely used and understood In the processes. of making
gifts to colleges is uncalled for and unwise. The Intenial Revenue Service lus
adequate means at its comnmand to curb any abuses Ini connection with remainder
trusts. We feel that the greater flexibility of Ruch residual trust funds provide
desirable latitude in the management of college resources.

Chapman College has just completed the construction and equipping of a two
million dollar science complex, made possible by deferred gifts from IndividIhls
who sometime ago set aside certain parcels of real property as a charitable gift
to the college to be available on the termination of the estate. The considerable
increment in value, since being permanently set aside for a charitable gift, did
not Increase the estate tax, but the college gained greatly thereby.

We had expected to begin the construction of a Fine Arts Building, also to be
partly funded from deferred gifts of appreciated property. This project will have
to be held In abeyance, pending the outcome of the legislation under considera-
tion and the determination of Its effect on such deferred gifts from estates.

Chapman College does not believe that the Congress intends, through this pro-
posed revision of' the tax law, to make the task of securing adequate gift funds
for its operation, Improvement and growth inordinately more difficult. We are
completely In sympathy with the desire of the Congress to eliminate the abuses
that such charitable gifts are subject to at times.
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However, we do feel that incentives for making bona fide charitable gifts to
colleges should not be abandoned In the effort to "plug the loopholes" that are at
times used for tax evasion.

Such instances as do occur, usually constitute fraud, with which the Internal
Revenue Service is now adequately equipped to cope. We believe the C(onimittee
in Its wisdom can find means to deal with problem cases without hurting the

colleges.
Thank you.

JULIMTTE M. ATIIERTO. TRUST,
Honollu, Hawaii, Septcilber 4, 1969.

11on. lWtSSEm, B. IONo,
Chairman, Snatc Financc Committee,
Washington, D.C.

DF.AR SENATOR LONG: We are deeply concerned about the lossibiilty that Con.
gress will enact legislation to tax the Investment income of charitable trusts and
foundations. The effect of such a tax would be to reduce the amount of Income
available for grants to many worthy charitable, educational and religious orga-
nizations In Hawaii, as well as throughout the Nation and the World. We sini-
cerely ask that you carefully study such legislation before supporting any measure
to tax charitable trusts and foundations.

Enclosed you will find a copy of our annual report for 1.90s which Includes a
list of the grants authorized by this Trust last year.' We will be pleased to
furnish any further information you may desire concerning the Atherton Trust.

Yours very truly,
DONALD C. MIA R,

For the Trustcc.

CONSOLIDATED TESTIMONY OF TilE ORGANIZATIONS AND I.NSTITUTIONS OF TIME
8FvENTII-DAY ADVENTIST CIKR0Cl!, SUBCOMMITTED BY HOWARD I. WEEKS, Iu. I)..
VICH I)Rat;IDENT FOR PUBiIO IELATIONS AND DEVELOPMENT, IOMA LINIi.
ITNIVE8ITY

The purpose of this statement is to register support for certain prlosals con-
tained in 11.11. 13270, the 'Tax Reform Act of 1969; to register olpp)sltion to other
lpropouls and to acquaint the Congress with their adverse effects on si ,.li'
programs of urgent social importanwe conducted by the Seventh-day vidventise
church and Its medical and educational Institutions.

The church believes that the Congress should forthrightly adopt tax rules that
prevent indlvhluals front exploiting to their personal advantage the long estali-
lished tax Incentives to lihlnlathropic supl)xrt. however, it believes junt Us firmly
that some of the rules proposed to accomplish this in i.lt. 1370 would grievously
injure the philanthropic causes themselves-greatly out of proport ioo, the tax
revenues they might preserve for the federal government.

The result would be Incompatible with the historic principles of tiht congresss

and of the pluralistic so Acty It represents--that is, an nllacceptobhe weakening
of our frev institutions. among which are those participating iii this stntement.

TI E ADVENTIST CIURCH| AND ITS PUBLIC SERVICE I'|IO(;RANM

Tihe Seventh-day Adventist church is a religious denoinliImtion whose 400,00
members. in the United States support medical, educational, and s4wial welfare,
programs In this country and throughout the world. Their welllinoown hospitals
serve both national and overseas jwrsonnel in maany lands. Their programs of
both general and medical education, particularly since the turn of the centliry,
are a well established national resource.

The Seventh-day Adventist educational and medical system in tile Unitt
States includes two universities, eight colleges, seventy-nine secondary svhools,
895 elementary schools, twelve schools of nursing, and thirty-oe hopltals. Tim
schools annually enroll 89,200 students; the hospitals annually tm-at (V9,00()
patients.

One small measure of the social usefulness of these Instltutilolis is the fmt-t that
among the ten undergraduate colleges In the United States with the highest
proportion of male graduates later earning M.D. degrees, during the past dtLwade

I The annual report was made a part of the official files of the committee.
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(1950-1959), four were Seventh-day Adventist colleges. (Public Health Mono-
graph No. 66-U.S. Department of Health, Education and Welfare, p. 18.)

LOMA LINDA UNIVERSITY-A MAJOR ILLUSTRATION

The principal center of Adv twist t medical education and the institution illus-
trating most clearly the adverse social effects of some sections of II.R. 13270, is
Lonia Linda University, with campuses at Loina Linda and Riverside, California.
about sixty miles east of Los Angeles. This institution, in terms of its assets of
$&5,000,000, ranks fourth among the independent universities of California. Its
annual budget is approximately $35,000,000.

Programs of Medical Education and Rescarch.-In addition to graduate and
undergraduate programs in the arts and sciences and education, Lowa Linda
University offers professional programs In medicine, dentistry, nursing and other
health related professions, and i)ublic health (Incidentally the only privately
supported school of public health vest of the Mississippi).

Among the 13,000 graduates of Ldnma Linda University are 4,035 physicians.
making this university first among all those in the State of California, public
or private, in terms of graduates who are medical doctors.

Significant medical and public health research is conducted and the School
of Medicine servers as the focal point of Regional Medical Program, Area VI,
encompassing Riverside, San Bernardino, Mono, and Inyo Counties.

The only university medial center in inland 4uthern California, Loma Linda
serves also as a patient referral and diagnostic center for un even wider area.
extending into portions of Nevada and Arizona. Because of the assurance of
medical school cooperation, a proposal to locate a new veterans hospital at Loina
Linda is presently receiving serious consideration by the Congress and the
Veterans Administration.

Graduates Serve Nationwtde.-Of even greater importance nationally is the
fact that because of the university's national constituency and support, Lomn
Linda students come from throughout the United States as well as many
foreign countries. Consequently, medical, dental. and public health graduates of
Loma Linda return to serve in virtually all states, and to staff many of the over-
seas hospitals operated by the church. Approximately 50 percent of Loma Linda's
medical school graduates serve outside California. compared with approximately
15 percent of those who graduate from the University of California.

Gifts of Future Interest Makes Medical Center Poaseble.-ThIs compre-
hensive university medical center has been concentrated in inland Southern
California for only four years. Previously, its clinical programs were conducted
In Los Angeles. Its service to this more needy area has been made possible
by the erection of a new medical center at a cost of some $24.000.00).

It is safe to say that this complex as It now exists with all its values to solety
would almost certainly never have been built without the backing of assets con-
tributed irrevocably to the university in various charitable trusts, life income
agreements, and annuities by alumni and other persons interested in medical edu-
cation. These deferred gifts provided the security necessary for the long-term
financing requirwl for construction of the medical center.

Similar gifts are essential for the future development of the university that
will enable many more young people even than at present to prepare for pro-
fessional service to the nation.

Loes of Tax Incecntires Will li. peril Private Support.--The large gifts neces-
sary in major enterprises of this kind frequently if not usually consist of prop-
erties substantially appreciated over the donor's cost. The fact that under long
established rules such gifts may be made on a deferred basis at their fair market
value without tax burd, us imposed on the appreciated portion is a crucial factor
in the decision to give.

Donors to Loma Linda University, for the most part, could not possibly afford
to make these major gifts under the rule changes now proposed. The practical
effect of these rule changes, therefore, will inevitably be a drastic curtailment
of the private support of this institution and its programs of medical education,
as wedl as the programs of similar charitable organizations.

A study published last year (Fall, 19t, pp. 3"5) In Colege and University
Journal well documents this warning. If the capital gains tax had been imposed
on the appreciated values included in major gifts analyzed In this study, donors
would have reduced the amount of those gifts by 34 percent-even if the full
fair market value had been deductible. Had deductibility been limited to the
cost basis, donors would have reduced the amount of their gifts by 46 percent.
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Proposed Ruics Penalize Oncec-in-Lifetime Donor.-Loma Linda's experience
fully supports this study with respect to the deferred gift of a future interest
In appreciated properties. In fact, this university would in all probability suffer
an even more drastic reduction in giving thn the study indicates because its
gifts of this kind often represent all or a major portion of the donor's estate.

Such gifts are not the gifts of "operators" more interested in personal gain
than in philanthropy. They are once-in-a-lifetime gifts in which a husband and
wife, providing only for their retirement years, commit substantially all they
have to the education of youth.

Obviously these persons could not afford such acts of philanthropy were they
to be penalized by the proposed tax rule changes. The losers would be young
people deprived of the opportunity for professional education or receiving less
quality in education than they might otherwise have.

When it is realized that during the past seven years, 1962-68, irrevocable gifts
in trust constituted 47 percent of the private support of Lonla Linda University,
it is clear that any substantial reduction because of the proposed rule changes
would be a serious blow to this educational program.

Proposed Change* Prcscntly Damaging.-In fact, this committee will wish to
know that certain of the proposed changes are already prc8cntly seriously dimin-
ishing the support of Lotna Linda University because of their retroactive char-
acter. In process and ready for signature at the time this legislation was
introduced were major deferred gift agreements that would have brought ap-
proximately $9,500.000 to the university. The possibility that the proposed taxes
may be Imposed retroactively has made It Impossible to complete these agree-
ments. One can only imagine the present effect on the support programs of much
larger Institutions of higher learning.

The only hope of realizing these gifts is for the adverse tax proposals to be
eliminated so that the long established rules with their incentives for the sup-
port of education, medicine, and other socially valuable programs may continue
to function.

Moreover, Loma Linda's corps of highly trained field representatives, like
that of other units of the church, has been marking time during this period of
uncertainty, unable to advise or assist prospective donors concerning the future
tax consequences of a gift in trust made now. The time and expense of these men
is a loss to the university, in addition to the deferre' gifts they normally would
receive.

These are present losses, merely under the shadow of the proposed changes.
Extend this indefinitely Into the future if the proposed changes are actually
made, and the long-term damage Is evident.

Proposed Cr.angee Would Inhibit Future Growth.I-Loma Linda University is
now initiating a new ten-year development plan In which it is hoped that, In
keeping with the national need and interest, enrollinent in the medical curricu-
lums can be significantly increased. In medicine, for example, the university
hopes to increase enrollment by as much as 45 percent.

The proposed tax changes, however, with their radically reduce d incentives to
giving, cast substantial doubt on our ability to accomplish this. The same dam-
aging effect will be felt in other university, college, and hospital programs of the
church if tax rule changes that curtail deferred giving are adopted.

PRIMARY AHEAS OF CONCERN

The Seventh-day Adventist church, with its organizations and institutions has
special concern for those sections of the proposed legislation dealing with chari.
table remainder trusts, like income contracts, and the allocations of deductions,
as well as the retroactive character of some of the suggested changes.

Charitable Remainder Trusts.-In charitable remainder trusts (Bill Section
201 (c) (d) (1) ] there should be no capital gains tax upon transfer of appreciated
property to a trust or upon any subsequent sale, because such gainf, are per-
ninently set aside for charity, not for the donor.

The current fair market value should be recognized as the basis for computing
the charitable remainder according to existing tables.

If abuses in investment policies exist which result in the wasting of trust
corpus to produce unusually high current Income, such abuses should be curbed
by means other than those proposed in the bill, section 201(e).

Life Income Conlract. ln life income contracts, the same tax incentives which
we believe should be maintained for charitable remainder trusts should also be
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maintained for life income agreements, That is, the charitable contribution

deduction should be based on the fair market value at inception, without

capital gains tax; and no capital gains tax should be imposed on any future gain

realized by the life income fund, as these gains are irrevocably set aside for

charity.
Allocation of Dcductions.-The proposed allocation of deductions between tax-

able and non-taxable income introduces burdensome complications in computa-

tion and results in penalties imposed on charitable contributions, both deferred

and present.
Charitable contributions should not be included with the deductions to be al-

located between taxable and non-taxable income, thereby reducing the char-

Itable deduction.
Appreciation on assets contributed to charity should not be included in non-

taxable Income because this reduces not only the charitable deduction but also all

other deductions which are subject to allocation.
The extremely complex nature of the allocation formula itself will tend to dis-

courage charitable gifts.
Rctroactive Prorislops.-The retroactive character of some of the proposed

changes (variously April .. , 1969. May 26, 199, and December 31, 1969) is

detrimental to present support programs and unfair to donors now making sub-

stantial gifts. Any changes should be effective only as of December 31, 1969.

SECONDARY AREAS OF CONCERN

Secondary areas of concern relate to rule changes that will detract from

private support, but which are not quite so damaging as those discussed above.

These include:
The proposed elimination of the two year charitable short term trust

which provides income to the charity without tax to the donors;
Disallowance of use of property as a charitable deduction;
Change of rnles regarding bargain sales, taxing a portion of the apprecia-

tion.
AR AS OF CONCURRENCE

The Seventh-day Adventist church as a whole concurs in other provisions of

the Bill, notably those that will enhance the support of private education:
Increase of the ceiling on charitable deductions from 30 percent to 50

percent;
Stimulation of increased disbursement o! foundation assets for their In-

tended purposes.
However. the church also supports the principle of taxation on income gener-

ated by debt-financed investments (Clay Brown legislation) ; and the extension

of tax to unrelated business activities conducted by charitable organizations.
In addition, it would fully support legislation aimed at correcting any situa-

tion In which a donor has more after-tax income because he makes a gift than

he would have without the gift; provided, of course, that such legislation is

carefully drafted so as to cure only the abuse and not discourage or penalize

legitimate charitable gifts. The major objection to some of the proposed changes

Is that the attack on the problem of abuse Is so broad that it would gravely

injure the charitable beneficiaries out of all proportion to the abuses that would
be corrected.

The church would also support any legislation aimed at the elimination of

charitable deductions where the chances are remote that the charity will ever

benefit from a deferred gift (i.e.: contingent remainder gifts, deferred gifts of

art objects, etc.) with the proviso once again, that the legislntion Is not so

broadly drafted as to discourage legitimate deferred giving.
If, as the report of the Committee on Ways and Means of the House indicates,

there are Instances where safety of trust principal Is disregarded in order to

maximize current income for the lifetime beneficiary, thus eliminating or sub-

stantially reducing the charitable remainder, the church would support legisla-

tion designed to cure this evil on an individual basis, but not by a blanket denial

of the present tax advantages of the charitable remainder trust which is con-

servatively administered in harmony with well established trust laws and
procedures.

Actually. it is more likely that the charitable remainder will be Increased

under prudent administration in times of economic expansion such as this nation

has experienced in recent years, than that the trust estate will be dissipated by

endeavors to secure an unreasonably high return for the donor.
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SUMMARY

Tax rule changes proposed in IH.R. 13270 with respect to charitable contri-
buttions and especially to deferred gifts of future interest would seriously cur-
tail private support of the medical, educational, and social welfare programs of
the Seventh-day Adventist Church.

Most critically Injured would be the Adventist medical training program at
Loma Linda Univcrsity in southern California.

With more physician graduates than any other university in California, Loma
Linda receives 47 percent of its private support in gifts of future interest In
irrevocable trust, usually consisting of appreciated assets.

Attributable to this source of support is the existence of its new University
Medical Centcr, an important regional and national asset, with a large propor-
tion of its medical graduates serving throughout the nation.

Plaits for an increase in medical enrollment would be jeopardized by any
diminishing of private support.

Donors of large amounts in trust with Loma Linda are not the stereotyped
"loophole" seekers. They represent a wide range of people, and more often than
not are likely to be a husband and wife conveying all or most of their entire
estate In a once-in-a-lifctimc gift to a socially useful cause in which they believe.
Tax penalties on appreciated values contributed would make it Impossilfe for
then to make these sacrificial gifts so vital to the institution.

The rctroactivity of some of the proposed rule changes has already caused
the probable loss of approximately $9,500,000 to the University. Any changes
made should be effectively only as of December 31, 1909, to avoid great unfair-
hess to persons who have made gifts during this calendar year.

Placing a justifiable reliance, in the historic Congresonal position in support
of charitable institutions through tax incentives, most Seventh-day Adventist
organizations and Institutions have developed a staff of field representatives
and office specialists to encourage and process deferred gift. This costly
apparatus is now largely unproductive as the result of the tax changes proposed.

The primary concern is that appreciated properties given In a charitable
remainder trust should incur no capital gains tax on transfer or on subsequent
sale--these gains are for the benefit of charity, not the donor. The fair market
value should be the basis for computing the charitahe remainder.

The same provisions should apply to life income contracts.
The allocation of deductions concept is so burdensome as to discourage even

present giving. Charitable contributions, benefiting a charity, are not like ac-
celerated depreciation, etc., whose primary benefit is to the individual. Charitable
contributions should not be included with other allocahle deductions, nor should
appreciation of assets contributed be included in non-taxable income.

The Seventh-day Adventist church, with all its organizations and institutions,
wishes to continue and enlarge its services to the nation in medical education
and social welfare. It appeals to the Congress to preserve the long-established
tax incentives to charitable giving that make such services possible. It will
support measures to prevent individual exploitation of such incentives where
measures avoid substantial damage to charitable causes themselves.

TnE AMERICAN PUBLIC HEALTH ASSOCIATION, INC.,
New York, N.'., Septcmbcr 10, 1969.

Senator RUSSELL LONG,
iNnatc Office building,
lWashington, D.C.

DEAR SENATOR LONG: I ain writing to call your attention to the adverse impact
which 11.1. 13270 (The Tax Reform Act of 1969) may have on the private
schools of medicine and public health in the United States, and to urge you,
while making needed tax reforms, to avoid enacting measures which will also
erlously reduce bona fide financial support of private medical and public

health education.
As President of the American Public Health Association, Chairman of the

Department of Preventive Medicine and lFublic Health at UCLA, and former
Director of the California State )epartment of Public Health, I am familiar
with the problems of training health care professionals, especially the sky-
rocketing costs of buildings, equipment and Instruction.
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Private schools of medicine and public health must rely primarily upon dona-
tions for their financing. Lona Linda University is one example with which I
am familiar, but there are other examples just as needful throughout the nation.

Loma Linda University has just established (in 1967), in addition to its
Medical School, a School of Public Health approved by the Amerlcan Public
Health Agencies. It is the only private Institution west of the Mississippi
operating such a school, one of but three schools of public health in California.
The Medical School at Loma Linda has been turning out substantial numbers
of excellently educated physicians who practice all over the United States.

Although not a Seventh Day Adventist, I understand that the genesis of
Loma Linda University and the motivation for its support is essentially mis-
sionary in character, In the best sense of that term. It is designed to spread
principles of good health as a part of the Seventh Day Adventist religion. This
characteristic does not detract from its contribution to the training of physicians
and other health service profe.ionals. If anything, it reduces Loma Linda's
ctsts in comparison with other institutions and it stimulates alumnae and mem-
bers of the Church to be generous in financial support.

As evidence of the fact Just stated, I am informed that over 45 per cent of
the private support of Loain Linda comes from gifts in trusts of a type that
would be adversely affected by the legislation you are considering.

I hope you will measure with care the probable impact of H.R. 13270 on support
of private medical institutions such as Loma Linda University and find some
way to eliminate that impact. Such schools supply a large percentage of the
physicians and other health professionals throughout our country today. Any
diminution In their production of trained personnel would be detrimental to
health programs already adopted by the Congress, such as Medicare. It would
be a substantial obstacle to maintaining health in our nation which now requires
many more physicians than we now have.

I urge your staff to gather all available facts on the medical personnel needs
of our country, for example from the Department of Health, Education, and
Welfare. These facts will indicate to you the demands that our country is
making upon the private medical and public health institutions, and the financial
needs of those trainee institutions to meet our country's needs.

Thank you for your attention.
Sincerely yours, L~sTRt BRESLOW, M.D.,

President, APH..I.

STATEMENT OF TIIE COMMITTEE OF FRIENDS OF THE MtTSEUM OF MODERzN ART,
SUBMITTED BY .IONROE WHEELER, VICE CHAIRMAN

STATEMENT ON TIHE PROPOSED TAX TREATMENT OF CHARITABLE CONTRIBUTIONS
BY ARTISTS OF THEIR OWN WORKS

The Committee on Finance of the U.S. Senate currently is considering two
proposals to alter the tax treatment accorded the donor who makes gifts of works
of art to museums. The first of these is contained in the Tax Reform Bill of 199
(HR 13270) recently passed by the House of Representatives. The second was
submitted to the committee e by the Treasury on September 4, 1909.

The House bill would niter drastically the tax treatment of any donor who
makes a gift of a work of art to a museum. In our Judgment it would greatly
hamper the further growth and development of museums In the United States and
thereby would damage greatly the quality of cultural life available to Americans
generally.

The Treasury proposal would have a more limited effect. It would recognize
the great dependence of American museums on contributions by collectors and,
In the case of such giftv, would continue the practice of allowing the donor an
income tax deduction equal to the fair market value of the item given even if that
value exceeded his original cost.

However. both the 1iojuse bill an(l thp Treasury prolp.,mil %vould change the
long-standing rules concerning contributions by artists (and by others who would
have ordinary income if the work were sold). Since 1917 artists have been subject
to the same rule of deductibility as have been collectors-that is. they have been
entitled to income tax deductions equal to the fair market value of their works
contributed to museums.' Under the House bill and the Treasury proposal an

1 See LAw Opinion 1118. 11-2 Cumulative Rulletih 148 (1923).
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artist making such a contribution In the future would be required either to
include the appreciation in value in income. as ordinary income, or to claim a
deduction only in the amount of his out-of-poc.ket cost of the item given. Effec-
tively, he would be deprived of any ineaningful deduction on a contribution of one
of his own works to a museum.

Our Committee supports the Treasury proposal concerning the tax treatment
to he afforded contributions by collectors. We think that the Treasury officials
stated extremely well the case for continuing a rule of full deductibility for such
,contributions and we do not propose to restate that case here. However, in the
,ease of contributions by artists we think that both the Treasury proposal and
the [House bill propose rules that are too drastic. Many museums-such as the
Museum of Modern Art in New York and a number of regional museums and
university museums-depend heavily on such contributions.

We suggest that a middle ground exists-a tax rule that would encourage a
continued flow of contributions by artists to public museums but would rec-
ognize the fact that the appreciation in value of self-created works arises from
the donor's own efforts and would not accord a greater after-tax increment to
an artist contributing a work than to an artist selling a work. In part II of
this memorandum we suggest a specific change to the IHouse bill that we think
would accomplish these objectives.

I. DEPENDENCE OF MUSEUMS ON DONATIONS IN KIND

Most American museums do not have significant endowed purchae funds
for works of art. Unlike their European counterparts, they do not receive gov-
ernment subsidies for their acquisition programs. While the lack of funds for
:acquisitions is a general problem among museums, the problem is most acute
among smaller and newer museums and among museums that wish to acquire
contemporary works of art.

In these circumstances both the establishment of new museums and the growth
of the collections of existing museums are dependent principally on private
philanthropy in the form of donation of works of art by Individuals. In effect the
rules permitting charitable deductions to such individuals equal to the fair
market value of the donated art objects have comprised the sole significant
governmental support for the establishment and growth of museum collections
during the last fifty years. That the growth of these collections during this
period has been spectacular must be attributed largely to this subsidy. Should
It now be removed without provision being made for a substitute source of
acquisition funds-such as the direct governmental subsidies enjoyed by Eu-
ropean museums--the effect must be to reverse the trend to the detriment of the
American public.

During the calendar years 19(4-1968, almost 6:)% of the dollar value of the
works of art acquired by the Museum of Modern Art was received as gifts.
While the dependence of the Modern Museum on such gifts Is very great, it
screens carefully works offered before accepting them as donations. The Modern
refuses more gifts than it accepts, its primary purpose being to maintain stand-
ards of quality consistent with its duty to the public. For the Modern, as for
most museums, collectors are the most important source of donations: However,
as one of the museums exhibiting important works of contemporary American
culture, the Modern also is greatly dependent upon donations by artists. Since its
founding, It has consistently encouraged artists to donate selected works to its
collection of twentieth-century art.

Today's museum is not merely a storehouse for the treasures of the past. It
has become a vital force in the development and disemination of the flourishing
arts of our time, providing the public, scholars and artists with the opportunity
to see, enjoy and study current work and work of the recent past. To such a
museum it is essential that living artists be encouraged to contribute works of
their own creation.

II. LEGISLATIVE PROPOSAL

(A) General taftetmen
As has been shown in part I of this memorandum, the rules proposed by the

House of Representatives restricting charitable contribution deductions for all
contributions of paintings or other tangible personal property will in effect
deprive public museums of the only meaningful governmental support gener-
oIlly available for their acquisition programs. The rules proposed by the Treasury
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would have a more limited effect, but still would be damaging to museums ex-
hibitiung works of contemporary culture.

Our Committee would propose a new approach to the problem of contribu.
tons by artists (or by others who would be taxed at ordinary income rates upon
a sale of the work). We recognize the anomaly-stressed by both the Ways and
Means Committee and the Treasury-of the present rules under which an artist
may enjoy a greater after-tax increment by contributing a work he has created
than by selling it However, we do not think that the extreme approach of 11.11.
13270 and the Treasury proposal-which would deny virtually any deduction
to an artist making a contribution of one of his works-represents the optimum
solution to the problem.

We recommend the application of the tax-neutrality approach, stressed by
the House, to contributions by artists. Specifically, contributions by artists to
publio museums would be deductible--without recognition of income--but only
as to a percentage of the value of the work contributed, that percentage to he
fixed so that a top-bracket artist may tgchieve approximately tbe same after-tax
return by contributing his work or by selling It. We think that such an approach
will encourage artists to make decisions as to whether a work should be sold
or donated to a museum on the basis of non-tax considerations. On the other
hand, we regard the provisions of the Houso bill and the Trersury proposals
as affinnatively discouraging contributions by artists and, thereby, as violating
the concept of tax neutrality.

As an example of our proposal, If the top tax bracket applicable to income
from a sale of a work of art by its creator were 65% (as is proposed by H.R.
13270 fbr 1972 and thereafter), the percentage of value deductible when an artist
contributed his work to a public museum would be approximately 55%, since
the value of thE resulting deduction to the top-bracket artists then should ap-
proximately equal the after-tax residue had he sold the work. Similarly, if such
top-bracket were 50% (as would be the case if the earned Income rates of H.R.
13270 were made applicable to the Income from such sales), the entire value
woldd be deductible since with a 50% top rate and a 100% deduction, an artist
could expect to retain about one-half the value of his work whether he sold 't
or donated it to a public museum.'

We think that by limiting our proposal to institutions that genuinely qualify
as "public" in that they are open to the public on a substantially full-time basis-
whether or not operated by a governmental unit-we would effectively prevent
abuses. Truly public institutions can be relied upon not to sacrifice tile public
interest to the tax advantage of particular individuals.

(B) Proposed amendment
Specifically, our Committee propoes that 11.11. 13270 be amended in the follow-

lug respects:
(a) Section 201(c) of the bill would be amended by including in proposed

Section 170(e) of the Code a new definition of a "public institution"-nn
institution :

(I) whose facilities are open to the public on substantially a full-time
basis an4

(iI) that exhibits items of the type donated or makes such items avail.
able for use or study by the public.

(b) Proposed section 170(e) and proposed Section 83 would be anmended to
provide that donations of tangible personal property that would produce ordi-
nary income on sale (other than letters or memoranda prepared for the taxpayer
and described in Section 513(a) of the bill) made to institutions qualifying as
"public institutions" under the foregoing two tests would not be subject to the
rule of income recognition and would be subject to the rule of reduction of the
contribution, but only to the extent necessary approximately to equalize the tax
effects to a top-bracket donor of a gift of the work and a sale of the work.

Our proposals are designated to benefit the huge segment of the public that does
not have access to important works of art except through public museums. While
we have not had adequate time to compile statistics it appears that the revenue
loss should be very small. The Report of the llouse Committee or, Ways and
Means (Part 1 and page 62) estimates the revenue increases from all charitable

1 Our committee understands that an extension of the 50% earned income rate to arllsts
will be proposed to the Senate Finance Committee. We would strongly favor adoption of
such a proposal.
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contributions portions of H.R. 13270 to be $5' million in 1970 and A2.10 million in
1974. By way of contrast, The New York Timee of July 19, 1969 reported that
the City of West Berlin spends $25 million per year on subsidizing the arts.

TilE UNIVERSITY OF SANTA CLARA, CA.LIFORN IA,
SeptemberI'', 1969.

lion. RUSSELL. B. LONG,
Chairman, Sen'ate Committcc on Finance,
lVaghiutigon, D.C.

)EA SENATOR LONO: I had asked and hoped to appear to testify in pe, rson but
I fully understand why the list of witnesses had to be pared to a reasonable
number. I shall be brief In what I have to say about H1R 13270.

We fuily understand the need for substantial tax reform-the nied for a
better measure of equity In assessment of taxes by the Federal Government.
Now, however, not only the University of Santa Clara but also all of higher edu-
cation and, Indeed all of philanthropy, are faced with a hastily passed Bill, tile
provisions of which, In my opinion, do violence to the philosophical principles
that have guided and guarded our traditional American principles of self help
and self reliance In solving our own problems.

Since its founding in 1851, 17,500 men and women have obtained their academic
or professional education and training in 23 fields of itudy at the University of
Santa Clara. No tax dollars had any part in enabling them to do so. Most of the
cost was borne in the traditional American way of self help-tuition, payments
by students, contributions of teaching by the religious who served practically
without compensation, and finally, and most important, by the gifts of unsellish
individuals who wished to serve the cause of higher education and. in so doing,
are not u~momidful that Congress has always by its declarations and its en-
actnients affirmuatively provided an incentive for philanthropic giving to the end
that privately supported higher education might flourish in this country.

We applaud warmly some of the Bill's provisions that seek to aholislh abuses
and eliminate Inequities, even though some of theit would result in some diminu-
tion of gift support. Any provision of the Jai% or supporting regulations which
art, susceptible of abuse should, of course, be eliminated.

Unfortunately, this too hastily iassed piece of legislation includes strictures
that would Inhibit the incentives for philanthropic contributions which until
now the Congress Mis always affirmatively encouraged.

Our principal objections relate to the suggested treatment of gifts of property.
specifically, In our opinion, tile inclusion of philanthroi)ic gifts in tile other
Items categorized in the provisions for Limited Tax Preferene.s and subsequently
in the Allocation of Deductions. The deductibility of charitable gifts which bene-
fit s-eiety as a whole is not of the same nature and it not to be comnipred with the
other items in the UITP category, which are solely a henefit-detrimnent byplay
between the tax payer and the Treasury. True, the philanthroplc donor does
derive some tax benefit from his gift and the Treasury suffers some lo, of
revenue because of it, but the giver's net worth is lessened and society's welfare
height ened.

The proviions relating to the charitable remainder trust which eliminate the
advantages of the normally heretofore approved deduction for the gift and the
charitable remainder will cause Incalculabe damage to higher education. The
fact is that many, if not most, who are philanthropically inclined will refrain front
making such contributions. The result will be that appreciated property will
be retained and there will neither be a benefit to the Treasury by way of capital
gains tax, nor will the college be able to inaugurate programs knowing full
well that they can be some (lay financed by the dollars they have in hand.

A final objection relates to the retroactivity promulgated when it was an-
nounced in August that April 22 was the effective date for charitable remainder
trusts, life income contracts, gift annuities, short term trusts and bargain sales.
Neither the University nor the donor, both of whom acted In good faith in enter-
Ing into some of these transactions, knew until early August that tile tax result
of the gift might some day, if the Bill were to be passed in its pre.snt form,
be altered.

Taken as a whole, the net effect of the Bill Is to stop the flow of major philan-
thropic giving, and if some of the restrictive provisions I have referred to are
enacted Into law it will only mean that privately supported Institutions like the
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University of Santa Clara will shrink In their scope and quality, and that higher
education will then need more tax dollars to serve the nation as it must

I appreciate the opportunity to present these views to you In writing because
I am convinced that this law as It now stands Is the greatest legislative threat
which has ever faced private higher education in the United States.

Sincerely yours,
THoMAs D. TERRY, S.J., President.

BOARD OF NATIONAL MISSIONS,
OF THE UNITED PRESBYTERIAN CIIURCII

IN THE UNITED STATEs OF AMERICA,
New York, N.Y., September R4, 1969.

Hon. RusszLL B. Loxo,
Ohairman, Senate Commit tee on Fina noe,
Senate Ofice Bulqdi,',
Wash tos, D.O.

My Dz.As SZNATOR LoNG: The Senate Finance Committee is presently holding
hearings on the Tax Reform Act of 1960, Bill I.R. 13270. Certain features of
this act, as it was passed by the House of Representatives, are beneficial to phil-
anthropic organizations such as the one I represent, the Board of National Mis-
sions of the United presbyterian Church in the United States of America.

On the positive side is the intention to lift the limit of contribution deductions
from 80% to 50% of a person's income for one year. Also the continuation of
the five-year carry-over plan is helpful.

There are, however, certain features of the bill which will discourage potential
donors from contributing toward the support of charity.

1; One of the strongest deterrents is the provision of section 201(1), page 1,35,.
line 3 which repeals the unlimited charitable deduction for appreciated gifts.

2. Another ill-advised feature i that the bill, as it now is written, will not
allo* charitable deduction on capital gains for life income contracts. Thus the
donor will be held responsible for capital gains tax on a life income gift even aft,:r
that gift to in the hands of and under the control of the recipient of his charity.

& Third feature of the law with which we are in disagreement is Section 30"2,
page 178, line 4 in which charitable and other deductions are reduced by alloca-
tion of deductions between taxable and non-taxable incomes. Therefore, because
of his generosity, a donor must reduce not only his charitable deductions, but
also his deductions for taxes, interest, medical expenses, et cetera.

The Federal Government has, over the years, continually liberalized the tax
benefits for those who voluntarily contribute to our nation's philanthropies, each
time staUng that the liberalization was designed to further aid charities to meet
rising costs and the increased needs of society. At this time when the Federal
Government finds it necessary to curtail many of the programs which are de-
signed to augment the work of charitable organizations, It is important that tax
Incentives be Increased rather than decreased for those who generously con-
tribute to causes that materially benefit mankind.

Anything you can do to assist in this matter will be greatly appreciated by us.
Very truly yours,

OsBoRNE K. TAYLOR,
Vice Chairman, Development Committee.

STANFORD UNIVERSITY,
Office of the Ohancellor,

Stanford, Calif., September 1t. 1969.lion. Rusau. B. LoNe,
CTairman, Committee on Finance,
WghlgVto D.O.

DMAN SaIATOx LoGO: I am sorry that my request to testify In person was de-
ul4 but I understand why the number of witnesses has to be limited.

Sbe need for tax reform has long been apparent: It has been the subject of
Moebuh alcugsaon. It is regrettable, therefore. that H.R. 13270 seems to have

%st d with undue haste. Despite Its several -ommendable provisions, It de-
S It ftwa seriously damaging blow to the histri. tradtion of philanthropy and
tb t foe jeopardize. the fiancial health of great institutions without provid-
ing I taforoxmately commensurate revenue benefits.
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In my judgment, the suggested treatment of gifts of property, specifically the
inclusion of philanthropic gifts with the other itenis set forth in th provisions
for Limited Tat Preferebces and subsequently in the Allocation of Deductiona, is
wrong-fatefully wrong. The deductibility of charitable gft lich benefit 46-
ciety ag a Whole is not the same as the other items in the LTP category. The
philanthropic donor does indeed derive some tax benefit fridi!t hsi 1t(i'd the
Treasury suffers some loss of revenue because of it-but the giver's net worth
is reduced and society's welfare enhanced.

The provisions relating to the charitable remainder trust, which eliminate the
advantages of the normally heretofore approved deduction for the gitt and the
charitable remainder, will cause incalculable damage to higher education. Many
persons, if not most, who are philanthropically Inclined, will retraia from mak-
ing such contributions. They will retain aIprea1 ipeta.I, In consequence,
there will be no benefit to the TrMiw through capital gains ta& nor will the
institution be able to Inaugurate programs in the asurance that It'en finance
those programs with the dollar rt has in hand in the expectation of latdyerifts.

Finally, the announcemen/.n August that April ?,22jis the effective dae fdr
charitable remainder t rus$ life income contract, gift -annuities, short term
trusts and bargain sale introduced a petfactlv' provision, which adversly
affects both institution d donor, eacorbf w4om acted In good faith In entering
Into theee transactions only to disooVer that khq tax resultof the gift would,
the Bill were to be pas4d in its present form, b%. altered&.. ,.

The net effect of thi Bill will bqta atop th9iIow of major phllanthrple giving. \
If some of the restrictive provisions to wh11t94-V ye refred 4re enacted Into \
law, privately sup rted institutions wIl I linih in q 11t4 and strength; .higher education wi become dependent on a$e tax dollars ad the healthy mix
highur edationig r~ eu iwflo tax:i doillesof private and publ support Vtic has p 0 4le,t d t knttIn and brpad baseof our nation's high r educatiolp wlR-tvs loot As i. / howb i p Interest
of this nation. . ) I

I take the liberty f enclosing a statement I madeith lrtary Douglas Dillon
on 29 November 190 ,when I served as potesinan p ra n of colleges and/
universities. I s be eve strong in that stemenp -

\ .... ALLAC i t

Mbh SECUAmsT: We aifpreciate greatly Y6ur courte?? and test in reeelvin
us this afternoon. /

Educators at every level,Ancluding those In higher.eductfon, spek todj# of
"the crisis" in education. And ell they might, because there is one. But nJrmed
people are aware of this fact, abd we have not come here to belabor it.Z

Nor have we come to plead thaCa41 educational Institutions are altogether vir-
tuous or are the sole custodiang of vittue. We deplore lack of vyrtte among our-
selves when it is manifest and are eager add-wUllng to exercise self-discipline to
correct errancy and abuse. In the field of taxation, we seek the opportunity to
cooperate with your office to Identify and eliminate such abuses as may exist.

We have come, however, to plead with all the earnestness at our command the
high value to all of United States Higher Education, both public and private, of a
tax structure Which Is congenial and conducive to generous gift support of higher
education. If a given institution has erred, or should err, In a way which is abu-
sive to its privileged tax status, we would urge on you the wisdom and propriety
of not penalizing the many for the fault of the one or the few. We are confident
that ways can he found of disposing of the bathwater while preserving the baby
in good health.

We cannot over-emphasize the value of gift support to higher education : It is
literally vital to the private sector; it Is essential reinforcement to the public
sector.

We would plead also that unresolved tax Isues affecting the flow of sUch gift
support be resolved with all reasonable speed. Until there Is such resolution and
clarifleation tile flow of gifts will be retarded by a prospective donor's under-
standable uncertainty and concern as to the tax consequences of his gift. We
make this plea with genuine appreciation of the magnitude and complexities of
the reiobalblittea of your office.

Finally, We would urgently request that your office discuss with representatives
of higher education such tax changes or clarifications affecting gifts to education
as your Office may have under consideration, before official couclustons are drawn

33-860--69-pt. 3---5
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and decisions made. And we respectfully suggest that the discussion we request
be arranged with and through the American Council on Education.

Let me express again our gratitude for the opportunity you have accorded us
of making this representation to you.

J. E. WALLACE STERLING.
Novxmiiz 29, 1981.

STATEMENT OF TuE AMERICAN COUNCIL OF VOLUNTARY AGENCIES FOR FoRiGN
SERVICE, INC., SUBMITTED BY EUGENE SHENEFIELD, EXECUTIVE DiREm-oR

In view of the brief time available for oral presentation the following statement
Is presented for Committee consideration. This statement Is made in behalf of the
forty American voluntary agencies (list appended) with overseas programs.
representing major American voluntary sectarian, non-sectarian and nationality
overseas social and welfare agencies, the combined constituencies of which
include tens of millions of U.S. citizens who through these agencies express their
concern for fellow-beings in need abroad. Over 5 billion dollars has been con-
tributed since 1939 by Americans through their voluntary agencies for a wide
variety of assistance and services to meet a multitude of needs. This voluntary,
tangible expresion of concern reflects the spirit of voluntaryism which is
traditional to the American people, and an Integral part of American life
and our democratic heritage.

The forty listed voluntary agencies wholeheartedly support tax reform in prin-
ciple as being wise and good for our country and therefore good for the
organizations who so often work in partnership with our national government
through the Departments of Treasury, Agriculture, Labor, Justice, Health, Edu-
eauon and Welfare, and the State Department, particularly in foreign aid, in
promoting the welfare and development of needy people overseas. However, we
are concerned that preoccupied as we are with tax reform we do not make
the mistake of confusing tax deductions for charity as evasion of taxes. Charity
in the American tradition is not a loophole.

Reversal of the long history of the concept of government recognition of chari-
table organizations through tax exemption would appear to place the government
in contradiction to its repeated expressions of particular interest and con-
fidence in the value of voluntary agency programs as Implicit in other laws
having to do with foreign aid in which specific reference to American voluntary
foreign service organizations is made. On the basis of these laws and with the
warm understanding and cooperation of Congress and the Committees a partner-
ship between government and voluntary agencies has grown up that enhances
the image of America in the minds of the tens of millions of people aided over-
seas, with resultant benefits to the people and government of the United States.
It would be unfortunate indeed if this image were to be In any way blurred
because of proposals now under consideration. In relation to the bill under con-
sideration we feel that:

1. The minimum tax provision should be exclusive of contributions to vol-
untary charitable agencies.

2. Contributors of appreciated gifts of securities and real estate should be
permitted full deduction of the value of the gift without tax on the ap-
preciated value.

3. Bargain sale contributions to voluntary charitable agencies should be
deductible at market price.

4. Contributors of gifts In kind, which are used by the voluntary chari-
table agencies in their programs, should be iPrmitted deduction on the basis
of fair market value.

5. We heartily concur in efforts to provide tax relief to the wage-earner
and lower Income brackets. Greater tax equity could possibly be achieved
by changing the rates that apply to those income levels, or by increasing
personal exemptionA

We are concerned with the effect of this bill on living trusts, life annuities or
other similar sources of income to voluntary charitable agencies.

('tiston, state constitutional provisions, charter provisions, decisions of the
Supreme Court. statutes, all have supl)orted asistance to charitable agencies in
various ways Inchuding exemption frm taxation. In the past charitable giviuL'
has been consistently encouraged by the Congress. Now for the first time that
policy would be reversed by this bill at the very moment that the Adminlstration
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Is einlplhasizing a larger role for volunta ry citizen re.,,lxonsibillty In wvelfare and
health -ervice.

The forty listed Anierican voluntary agencies, working overseas in lpeOle-t,-
people programs in over 100 count-ies building bridges to peace and better under-
standing, are completely dependent upon the generosity 1f tihe Ainerican lx-olple.
If tax legislation is going to discourage or down-grade the importance of voluin-
tary cont ributions then who is going to pick up the slack?

W\e believe tax equity can be achieved without injury to the voluntary charit-
able agencies.

AGENCY LIST

AM DOC, Inc.
American Council for Judaism Philanthropic Fund, Inc.
American Coincil for Nationalities Service
American Friends Service Comnittee, Inc.
American Fund for Czechoslovak Refugees. Inc.
American Jewish Joint Distribution Committee, Inc.
American Middle East Rehabilitation. Inc.
American National Committee to Aid ltomless Armenias
American ORT Federation. Inc.
American Relief for Poland, Inc.
Assemblies of God, Foreign Service Committee General Council of the
Baptist World Alliance
CARE, Inc.
i'atholic Heleicf Services

Church of the Brethren World Ministries Commlission
Community Development Foundation, Inc.
Co-ordinated Hungarian Relief, Inc.
lindassah
Heifer Project
International Rescue Committee, Inc.
Iran Foundation, Inc.
Memwonite central l ('onimittep. Inc.
Migration and Refugee Servi(es U.S. Catholic Conference
Mi zruchl Women's Organization of America, Inc.
Near East Foundation
l'olish American Immigration & Relief Committee, Inc.
Salvation Army
Save the Children Federation, Inc.
Seventh Day-Adventist Welfare Service, Inc.
Tolstoy Foundation, Inc.
Unitarian Universalist Service Committee. Inc.
United Frlends of Needy & l)isplaced People of Yugoslavia, Inc.
United tlias Service, Inc.
United Ismel Appeal, Inc.
United Lithuanian Relief Fund of America, Inc.
United Seamen's Service, Inc.
United Ukrainian American Relief Committee, Inc.
World Relief Commission, Inc.
World University Service
Young Women's Christian As.,ocit ion of the U.S.A.

STATEMENT BY PRESIDENT SJIDNEY A. RAND, LUTHERAN EDUCATIONAL

CONFERENCE OF NORTH AMERICA

SUMMARY

1. Congress should continue to encourage private philanthropy.
(a) ITi11 a(1 AI)l discourages giving, esleclally appreciated prolx,rty.
(b) 'haritable remainder annuity tnsts and unitrusts should not be

substituted.
(n) Transfer of appreciated property for charitable gift annuity should

not be considered a "bargain sale".
2. New paragraph (8) under Section 201(a) (3) may be ambiguous and deny

charitable deductions for life income agreements and should be deleted.
3. 7%% tax on foundations is excessive.
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STATEMENT

The Lutheran Educational Conference of North America represents sixty-two

institutions of higher education in the United States and Canada having affilia-
tion with Lutheran churches. In the United States, member institutions located
in twenty-two states include fifteen two-year colleges and thirty-one four-year
colleges and universities. Several of the member institutions offer graduate and
professional work In addition to the undergraduate program.

During the 1968-49 school year, these colleges and universities enrolled 55,300
full-time students and another 26,300 students in part-time graduate and under-
graduate programs.

Graduates of these institutions enter such varied career fields as teaching,
medicine, nursing, law, engineering, the ministry, social work, foreign service,
and business. Some of them send an average of one-third of their graduates Into
professional and graduate schools. One of the Institutions has a school of law
and a school of engineering. All of them are dedicated to the serving of our
society by providing students with *the opportunity for an education which
broadens the vision, deepens the understanding, and nurtures the spirit of man.

These institutions share with all private education a common charneterlstle-
they depend for support on private philanthropy. The Congres has long en-
couraged this support as beneficial to the common good. The Senate Finance Com-
mittee of the 75th Congress, third session, in referring to a provision included In
the House bill that would have placed a capital gains tax on the appreciation of
equities and real property given to an exempt organization, said:

"Representations were made to the Committee by officials of educational and
charitable institutions that the effect of such a provision would be to discourage
the making of charitable gifts in property. The Committee believes that charitable
gifts generally are to be encouraged and so has eliminated the provision of the
House Bill."

Today the private support of higher education is even more critical than it was
in 1938. Private colleges and universities are facing a severe financial crisis. Their
continued existence as private institutions is dependent on not only maintaining
but also increasing gift income. l)uring the latest fiscal year, the institutions in
this conference received over $40,000.000 in gift Income. Of this amount, about
10% has come in the form of appreciated property, a growing source of gifts in the
last three or four years. Some of these institutions receive annually as high as
83% of gift Income in the form of appreciated property, amounting In one in-
stance to more than $2,000,000.

A change such as that advocated In 1.11. 13270 would materially affect the flow
of such gifts and could well cripple the programs of these colleges. While it is
true that the House bill retains the present provision In regard to the treatment
of gifts of appreciated property, it effectively negates this retention by categoriz-
ing such appreciation as one of the "tax preference" Items. In addition, making
the charitable deduction subject to the allocation of deduction rule certainly dis-
courages rather than encourages private philanthropy.

We are also deeply concerned with the provisions having to do with the tax
treatment of deferred gifts. This method of philanthropy Is of increasing im-
portance.

One of the important reasons this type of philanthropy should be encouraged is
that it enables people of more moderate wealth to make substantial gifts to ed l-
cational and charitable Institutions in which they have a profound interest. It
Is our opinion that the very complicated provision for charitabhle remainder an-
nuity trusts and charitable remainder unitrusts should not be substituted for
the widely used and understood charitable remainder trust.

A widely used gift method involving deferred gifts, often of modest amounts
of $1,000 or less, namely the Life Income Agreement, may be endangered by an
ambiguous section of the House bill, Section 201 (a) (3) adding a new paragraph
(8) to I.R.C. Sec. 170(b). Although not entirely clear, this section could be In-
terpreted to deny any charitable deduction for life income agreement gifts. Be-
cause of this possibility, the proposed pargaraph (B) should be deleted.

If the source of support is to continue, It is essential that capital gains in-
curred by a trust or life Income pooled fund aund permanently set aside for
charity should not be taxed. If the provisions presently in H.R. 13270 regarding
"bargain sales" are adopted, we would hope that the law would specifically state
that the transfer of appreciated property for a charitable gift annuity is not a
bargain sale.

These institutions received $1,465,000 from private foundations last year. These
grants have strengthened these colleges and universities and have made possible



programs which could not otherwise be financed. These programs have In turn
benefited not only the Institution that was the beneflciary of the grant but also
many other colleges, public and private alike.

For this reason we feel that the 71/2% tax on foundation income is excessive
and will penalize not the foundations but rather education, both in its teaching
and research aspects.

Many provisions of the proposed legislation appear to be equitable and
should be enacted into law. However, all provisions which embody change should
i fairness be prospective from the date of enactment.

Dr. Solomon Fabricost, professor of economics at New York University and a
former director of research, the National Bureau of Economic Research, stated
in a recent article entitled "Philanthropy in the American Economy": "Our
sowr'ty has developed a variety of meaus to cope with the needs of its less for-
tunate members and to enhance the well-being of all .. . Indeed it is not going
too far afield to recall that the moral Justification of our type of economic system
is Its great effectiveness in harnessing self interest for the benefit of the entire
community." The tax laws in respect to the items we have mentioned have to date
done exactly this. The changes which are contained in the House bill threaten to
destroy the foundations on which our pluralistic system of higher education is
built. We respectfully request the Senate Finance Committee to proceed with
great care in considering these changes lest irreparable harm be done to the
private colleges and universities, to all eol)le who benefit from the work of these
institutions, and to the American society Itself.

TInE EQt'ITARIZ LIFE ASSURANCE SOCIETY
OF THE UNITED STATES,

,vew York, N.Y.. September 25, 1969.
lion. RUSSELL B. LoNo,
U.S. Senate,
Washfgton , D.C.
My DEAR SENATOR LONG: I write to urge you to oppose a provision in the Tax

Reform Bill (HR 13270) which will disastrously discourage private charitable
giving if left unchanged.

The provision to which ! refer changes the method of taxing charitable contri-
butions of appreciated securities and other property. Under present law, appre-
ciated securities are deductable to the full extent of their market value at the
time of the gif and are the means by which most large gifts are made to educa-
tional institutions, churches, hospitals, and other welfare services.

I am sure you are aware that at no time in recent history have the financial
needs of education, both private and public, been greater. At no time in recent
history have the demands on educational institutions been greater to expand
their enrollments, provide greater financial aid, accept broader academic responsl-
bilities (such as particilpation in the solution of urban problems), and a host of
other worthy objectives. Under these conditions, it seems almost Ironical that
serious consideration should be given to legislation which can only have the effect
of drastically curtailing the Incentives of donors of both large and medium sized
contributions.

I know from personal experience in helping to raise funds for Princeton Vni-
versity that the large donor is important, not only for the dollars represented by
the gift. but also for the stimulation these large gifts provide for many moderate
and smaller contributions. A most effective and common practice is for a (lonor
to pledge a large gift to e matched by a colninatioi of many smaller gifts.
Indeed, the House of Representatives has recogtniykd this practtce In the provlsion
of f1R 11.100 of $300 million to match private gifts to the National Foundatinn on
the Arts and Humanities. It seems to me that this most recent act of the Ilouse
merely extends a long legislative history of the Congress. which has recognized
anti encouraged the unique practice, so extensively developed in thi- country, of
private as well as public support of educational institutions at all levels, while
also encouraging )hilanthrol~ie snpport of rnnny organizations of a social or
cultural nature.

We need the Initiative and diversity in our social organiza'lons which copies
from multiple sources of support. I would urge your Committee to evaluate most
carefully any tax changes which would reduce financial sulqnort from Individuals
to a broad range of educational, social, or cultural institutions.

Faithfully yours,
JAiES F. OATRs, Jr.
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STATEMENT OF STANLEY MESHAWL, PRUESENT, FLOUtttA *ATE UNIVERSITY

Along with many other Americans, I recognize the need for extensive revision
of our tax structure and heartily endorse the goal of achieving greater utiliza-
tion of our national resources and greater equality in the method of taxation.

I watched with interest as the House Ways and Means Committee began its
deliberations, but my interest became concern and then alarm with the announce-
ments of tentative decisions regarding philanthropic gifts to charitable and
educational institutions. On July 23, I conveyed that alarm to your committee
as well as to the House committee. On July 20, 1 discussed my concern in a meet-
ing with the Florida Congressional Delegation. The subsequent passage of HR
13270 intensified my concern, and, as President of the Florida State University
and as one who has spent all of his adult life in public education, I feel Impelled
to address these brief comments to this distinguished committee.

"The crisis in American higher education" is a familiar story, a major portion
of which is economic in nature. The problems at the Florida State University
which are no doubt typical of public institutions around the nation emerge in the
form of mushrooming enrollment. diminishing slace allocations and a .le-Xperate
need for new and improved programs and facilities. Our expected fall enrollment
of 17,000 Is projected at 28,000 by 1975. We have an acute shortage of classrooms,
laboratories and other academic slace, and we have abandoned attempting to
provide housing for all our students.

As a state-assisted university, we look to the Florida IzAgislature for our
primary funding. However, in fiscal 1968, state appropriations accounted for less
than 53 per cent of our total operating budget. There was no appropriation for
capital outlay. For the same period, student fees accounted for approximately
14 per cent of our total olK'ratilng budget. That left approximately one.third
of our total budget to be funded from all other sources including federal agency
grants and gifts from private corporations, foundations and individuals. The
total of all these funds scarcely met our minimum requirements and fell far short
of what would have been required for a program of genuine excellence.

The financial outlook for the immediate future is bleak. The state budget has
been strained almost to the breaking point. Federal budget tightening and
proposed cutbacks In spending suggest little additional help can be expected from
that source. To materially Increase student fees in a public institution would
be totally contrary to our basic philosophy of public education. Resident tuition
in Florida has been increased 20 per cent this fall, but the increase in student
fees can hardly be considered a major source of additional funding.

All that remains Is the private sector of our economy. House Bill 13270
threatens to destroy the major portion of that source by removing much of the
tax Incentive accruing from gifts of appreciated property. The vast majority of
major philanthropic contributions are in some formn of appreciated properties. The
Florida State University recently received an Inter vivos gift amounting to
approximately one million dollars. Not one cent was in cash. rThe donor, now
deceased, natued Florida State in his will for a substantial amount which we
are told will also be largely, If not entirely, in stocks and properties.

Although IIR 13270 does not place a direct capital gain tax on gifts of appreci-
ated property to qualified institutions, I am advised that the provision for alloca-
tion of tax preferences would have a serious restricting effect on potential gifts of
this type. I an advised also that the capital gains provision regarding life income
contracts and charitable remainder trusts would almost totally remove these
methods of deferred giving from our programs.

Although state appropriations will continue to be the predominant factor in
our budget at Florida State, there can be no denying that private gifts are des-
perately necdcd If we arc to provide the youth of our state and nation with the
quality education they deserve. I respectfully urge the removal frow HIR 13270 of
any provision which would inhibit or discourage private support of our educa-
tional institutlons,

$TATEMIENT SrBMIrrFp BY TitOifAS A. 1IE AND WILTAM I). r)OINO, rcz
PRESIDENTS, ON BEIIAI.F OF UCNTE.D STATE8 T RUST COMPANY OF NEW YORK

S T M MARY

I. Charitable incoine Irtsa irith "opichariable remainder
Sec. 201 (a) and (h) of thebill.
Tbe United States Trust Company of New ',york proposes that the present

value of a charitable Income trust continue, as under present law, to be per-
mitted as an income tax deduction to the donor taxpayer.
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If It i,; deemed absolutely necessary to amend the law to avoid a "double tax
1,enefit" as stated in the Committee Report, the present riles should be modified
only to the extent necessary to accomplish that purpose. A suggested formula is
included In this statement.

If it is deemed appropriate to amend the income tax rules because of a "double
tax benefit" we urge that the present estate and gift tax deduction be preserved
,-in(ce there is no "double tax benefit" on the estate and gift tax side.

11. Charitable remainder trusts
S". 201 (e). (h) and (i) of the bill.
The United States Trust Company of New York proposes that the income, gift

and estate tax heritablee remainder deduction provisions under present law are
sound. are not the subject of abuses as alleged by the Committee Report, and
ought to be preserved. Adequate controls exist outside the tax laws to avoid
abuses.

The proposed annuity trust and unitrust requirements of It.R. 13270 are un-
neeessary to achieve the Conuiittee's ohJectives. Incorporating them into the tax
law complicates it further without serving any useful purposes.

The bill's provision, which would disallow an Income tax deduction for a chari-
table ruimainder contribution should not be made applicable to the estate and gift
tax deduction rules affecting such transfers.

The effective date provisions of the bill will cause undue hardship and should
be changed to curtail its retroactive application and to afford a reasonable period
of grace with respect to its prospective application.

Also, we note that the Administration has proposed that the effective date apply
only to persons dying after December 31, 1970. We think this Is only a partial
solution and urge that a pres3umption be incorporated in the law which would
automatically provide that in any charitable remainder trust which does not
specifically provide for an annuity trust or unitrust It shall be deemed to be a
unitrust as defined under the bill. This will protect the charitable deduction where
a person cannot change his will because of incompetency or other reasons beyond
his control.

I1. heritablele tontributions by c8taics an(L truts
Sec. 201 (f) of the bill.
The United States Trust Company of New York proposes that the "set aside"

deduction doctrine under present law applying to estates and trusts be retained.
Funds permanently set aside for charity should not be subjected to tax. Donors

should not be restricted to a choice of only two trust forms (annuity trust or uni-
trust) in order to keep a charitable beneficiary's interest tax exempt.

If the "set aside" doctrine is eliminated, the change should be made applicable
only to trusts created, and estates of persons dying, after the date of enactment
of the new bill.
IV. Repeal of alternative capital gains tax for individuals

See. 511 (a), (b) and (c) of the bill.
The United States Trust Company of New York proposes that the provision of

the bill increasing the rate of tax on long term capital gains be deleted.
If such provision of the bill is enacted, it Is proposed that it's application be

made effective to long term capital gains sustained in taxable years beginning
after December 31, 199.
V. Charitable income trntst with noncharitable remainder

A. Double income tax benefit.-Sec. 201 (a) and (h) of the bill; sees. 170(b)
and 2522(c) of the code.

It is proposed to deny a taxpayer a charitable contribution deduction for the
present value of an income interest In trust given to charity unless the trust in-
come is taxable to the grantor.

It 1 argued, that a "taxpayer receives a double tax benefit where he is allowed
a charitable contribution dtluction for the present value of an income interest
in trust given to a charity and also Is not taxed on the income earned by the trust.
In fact, this double benefit atlMcs a ta.rpayer to inoreasc le after tax cash posi-
tion by postponing a planned noncharltable gift." I

The Committee report adduces the example of a taxpayer in the 70% bracket
who transfers property worth $100,000. currently earning interest at the rate of

I House Report on H.R. 132T0 (p. 61) ; Italics supplied.
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5% to a trust of 2 years specifying that $500. be paid to charity each year, re-
mainder to A. And, the example seems to demonstrate that the taxpayer's after-
tax cash position is improved by $0,64&95, in that his taxes on other income are
reduced by that amount, i.e. by 70% of $9,498.50-the latter being the present,
value of a 2 year $5,000, annuity.

The figure of $8,64&5 needs further analysis in that it can be variously Inter-
preted. Let this be done at the hand of three successive tax years: (1) donation
made December 31, 100; and (2) the two succeeding years (1970 and 1971) of
payment to the charity. Let it further be assumed that the taxpayer' has pre-
donation income of $20,000 In the 70% tax-bracket.

1969 1970 1971

1. If no donation Is made:
Inome .................................................... 20,000.00 20,000 20,000
Deductions ................................................ 0 0 0

Taxable ................................................. 20,000.00 20,000 20,000
Taxes (at 70 percent) ....................................... 14,000.00 14, 000 14.000
Net sowbloe k M-

iM .................................................. 6,000.00 6,000 6,000
1170 .................................................. 6,000.00 ............................1 71 ... . .. . . . . . .. .. . . . . .. . . . . . 6, O 00 .. . . .. . .. . .. . . .

3-year net ........................................... 18,000.00 ......... .......

2. It I donation Is made with tenetss available under present law:
Wo ...................... 20,000.00 15,000 15,000

**.**. .. , *.9,498.50 0 0
Taxable ................................................ 10601.5 15,000 15.000

Taw (at 70 perm* ...................................... 7351.05 10,500 10,50
Net ..................................................... 3,150.4s 4,500 4.,500

A back .................................................. ,49L 50 ............................

Net sotdable Income-2
17 .......................................... 4 ........ ...........197o .................................................. 4. Soo 0..o ... .................
1971 ................................................. 4. 500. 00 ...

. rr ........................................... 21,648 ............................

& ii a doeaion is made, with lump-um dedcion taken under pcopoee
1  .................................................... 20,00 .00 20,000 20,000
Deduction ................................................. 9, 49 so 0 0

Tax 10,501.50 0 20,000
Taxesal:*nt)(t ............................ 7,51.5 m 14,0 M 14,0 0

Net ..................................................... 3,150.45 6000 6,000
Add back .................................... , 46 0 ...........................
Deduct: paid to charity .................................................... 5,000 5,000

Net Wendwo IncoDM--
I1"....................................... 12,648.95 1,000 1,000

. . . . . . .................. ..... on 00 ..............,1 . -: ... ... ....:: ... . .... . -.. -. ..... . .. I' . 0 ............................

3-year not ............................................ 14, 4S.95 ......

It a doneaton is made, no lump-sum deduction taken (2):
Income .................................................... 20,000.00 20,000 20,000
Deduction (paid to charity) .................................. 0 5,000 5 000

Taxabl# ......................................... 20000.00 15 090 1s,000
Taxes (A70"lpercent) .................................... 14:000.00 0, 500 10,500

Net spendable Income-
I& -: : :::::::: _: " -:::. -:: -::....:-:............... : -:0 ......... 6,,s4.5M 4,0

loll ................................................... 4. 500.00 ............................

3-year " ............................................... 15,000.00 ............................

The figure of $6,648.9.1 i clearly the difference between $21,48.96 (Example
2) and $15,000. (lExample 4). On the other hand, it may perhaps be reasonably
maintained that tho true measure of the taxpayer's advantagee" In this case
Is the difference between $21,648.96 (Example 2) and $18,000 (Example 1), or
$3,648.95 (rather than $6,648.96).
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So viewed, it is not difficult to establish a limit on the amount of the Income
tax deduction which can be taken in the year of donation: the purpose of the
limit being that the taxpayer will be no better off than If he had not granted
Charity the income interest for a term of years.
if
N=the number years of Charity's term,
A=the amour.t annually paid to Charity,
R=the taxpayer's top rate of taxation,
L=the maximum amount which can be taken as a deduction in the year of

donation;
thcn

Lus NXA(1--R).R

tint to ,'rece.'d, Itoiccr(r, tlc present 'aluc of onnuUity.
Taking tilte above example, the limit would be established at:

Application of limit 1969 1970 1971

Irome .................................................... $20, O 00 $15,000 $15,000
Deduction ............................................ 4,285.71 0 0
Taxable ............................................. 15,714.29 15,000 15,000
Taxes (at 70 percent) ................................. 11,000.00 10, 500 10,500
Not ................................................. 4,714.29 4,500 4,500
Add back: Deduction ................................. 4,2 5.71 ................................

Net spendable Income (1969) 9,OX 00 ................................
t spend bl income 09700 ................................

Net spendable income (1.)...................... 4, 5000

3-year tot ............................................ I18,0 00.......................

I See example I above

It is clear that the expression
NxA (1-R)

R
will have a value greater than NxA when rate of taxation (R) Is less than 50%.
At 48%, for example, 1-R would be .52, a factor greater than 1. For that reason

R .48
the limit on the deductible amount would be the present value of the annuity
whenever that value is less than NxA(1-R).

R
Further, to introduce an element of additional realism Into the computation

of the deduction limit, it might be provided that, If NxA (1-R) Is applicable, then
R

X, and, if the tabulated present value la applicable, then the number of years to
be considered, is to be limited to the number of years of the donor's life expec-
tancy; the excess years being considered as testamentary in nature.

Also, the example of the 2-Year Annuity, which leaves a taxpayer in the 70%
tax bracket better off, gives the impression that this is always the case. This
is decidedly not so.
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For example, in a 40% "composite" top bracket this Is the picture:

Approach "" 1969 1970 1971

Income .................................................... $20,000.00 $15,000 $15,000
Deduct ............................................... 9,498. 50 0 0

Taxable .............................................. 10,501.50 15.000 15, 000
Taxes (at 40 percent) .................................. 4,200.60 6,000 6,000

Net ........................................ 6, 300.90 9,000 9,000
Add back .................................... 9,498.50 ................................

Net speadable Income ............................... 15,799.40 ................................
Do .............................................. 9,000.00 ................................
Do .............................................. 9,000.00 ............. .............

3-year net ........................................... 33,799.40 ................................

2 X $500. (1-.70)
.70

=$10,000. X .30
.70

=$10,000. x .428571=$4,285.71

Had the taxpayer not made the gift, then he would have kept $12,000. out of
each of the 3 years' top income of $20,000.-for a total of $36,000., a fact which
involves no "betterment" but rather a "sacrifice" of $2,200.60. The phenomenon
complained of is, therefore, directly related to the magnitude of the tax rates
rather than to the principle of deductions per se. The point of "equilibrium" is
reached, in the case of a 2-Year Annuity, when a taxpayer Is In the 51.285996%
"composite" top bracket.

The point of "equilibrium"-no advantage or disadvantage to the taxpayer-
is a function of the number of years income (N) and the present value (P) of
the annuity for N years:

N
NV+P.

For a ten-year annuity that would be

10 10 5 . 9 2 5
10+8.3166-18.31660=64.5285%

In other words, a taxpayer in a 54.595285% "composite" top bracket who
grants a 10-Year Income interest to charity will gain no advantage (or disad-
vantage) from using a lump sum deduction in the year of donation and exclud-
ing the income paid to charity from his returned Income in the years of payment.
If he is in a lower bracket, he is worse off; if he is in a higher bracket, then lie
would be better off: except that on applying the limitation principal con-
tained in

NXAX(-R)
R

he would be brought back to the point of equilibrium.
It is submitted that the proposal that the grant of an Income interest to

charity be denied the status of a deduction be reviewed In the light of these
comments. A mathematical accident traceable directly to the rates of taxation
should not be used as a basis for building into our tax laws a thesis repugnant to
all concepts of property ownership and enjoyment-that donating the income
from property for a term of years is less of a sacrifice that donating the fee.

It Is herewith proposed, then, that the present value of a charitable term
(granted Inter vivos) continue to be permitted as an income tax deduction to
the donor subject, however, to the limitation that the taxpayer gain no advantage
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therefrom; that range to be determined in each case on the basis of the formulae
and other tests submitted above.

B. The gift ta deduction of the present value of the charitable term
Sec. 201 (h) (3) of the bill.
Sec. 2522(c) of the code.
It is proposed to amend Sec. 2522(c) of the code to limit the amount of the

gift tax deduction for an income interest to charity to that of the income tax
deduction (without regard to the "ceiling" limitation applicable in the case of
the Income tax).

We submit that this interrelationship betweeri comee and gift taxes is com-
pletely unwarranted. The income Is based on wha-c a taxpayer receives whereas
the gift tax is based on what he transfers to other

When a person irrevocably transfers property to a charity, retaining no In-
terest in it to himself, it follows that lie should be allowed a gift tax deduction
for the full value of the Interest passing to charity. Limiting the gift tax deduc-
tion, in these case, to the value of the allowed Income tax deduction forces a
taxpayer to pay a gift tax on a transfer of property to an exempt organization.
We submit that the gift tax code provisions with respect to charitable transfers
should remain Intact and should not be "amended".

C. The estate tax deduction of the present value of the charitable term
See. 201(h) (1) of the bill.
Sec. 2055(e) of thecode.
It Is prolsed to amend Sec. 2055(e) of the code to allow an estate tax deduc-

tion only for a remainder interest and then only If the trust is either an annuity
trust or a unit rust.

If not specifically, then certainly by Implication, this change would disallow
an estate tax deduction for a bequest of an income interest to chartly where the
remainder goes to natural persons.

Under present law, an estate tax deduction Is allowed whether charity's
Interest Is an income interest or one In remainder.

We see no reason for the Indicated change. An income Interest to charity for,
years certain is as valuable an Interest in property as is a deferred Interest in fee.
This is particularly so since the interest by Its very nature, Is a present one.

We therefore urge that the estate tax treatment now given under the code to
an income interest to charity be retained. The double benefit of an Income tax
deduction as well as an estate deduction has never been present in a testamentary
transfer.

Accordingly, Sec. 201(h) of the proposed bill should be amended to expressly
permit an estate tax deduction for a charitable income Interest In a trust, and
to do so at its full actuarial value.
II. Charitable remnainder trusts

See. 2016 (h) (1) of the bill
See. 170 (h) ; 644 ; 2055 (e) ; 2106 (a) ; 2522 (c) ; of the code
A. The Bills' Provieiont.-Under present 4aw an Individual may make an in-

direct charitable contribution by transferring property in trust with Income being
paid to private persons for a period of years or life, and the remainder passing
to a charity. A charitable deduction is allowed based upon the present value of
the remainder Interest determined upon certain prescribed actuarial and interest
tables.

HR 13270 proposes to disallow an income, gift or estate taxv deduction for a
charitable gift of a remainder interest in trust unless the trust is either a
"charitable remainder annuity trust" or a "charitable remainder unitrust" as
defined in the bill.

The Committee Report cites, as reasons for the bill's provisions, that a charita-
ble contribution deduction for a remainder gift does not necessarily have any
relation to what the charity actually receives because the trust assets may be In.
vested in such a manner so as to enhance the income beneficiary's interest to
the detriment of the charity's remainder interest It states further that the bill's
requirements will remove the pre ent Incentive to fuvor the income beneficiary
over the remainder beneticlary by means of manipulating the trust's investments
(Pages 58 and 59, Committee Rport).

B. Reasons for opposition to the bill's provsion. which affect charitable re-
mainder deduwtions.-We believe the Committee's stated purpose for changing
the present law on charitable remainder deductions are unfounded. Adequate
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controls exist outside the tax laws tf, prevent the undesirable results cited by
the Committee, i.e., favoring the income beneficiary to the detriment of the
charitable benefk4ary by trustee manipulation. Examples of these controls are:

Court supervision e( irtusts
Elementary fiduciary principles of impartiality as between income and prin-

clpal beneficiaries of h %rust
State attorney general or similar regulatory agencies supervising trusts

in which charities have an Interest (e.g., New York Estates, Powers and
Trusts Laws, Sec. 8-1.4)

In addition, our experience as a major corporate fiduciary and trustee of sev-
eral hundred charitable remainder trusts would, contrary to the alleged abuses
stated in the Committee Report, Indicate that both income and principal bene-
ficiaries share equitably in the productivity of such trusts We have no reason
to believe that our experience Is any different from that of other corporate
fiduciaries.

The Committee Report (page 58) specifically charges that "the trust corpus
can be Invested in high-income, high risk assets. This enhances the value of the
income Interest but decreases the value of the charity's remainder interest". The
aforementioned court and regulatory controls make this possibility quite imi-
probable. Furthermore, a review of our records for charitable remainder trusts
reveals, contrary to the Committee's allegations, that the average income yield
is comparable to that received by beneficiaries of non-charitable remainder trusts.
Again, we believe our experience would be representative of other corporate
fiduciaries.

For these reasons, we do not believe any change in existing law on charitable
remainder deductions is necessary or desirable.
C. Annuity trust a*d u itruat provItion- of the bi---Secs. 201 (a), (e), (h) and
(1) of the bill.

The bill would disallow a charitable deduction unless the charitable interest
is a remainder interest in a "charitable remainder annuity trust" or a "charitable
remainder unitrust".

This requirement for an annuity trust or unitrust (presumably designed t6
protect a charity's remainder interest), as opposed to the usual trust form or
arrangement, is arbitrary and unsound. It unduly restricts the taxpayer who
wishes to pass on a future interest in property to charity. If he fails to use one
of the two prescribed trusts, he foregoes a contribution deduction to which he is
in fact entitled because part of his property will ultimately pass to an exempt or-
ganization.

The traditional form of trust, with Its flexible Investment features and result-
Ing advantages to both Income dnd remainder beneficiaries, ought to be pre-
served. As stated above, the charitable remainder interests is adequately pro-
tected outside our tax laws. Accordingly, the present contribution deduction rules
should be retained.

The annuity and unitrust requirements are also included in the bill's pro-
visions relating to contribution deductions for charitable Income trusts (see dis-
cussion under paragraph I of this statement). The Committee's purpose is to
Insure that the amount received by the charity corresponds to the contribution
deduction allowed the donor. Again, protection afforded by basic trust principles
of Impartiality, together with court and regulatory agency supervision, makes
this requirement of the bill uunecessary.

D. Estate and gift tax provisions of the bill relating to charitable remalndcri.-
The bill proposes to disallow a charitable contribution deduction for estate and
gift tax purposes unless tht trust Is either an annuity trust or unitrust.

We fail to see why the restrictive requirements of an annuity or unitrust for
income tax purposes should automatically be applied to the estate and gift tax
laws. The latter are transfer taxes and are not related to the income tax. Present
estate and gift tax deduction rules and regulations, developed over a period of
years, are sufficient to achieve the purposes of the Committee.

We see no useful purpose In changing present estate and gift tax charitable
contribution deduction rules and therefore recommend that they be perserved.

E. Effective date* of the bill concerning charitable remainders.-The provisions
of the hill with respect to charitable remainders will apply as follows:

Income tax--transfers in trust after April 22, 1060.
Gift tax-gifts made after April 22, 1969.
Estate tax--decedents dying after date of enactment of the bill.

These effective date provisions will cause undue hardship to taxpayers and
should be changed. Irrevocable transfe-s, made in good faith under present law,
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cannot be changed. Anyone who has included a traditional charitable remainder
trust under his will must rewrite it or suffer the loss of an estate tax deduction.
This is time consuming and costly. Some persons may not be able to change their
mills.

We recommend that existing irrevocable charitable remainder trusts be
exempted from the provisions of the bill, and with respect to other transfers,
Inter-vivos or testamentary, less stringent effective date provisions be used.

Alternatively, we reconmend that the bill incorporate a presumption provision
which would apply to charitable remainder trusts which are not in the form of
an annuity trust or unitrust. The presumption would state that in such cases it
will be presumed that a unitrust was intended by the transferor and the provisions
of the bill applied accordingly.
III. Charitable Contributions by Estates and Trusts

See. 201(f) of the bill.
The bill would eliminate the so-called "set aside" deduction presently allowed

estates and trusts for amounts permanently set aside for charity, unless a char-
itable remainder annuity trust or a charitable remainder unitrust is used.

Consistent with our belief that an annuity or unitrust should not be required
to entitle a taxpayer to a charitable remainder contribution deduction (for the
reasons stated under II C. above) we do not believe either trust technique
should be required for a charitable deduction to be allowed trusts and estates for
amounts set aside for charity.

If the "set aside" doctrine under present law is eliminated, it is especially im-
portant to make any such change applicable only to trusts created, and estates
of persons dying after, the date of the enactment of the change. To do otherwise
would be eminently unfair to those previously existing trusts and estates to
which property was transferred in contemplation that the entire principal fund
and its appreciation would enure to the benefit of the charitable remainder bene-
ficiary.
IV. Repeal of alternative capital gains tax for individuals

Sec. 511 (a), (b) and (c) of the bill
A Current law and bill's proviaion.-Under current law, the tax applicable to

long term capital gains for individuals is 25%, plus the temporary surcharge.
The underlying reasoning for the preferred tax rate on this type of Income is
to provide sufficient motivation for long term investment commitments. Under
the provision contained in the House bill, the effective rate of tax on long
teaii capital gains would be 35% before application of the temporary surcharge.
If the tax rates, as proposed in the bill, are enacted, the effective tax rate on
long term capital gains will be 32.5%. The effective date as proposed in the bill
for application of the new rate Is July 25, 1969. Accordingly, for sales and dis-
positions wade after that date during the balance of 1969 and thereafter the
new rates will be applicable.

B. Poins of oppositioP--With respect to the House proposal outlined above,
we agree with the Nixon Administration conclusion that the increase of the ef-
fective rate of tax imposed on capital gains in all instances places too heavy
a burden on the incentives for capital investment.

If, however, the proposal is enacted, we strongly urge the effective date be
changed from July 25, 1909 to taxable years commencing after December 31, 1969.
It is our experience that the majority of taxpayers affected by this prol)osal
are on a calendar year basis. Accordingly, in our view, the increase ini tax on the
sale of capital assets, in many cases substantial capital assets acinulated for
lengthy period of time, represents such an extreme change in the law that the
majority of taxpayers should have ample opportunity to review its impact before
making investment and business decisions The effective date as proposed will
cause undue hardship to taxpayers engaged in lengthy negotiations for the sale
of large blocks of stock commenced in the beginning of the year and based on a
stable rate of tax applicable to the gain sustained on the sale. Speciflcally, this
could unfairly upset such negotiations and unduly interfere with business de-
cisions. 'The Identical hardships would be applicable to stockholders involved
in a corporate liquidation in which payment is received after the effective date.
It also should be noted that the proposed effective date is casting a great degree
of uncertainty into current capital transactions as there is no degree of certitude
that it will be enacted.

In the intei-sts of orderly tax reform, we submit the effective date interferes
with effective record keeping and makes compliance difficult. Specifically, it does
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not provide sufficient time for system changes required to adjust record keeping
procedure. This Is particularly important in an era in which both taxpayers
as well as the Internal Revenue Service is heavily dependent on computer equip-
ment for procesing o, returns which require substantive programming changes
to accommodate changes in the law. The problem will be severely aggravated by
the fact that the enactment of a final bill wiU most probably be near the end
of the year.

CLARK UNIVERSITY,
Worcester, Mas., September 5, 1969.

STATEMENT or DL F'REDEICK H. JACKSON', PRESIDENT, CLARK UNIVERSITY,
WoacESTEB, MASS.

As a private higher educational institution, Clark University must depend on
substaitil philanthropic support of it is to continue to offer high quality educa-
tional programs for both undergraduate and graduate students. Some of the
proposals included in I.R. 13270 would substantially decrease Clark University's
financial support from the private sector. I refer specifically to the proposals
regarding 1) Gifts of Appreciated Property, 2) Allocation of Deductions and 3)
Life Income (Deferred) Gifts.

OGr O APPRECLATED PROPERTY

During the fiscal year July 1, 1908 through June 30, 1.19, Clark University
received from individual donors directly, and through their personal founda-
tions, gifts of approximately $1,200,000 of which we estimate at least $540,000
or 45% were gifts of appreciated securities (including some cases in which the
securities were given to a private foundation and the foundation made the gift
to Clark). We believe that the long standing provision which allows a deduction
for the fair market value with no capital gains tax on the apprx-latlon should
be retained. If it is not, philanthropic support for Clark University from private
donors will be substantially reduced, perhaps by as much as 50%. In addition,
appreciation in the value of property donated to charity should not be considered
a tax preference which, under the Allocation of Deductions provision, would
reduce a donor's itemized deductions for Interest, taxes, medical expenses, char-
itable contributions, etc. Enactment of this provision would indirectly tax ap-
preciation on property gifts and would certainly inhibit financial support from
the private sector.

ALLOCATION OF DEDUCTIONS

The charitable deduction should not be subject to the allocation rule and thus
should not be reduced because a donor has capital gain income, tax exempt
income and so forth. This provision would inhibit support from, the private sector
In that it not only reduces the charitable deduction but also it would make it more
difficult for an individual to anticipate the amount he could afford to contribute
The charitable deduction is different from other deductions and the so-called tax
preferences because the donor gives up his money and property to help worthy
causes and better our Nation.

IJFK INCOME (DEFERRED) eHTS

In the 6 years slne Clark University began to encourage gifts through charlta-
ble remainder trusts, life income contracts, and charitable gift annuities, we have
received contributions of more than $917,000 in these forms. Few, if any, of these
gifts would have been made without the incentives offered under these plans.
Furthermore, these plans offer many Individuals the opportunity to make a more
substantial gift than they would otherwise find possible.

Charitable remainder trusts.-The rules should be retained which provide
that there Is no capital gain on the transfer of appreciated property to fund a
charitable remainder trust and that there is no capital gain if the property trans-
ferred is later sold by the trust and the gain permanently set aside for the charity.
Abuses in investment policies of these trusts are rare and aieans are now available
to--and used by-the Internal Revenue Service to curb nny abuses which exist.
The very complicated provisions for charitable remainder annuity trusts and the
charitable remainder unitrust should not be substituted for the widely used and
understood charitable remainder trust. Should Congress decide to abolish existing
charitable remainder trusts and substitute the annuity trusts and the unitrusts,
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the law should not be retroactive to April 22, 1969, but should be effective with the
pasnge of the Tax Reform Act. Whether a new trust form is enacted or the pres-
ent type of trust Is retained, provisions should not be included which will make it
unreasonably difficult to u.vw. Accordingly, 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 and capital gains incurred by the trust and permanently
set aside for charity should not be taxed.

Life income oontract8.-The present law should be retained which provides
that there is no capital gain on the transfer of appreciated property nor a capital
gain when property transferred is later sold by the life income pooled fund. Also,
as in the case of the charitable remainder trust, the deduction should be based
upon the full fair market value without imposition of a capital gains tax, and
capital gains incurred by the life income pooled fund and permanently set aside
for charity should not be taxed.

Charitable gift ann titics.-The present tax treatment when appreciated prop-
erty is contributed for the annuity should I1K retained. If the provision in I.R.
13270 on bargain sales is enacted the law should specifically state that the trans-
fer of appreciated property for a charitable gift annuity is not a bargain sale.

We at Clark University certainly support, you in your efforts to Improve the
equity and effectiveness of the Internal Revenue Code. We believe that it Is appro-
priate and desirable to make many of the changes prolpsed in IH.R. 13270 such
as extending the unrelated business tax to cover all organizations now exempt
and taxing organizations on Income received from debt-tinincnd investments. WQ
also favor increasing the ceiling on deductibility to 50 Ix-rceIIL However, with the
problems facing our Nation, now I. the time to increase not det'axe tax incentives
for those who generously contribute to our educational institutions and other
charities. The points made In this statement relating to three rtreas of the tax
reform bill would have a disastrous effect on philanthropic support for colleges
and universities and would substantially offset the positive effects of this bill.

STATEMENT PREPARED BY RODNEY L. HouTs, REI'RESENTINO W.,81LINtTON FRIENDS
OF HIO ER EDUCATION

(An organization representing the presidents and boards of trustits
of all but one of the Independent accredited colleges of the state of
Washington)

I11011ER EDUCATION IN TilE STATE OF WASHINOTON

The Waihington Friends of Higher Education represent all but one of the
independent accredited colleges in the state of Washington. This organization
has been authorized to speak for the colleges by the presidents and trustees of
nine institutions of higher learning. These are, as follows: Gonzaga University,
Pacific Lutheran University. Fort Wright College of the Holy Names, St.
Martin's College, Seattle Pacific College. Seattle University, University of Puget
Bound, Walla Walla College, and Whiteworth College. The average age of these
institutions Is more than 88 years. They present more than 64,000 living
graduates-and presently have enrolled approximately 19.000 students. The
annual operating budgets of these institutions exceeds $38 million annually.

During their last fiscal year, these Institutions received in gifts more than
$7.5 million, of which more than $3 million was In the form of appreciated
property. During the last five years, these schools have received more than $44
million in gifts, of which some $17 million dollars was in the form of appreciated
property.

These institutions have received in the form of trusts, annuities, and other
types of deferred, Irrevocable gifts In excess of $10 million In the last five years.
Nearly $7.5 million of these gifts came in the form of appreciated property. In
addition, these institutions are now holding deferred gifts subject to life
estate, some form $14 million worth of expectancies.

It is evident from the foregoing figures that gifts-both outright and deferred,
and particularly those that come in the form of appreciated property-are nbso-
lutely essential to the continuation and the growth of the private sector of higher
education in the state of Washington. A sector which Incidentally provides a
substantial number of the graduates placed into tlie working economy of the
state annually. We therefore urge your careful attention to our testimony which
has a direct bearing on our ability to help ourselves.
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PARTNERS IN A QAUSE

We, the Washlngton, Frienda of Higher Education, believe that, our Institu-
tions are playing a vitalrolein preparing young men and women for the le%der-
ship oft tb nation. Our graduates are found in many. walks of life--in business,
the professions, politics, education, and in social service. We feel, therefore, that
we. are partners with the Governmentz and Governmental leaders in a cause
which is directed toward the highest national good.

For this reason we want it clearly understood that we are in favor of tax
reform, that we are i4 sympathy with Congressional leaders who are seeking
equitable and Just tax legislation. We would be the first to encourage Congress
to, eliminate those places in our tax law where individuals are able to use the
law for.beir own selfish means in a way not intended by Congress. We therefore
support the. underlying principles which created House Bill 13270-and much
of what is contained in that BilL

We are, however, desperately concerned about a few items in House Bill
18270 whikh would seriously affect our ability to encourage increased support
of-our institutions. We are totally dependent upon such gifts. Some of the things
contained in ,this Bill Would have a devastating effect on those gifts.

HOUSe 0F REPRZ5NTATIrVr BUZL 18270

ThI:tetm, contained in ]Rouse Bil 18270 which gravely concern the colleges
and, uaLvrsletie of the state of Washington are as follows:

1. The Inolusion of (Y 'of Appreciation of PropenV in the Limit on Tax
P1refermces and the Algooation of Deduotiona

We are pleased that the House Bill retains the present law that a deduction
is 4kI.owed for the full present fair-market value of a gift and that there is no
direct capital gain on the appreciation. lxowever, if a gift of appreciated property
is included in the limit on tax preferences and the allocation of 'deductions,
the appreciate on will be indirectly or partially taxed because the appreciation
on the charitaxle gift reduces the donor's Itemized deductions under the alloca-
tion of deductio.q provision, and may be taxed under the limit on tax preference
provision. We are pie-sed that the Nixon administration has recommended that
this provision in H.1L 13270 be changed; and we urge you to accept that recom-
mendation. Under the House provision for the allocation of deductions, the donor
who contributes the appreciation on property would have to'reduce not only
his charitable deductions but also his other deductions for taxes, interest, medi-
cal expenses, etc. This is an indirect way of taxing the appreciation and would
discourage gifts f; appecIate&, property'which are so vital to our institutions.
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without prior warning. Such, IrrqvQcable gifts are presently In effect in our
institutions.

In addition, Whether the present rlaider trust remains in elfect, or whether
the new unitrust or aunuity tuat 4- estbliased,. the charitable dedtctlon for
gifts of appreciated property should be based on the fair market value of the
trust at the time of is creation. The donor s1ouI4 4ot be reqtfired to base his
deduction upon hs coat baasU oc pfy a capital gain 1f 4e elects tp compute his
deduction based on the fair market value.

Furthermore, capital gains incurred by the trust-and permanently set aside
for the cha-ity-should not be taxed. We do not believe that a donor should be
$taxed on money which he can never, and will never, receive since it is laid
aside for the permanent use of cha#tyb-- .

Finally, the House bill allowvgn6state ta; qharitabItdoluction for a charit-
able remainder trust less W1s a unitrust or annuity trust. It-is our understand-
ing that ,this law would aply to charitable remainder trusts c ted before the
bill's enactment. The~ef6re, one of our donors who may have crted such an

irrevocable trust manyears ago, but who de frt~he bill's ena nt, -would
lose his estate tax jlaritable deductlon~unle" that clhrtable remain er trust
were a unitruet or n annuity tru. rhls provtisor. in the touse bill is u ually
harsh and unfair/We can onl'a6ssume t at t tvst be q1 oversight ThMl retro-
active change w d require Piat sut ial estte t&xes would have to paid.
which would e usually notoit of _ sl.supttiicipa bur f om other ts
of the estate ereby reducing ort.i *ses ven eliM. natng beques to
the donor's w e, children, and other 1@ylnbe We e you not to a y
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trusts and lf Income o~trac n or0othe of the b 11,
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colleges hold a substantial amount of funds subject to gift annuity agreements.
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IN SUPPORT OF .R. 18270

We support and commend Congress for many of the provisions in House Bill
13270. Some of these also affect charitable giving. Three Items in particular come
to our attention:

1. We support you in eliminating Clay Brown transactions We believe organi-
zations should be taxed on income received from debt-financed investment&

2. We believe that organizations now exempt from tax should be taxed on
;unrelated business income.

3. We applaud Congress on its attempt to encourage charitable giving, to or-
ganizations serving the national good, by increasing the ceiling on gift deduc-
tions to 50 percent.

CONCLUSION

The colleges and universities of the state of Washington are dependent upon
gifts for their support and continued growth. A substantial portion of these
gifts come In the form of appreciated property. An increasing amount comes in
the form of deferred giving programs, which include charitable remainder trusts,
life income contracts, and gift annuities. If the House Bill is passed, these gifts
to our institutions will be greatly reduced. At a time when Congress is seeking
ways to assist higher education in meeting heavy financial needs, it is inconceiv-
able to us that tax law should b* passed which would make It Impossible for us
to help ourselves. Now is the time to increase tax incentives, not decrease them.
Congress has continually, over a long period of time, liberalized tax law to en-
courage gifts to our institutions. And each time Congress has indicated that any
tax revenues lost were more than made up for by the good which these charities
provided in the national interest. We urge you not to reverse that magnificent
record.

The Independent Colleges of Washington are making a substantial contribu-
tion in preparing leadership for our nation. Were they to cease to exist, the bur-

-den of educating these young people would have to be carried by our state
institutions, at the cost of an enormously increased tax burden for our citizenry.

A charitable deduction should not be thought of In he same terms as are other
deductions. The philanthropically-minded person does not give up his money and
property for personal gain, but rather to help our institutions to provide for
•others--and for the good of the nation. Although he is not motivated solely by
tax advantages, these tax advantages do assist by making it easy to give and
by allowing him to give larger amounts than might otherwise be possible.

Provisions in the House Bill which have to do with charitable giving, both
directly and indirectly, are extremely complicated. Our Institutions have suc-
ceeded in increasing their gift support by making it easy for the donor to give.
'The very complex nature of the House Bill will tend to discourage our donors
from giving.

Again, we wish to support Congress In its desire to reform tax law. We urge
you, however, to protect those long established tax incentives which have en-
abled America's charities, colleges, and universities to show compassion and con-
cern, to educate, to teach and build-and indeed to share with you, and with all
America, the task of building a better and a greater America.

STATEMENT SuuMrrrn Br T. WILLARD HUNTZR, ExEoUTI v VIOM PRESIDENT,
INDEPENDENT COLLEGES OF SOUTHERN CALtIORNIA

The following resolution has been adopted by the ICSC Board of Directors, a
.group of business leaders and college presidents Joined together to strengthen
this independent sector of higher education: (1080 is an association of 14 inde-
pendent colleges, educating 20,000 students, which make their case unitedly
'to industry.)

Twelve years ago, in 1957, President Eisenhower's Commission on Education
Beyond the High School, included this significant recommendation in its export
to the nation:

"That the Federal revenue laws be revised in ways which will even more
strongly encourage large contributions from more individuals to private
and public non-profit higher educational institutions."

In the 50 years since the first Federal income tax was enacted, the Congress
:has aim almost unbroken record of liberalizing the tax laws to encourage philan-

!t



2651

thropy. If this policy is now to be reversed, it should be so labeled and not
backed into under the guise of "tax reform."

The Congress is to be congratulated on its skilled determination to effect true
tax reform. We certainly want to ensure that all people pay their fair share
of taxes. But we also do not want to make paying taxes, an involuntary act,
more important than making contributions, a voluntary act. Indeed, contribu-
tions might well be termed a "voluntary tax," by which a taxpayer undertakes
to discharge his obligations to the public by non-government means. We need
also to face squarely whether we wish to shift more completely the burden of
all health, education, and welfare from the private to the public sector.

Philanthropy is not a "loophole." Deductions for philanthropy are an en-
couragement to voluntary responsibility, not a device for avoiding responsibility.

Too much stress is being laid on how people reduce their taxes by making
gifts. We need more emphasis on the good accomplished through voluntary
I)hilanthropy, at a lower cost to government, and with resulting enrichment
-of pluralism. Since the Government is ,calling for more initiative by the pri-
'ate sector in taking responsibility for identifying and solving public problems,
It is parlZ-.alarly important that legislation not be enacted which would severely
limit the private sector's oapauity to take such responsibility.

The following recommendations are respectfully submitted:
1. Contributions of appreciated property should be removed from the Limited

Tax Preference group and from the Allocation of Deductions process. Such
-contributions should be deductible at fair market value with no capital gains
tax on the appreciation.

2. In case of charitable remainder trusts and life income contracts, where
appreciated property is contributed, the deduction should be based on the fair
market value and no capital gains tax levied, and any capital gains enjoyed by
the trust or the life income pooled fund and permanently set aside for the exempt
,organization should not be taxed.

3. In case of charitable gift annuities, where appreciated property is con-
tributed for the annuity, present tax treatment should be retained.

4. While the general fundations themselves are in a better position to discuss
most of the sections of the House Bill that will help or hinder them in the
performance of their services in the public interest, we wish to oppose the levying
,of a 7.5% tax on their investment income, especially on the foundations through
w h h corporations make their contributions to independent colleges. We oppose
this for two reasons: (a) it will divert many millions away from the colleges;
and (b) it is a dangerous precedent which later might mean the imposition of
an income tax on other types of exempt organizations such as colleges.

5. We favor the House Bill's proposal which would end the so-called Clay-
Brown practice of debt-financed purchases of businesses by exempt organizations.

6. We favor also the Bill's move to tax the income of unrelated businesses
owned and operated by exempt organizations.

7. We favor also increasing the limit on deductibility from 30 percent to 50
percent of an individual's income.

8. We believe that donors of tangible personal property, such as art objects,
rare manuscripts, and the like, should be allowed a deduction of the fair market
value. We understand a special commission for determining proper values in
such cases is working well with the Internal Revenue Service.

9. We ask that "private foundations" be so defined as to exclude the state
associations of colleges organized to secure financial support from corporations.

Adopted, Los Angeles, September 10,19e9.
Harold M. Hecht, ICSC Chairman of the Board, and Chairman, J. W.

Robinson Co.; M. Norvel Young, ICSC President, and President,
Pepperdine College; Victor C. Andrews, Partner, Andrews Broth-
ers Co. of California; Ralph Carson, Chairman, Carson/Roberts/
Inc.; J. S. Fluor, Honorary Chairman, Fluor Corp.; George R.
Hearst, Jr., Publisher, Herald-Examiner; Robert T. Howard,
General Manager, KNBC; Roy G. Johnston, First Vice Chairman,
Brandow & Johnston Associates; Arthur D. MaacDonald, President,
Coca-Cola Bottling Co. of Los Angeles; A. C. Pelletier, Honorary
Chairman, Purex Corp.; Thomas P. Pike, Vice Chairman, Fluor
Corp.; Forrest N. Shumway, President, The Signal Co.; Williarki
French Smith, Partner, Gibson, Dunn & Crutcher; John Stauffer.
Director Emeritus, Stauffer Chemical Co.; George H. Armacost,
President, University of Redlands; John W. Atherton, President,
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Pitzer College; Louis T. Benezet, President, Claremont Graduate
School; John L. Davis, President, Chapman College; Mark H.
Curtis, President, Scripps College; Richard C. Gilman, President,
Occidental College; Sister Helen Kelley, President, Immaculate
Heart College; Father Donald P. Merrifield, S. J., President,
Loyola University of Los Angeles; Sister Cecilia Louise Moore,
President, Mount St. Mary's College; Howardl R. Neville Presi-
dent, Claremont Men's College; Leland 13. Newcomer, President,
La Verne College; Paul S. Smith, Chancellor, VNhittler College;
John W. Snyder, President, Westmont College.

1050 MEMBMI COLLEGE
Chapman College
Claremont Graduate School
Claremont Men's College
Immaculate Heart College
La Verne College
Loyola University of Los Angeles
Mount St. Mary's College
Occidental College
Pepperdine College
Pitter College
Scripps College
Universiby ot Redlands
Westmont College
Whittier College

EAoLEMMOK Sooor,
Deerfleld, Masn., August 20, 1969.

Hon. RusszuL B. LONG,
Chairman, QOtIftte on Finanoe,
U.S. Senate,
WVashifngtot, 1,O.

DzAR Mi. LoNo: Because Baglebrook is an independent school largely sup.
ported by private contributions, I am extremely concerned about some aspects
of the tax reforms presently being considered by the Congressional Commit-
tees involved.

There is no question in my mind that some reforms are deperately needed.
However, measures that might reduce the incentives to support philanthropic
and educational institutions do not fit my definition of "reforms," I refer spe-
cifically to the legislation that would place limitations on deductions for gifts
of appreciated property.

I know that as. an independent school we are not alone in relying heavily
upon this specific source of income. During the past fiscal year we have, received
approximately $82,500 from donations, of appreciated stocks. Even when tbis
amount was added to our other sources of income we still experienced a decent.
Any measurable reduction of the $8250 figure could have been termed disas'.rous.

In. addition, we have Just embarked upon a major and urgently needed capital
improvement program, the cost of which will be several million dollars over
the next few years. Traditionally, support for such programs has come largely
in the form of appreciated property. At the, present date we have pledges in the
amount of $210,000 that we know will be coming to us in this form.

On a national scale our figures are Inftitesimual. It seems to me that passage
of any such limitations is likely to open a Pandora's Box of financial woes for
most of the nation?s private schools, museums, hospitals, orchestras, etc. Cer-
tainly many of these may be forced to close their doors--or alternatively-
draw upon the public sector for financial support, It does not appear to me to
be In the national Interest for Congress to take such a risk.

I fervently hope that alternative programs will be carefully considered that
might aftiet the necessary reforms without endangering, the status of this vitally
needed source of support.

Sincerely,
0. STUAXT CHASx, Hleadmaster.

,
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STATEMENT SUBMITTED ny ARLAND F. CHIRTST-JANER, PRESIDENT, 1BOSTON UNim-
SITY, AND PRESIDENT, ASSOCrATION OF INDEPENDENT COLLEOEB AND UNIVERSITIES
IN MASSACHUSErrs*

Mr. Chairman and Members of the Committee, All colleges and universities,
public as well as private, face critical financial problems as they attenl)t to main-
tain and develop sound educational programs for an increasing number of
students. At no time in the history of this country have educational institutions
needed so much private support to meet their challenges.

The Congrem of the United States, recognizing the will and the wish of the
peolile to participate, Independently of the government, in the development
of educational and philanthropic institutions, established income tax laws
which provided incentives for voluntary support of such organizations.

Realizing that our existing tax system requires reform in terms of fairness
and equality, we are deeply concerned that some of the remedial proposals will
seriously curtail our ability to meet the growing demands for expanded and
Improved facilities and programs.

The passage of HR. 13270, understandably introduced In part to curb the
highly-publicized though rare tax abuses of certain individuals and foundations,
threatens the very principle of private philanthropy. Congressman James B. Utt
(Republican-California), a member of the Ways and Means Committee and of
the Joint Committee on Internal Revenue Taxation, takes note, in this statement
on the bill, of the imagination and creativity of private philanthropy to meet
the heavy financial responsibilities of private educational institutions, and warns
that withdrawal of such support w6uld place a heavy burden on the Federal
government.

Passage of the proposed tax reform legislntlo wouldd result in serious loss of
Income to educational institutions, thereby effectlng a reduction of services
which they render and a substantial weakening of their financial stability. State-
supported as well as private colleges and universities wonld be affected, for all
higher education institutions receive voluntary support fr6m lumni and friends.

A review of the services offered by the iudeo*ndent colleges and universities
of Massachusetts and some of their financial problems reveals some pertinent
factors.

. . . During the 1067-"S academic year, 66% Or 106,741 of the 252,638 students
enrolled in the Commonwealth were in private Institutions.

* . . 75% of the Bachelor's degrees, 85% of the Master's and first professional
degrees, and 05 of the Doctoral degrees were granted by independent colleges
and universities.

* . . Approximately 57 institutl6fi of higher learning in Metropolitan Boston
servo an estimated 141,000 students; of these, 48 are privately supported, enroll-
ing 124,000 or 88% of the total.

Of more specific interest, these 48 private institutions faced estimated operat-
ing deficits of nearly $7 million for 1907-68, and conservative projections point
do not include expansion of physical facilities which, by tradition, have been
to deficits of $10 million annually before 1976. These are operating deficits and
financed largely by gifts of alumni, friends, industry, and foundations.

If the independent colleges and universities of Maqsachusetts are to continue
their important role in our system of higher education, their financial viability
must be enhanced, and new avenues of financial support must be developed. Legis-
lation which would curtail gift support would be catastrophic, and would
Increase the financial burdens of the people of the Commonwealth. For if the
Massachusetts residents currently enrolled in our independent institutions were
to transfer to publicly-controlled institutions, it would add over $100 million
annually to the current tax burden for operating expenses only.

We are deeply concerned with any decisions affecting gifts of appreciated
securites, life income gifts, and with the provisions regarding Alloeation of
deductions. A recent atudy of 28 of the member Institutions of the Assoefrotlon
of Independent Colleges and Universities in Massachusetts revealed that during
a single fiscal year, an average of 6% of gifts from individualN were in the
form of securities and properties. If the present provisions for tax reform are
approved, this support will be curtained drastically.

We believe that Congress can review and enact meaningful tax reform legis-
laton that is compatible with traditional and historic policy that has nurtured
the growth of free and Independent institutions in our country.

0 Names of 52 member colleges and universities attached to this statement.
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On behalf of all of the independent colleges and universities in Massachusetts,
I ask that the new tax law reaffirm and extend the long-established and essen-
tial tax incentives to charitable giving which will support the American
philosophy of private philanthropy in support of educational institutions.

52 MEMBER INSTrrLTIONP OF THE ASSOCIATION OF INDEPENDENT COLLEGES
AND TNIMVSITIES IN MASSACHUSETS

American International College, Spring-
field

Amherst College, Amherst
Anna Marie College for Women, Paxton
Assumption College, Worcester
Atlantic Union College, South Lan-

caster
Babson College, Wellesley
Bay Path Junior College, Longmeadow
Bentley College of Accounting and- Fi-

nance, Waltham
Boston College, Chestnut Hill
Boston University, Boston
Bradford Junior College, Bradford
Brandeis University, Waltham
Cardinal Cushing College, Brookline
Clark University, Worcester
College of our Lady of the Elms,

Chicopee
College of the Holy Cross, Worcester
Dean Junior College, Franklin
Eastern Nazarene College, Quincy
Emerson College, Boston
Emmanuel College, Boston
Endicott Junior College, Beverly
Garland Junior College, Boston
Gordon College, Wenham
Harvard University, Cambridge
Hebrew Teachers College, Brookline
Lasell Junior College, Auburndale
Leicester Junior College, Leicester
Leslhy College, Cambridge

Massachusetts Institute of Technology,
Cambridge

Merrimack College, North Andover
Mount Holyoke College, South Hadley
New England Conversatory of Music,

Boston
Newton College of the Sacred Heart,

Newton
Nichols College of Business Admink.o-

tration, Dudley
Northeastern University, Boston
Pine Manor Juntor College, Chestnut

Hill
Radcliffe College, Cambridge
Regis College, Weston
Simmons College, Boston
Smith College, Northampton
Springfield College, Springfield
Stonehill College, North Easton
Suffolk University, Boston
Tufts University, Medford
Wellesley College, Wellesley
Wentworth Institute, Boston
Western New England College, Spring-

field.
Wheaton College, Norton
Wbeelock College, Boston
Williams College, Williamstown
Worcester Junior College, Worcester
Worcester Polytechnic Institute, Wor-

cester

WASHINOTON, D.C., October 14, 1969:.
Bon. Rvszt 13.1Lo40,
Chairman, Se"nte Finale Commintee,
New Son.-te O7 cc Building,
Waeh'agton, D.C.

DEa MR. CHAIRMAN: We respectfully request that this statement be included
in your committee's official hearing record on H.R, 18270, the Tax Reform Act
of 1969. It i filed on behalf of United Student Aid Funds, Inc., 845 Thrid
Avenue, New York, N.Y. USA Funds is concerned that the ambiguity of port....
of proposed section 4945 of the Act might impair Its ability to perform its cl
table functions with maximum effectiveness.

United Student Aid Funds is a national, nonprofit. tax-exempt corporations
which was established in 1960 to guarantee bank lowms to deserving college-
students who could not otherwise obtain the necessary marginal funds for their
education. USA Funds does not make loans; its function is to guarantee the
loan made by private commercial lending Institutions.

To *sre banks tlht any loan not repaid by students will be made good by
USA Funds, USA Funds maintains a reserve fund. The income this fund pro-
duces helps pay the administrative costs of the program. Any surplus income
would be added to the fund, this increasing USA Funds, capacity to guarantit
additional loans. For every dollar in the reserve fund, USA funds Is able to,
uarantee at least ten dollars in loans. i

V_ Momey for the reserve fund comes from contributions by many donors, includ-
Ing educatlona insitutions, businesses, philanthropic cheAitable foundations,.
etc. In many Instances, reserves are earmarked to serve a specified group of
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student,. for example, College A might deposit $10,000 to serve as the basis for
guaranteeing $100,000 of loans to students at College A. Corporation B might
make a similar deposit to provide the basis for educational loans to Corporation
B's employees or their children. Philanthropist C might do the same, so that
loans can be guaranteed for children In a geographic area of special concern to
Philanthropist C. Private foundation D might make a contribution to guarantee
loans to students who intend to pursue a specified profession, or people who
live in a defined geographic area. But regardless of source, it is the continuing
flow of contributions to the reserve fund maintained by USA Funds that has
enabled it to expand its loan guaranty activities and thus enable an ever-expand-
ing number of students to gain the advantages of a college education.

USA Funds fears that these special deposits, and thus the volume of loanl
guarantees, could be severely curtailed if the language of section 4945 of the
Tax Reform Act of 1969 is not clarified. We do not believe this language was
designed to discourage or prevent such contributions-but lack of clarity could
effectively have that result.

Section 445 creates a class of "taxable expenditures" by private foundations,
the penalty for which is a tax levied on the foundation equal to 100% of the
amount of the expenditure, and a tax on the foundation manager equal to 50% of
the amount of the expenditure. Section 4945(b) (3) defines a taxable expenditure
as "a grant to an individual for travel, study, or similar purposes" unless the
requirements of section 4945 (e) are met.

Section 4945(e) has the effect of excluding from the definition of taxable
expenditures individual grants awarded on an "objective and non-discriminatory
basts" if they are made pursuant to a procedure approved by the Secretary of the
Treasury or his delegate. Thus, USA Funds and potential contributors thereto
are confronted with a set of problems. Is USA Funds by guaranteeing loans
thereby making a "grant" and thus a "taxable expenditure"? Are loan guaran-
tees made, for example, to the children of Company B's employees considered
"non-discriminatory"?

Again, USA Funds does not believe it is in the business of awarding grants of
scholarships, and that proposed section 4945 does not apply to its activities--and
we have been assured by officials in the Treasury Department that this is the case.
But the mere existence of ambiguity when viewed in the light of the penalties
makes it quite probable that foundations and their managers will be inhibited
in making any contributions that might fall into the arena of "taxable expendi-
tuTes" and for each dollar a foundation falls to contribute, ten dollars in loans
to needy students are lost. One solution to this problem would be the inclusion
of language in the Tax Reform Act and your Report expressly excluding the
guarantee of stdent loans from the definition of "taxable expenditures" under
section 4945.

Education of our young people is among our, highest national priorities. It was-
solely with this in mind that United Student Aid Funds Inc. was organized. In
the ten short years of its existence, it has guaranteed more than $250,000,000 in
loans and thus assisted in the education of more than 310,000 deserving students.
We hope earnestly that your Committee will take the steps needed, so that this
legislation pending before your Committee will not impair USA Funds' ability to
continue its service to America's reserving young people.

Sincerely,
HAMEL, MORGAN, PARK & SAUNDERS,.

By E. A. MCCABz.

HONIGMAr MILLER SCHWARTZ & COHN,
Detroit, Mich., September 18,19691.Re H.R. 13270, tax reform bill of 1099

FINANOZE CoMMITiEL OF THE SENATE,
Senate Offioe Buifing,
Wash gtoN D.O.

GENTLEMEN: In the period since H.R. 18270, the Tax Reform Bill of 1969, was
passed by the House of Representatives, I have been giving increasing time to a
review of its provisions, particularly insofar as they relate to charitable institu-
tions and charitable contributions. I have been concerned with the provisions be-
cause a substantial portion-of my practice deals with federal income tax matters
and because it has increasingly seemed to me that the effects 0 many of the pro-
visions are more far-reaching and more Inequitable than first appears.
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PROVISIONS CONCERNING CHARITIES

My concern deepened when I applied the provisions to a specific problem with
which I have been faced in my practice. This problem arises in the case of a
husband and wife the bulk of whose estates consists of real estate which has been
held by them as tenants by the entireties for approximately 40 years. They de-
sire to retain the use of the property during their joint lives and for the life of
the survivor but to presently commit the property to charitable purposes upon
the death of the survivor.

Because of the nature of tenancy by the entireties for local law purposes and
because of its treatment for gift and estate tax purposes under the law us now
In force and because of the fact that, as Is normal in such cases, all of the con-
sideration for the property was furnished by the husband, the only method of
accomplishing their purpose is one Which is effectively barred by the House Bill.
It seems to me that this result Ifollows, not by design, but because in drafting
the House Bill insufficient attention was given to the overall estate and gift tax
impact of the provisions dealing with estate and gift tax deductions for charitable
remainder Interests. While I am, of course, familiar with the problems which
this provision was intended to meet, I am convinced that these problems can be
solved by a combination of legislative and administrative action which will not
be so disruptive of long established estate and gift tax patterns.

I have accordingly prepared a memorandum which discusses In greater detail
the above problem and ,ertain other problems raised by H.R. 13270. A copy of
that memorandum Is enclosed. In general, the conclusion which I have reached
Is that although many of the abuses sought tO be restrained by the House Bill
are real abuses, the remedies proposed are, in general, not advisable because
of their wider social consequences, because of the inequities which many will cre-
ate as between taxpayers dlmilarly sit'Ated and because of the overwhelming
complexity of the proposed statutory ehabgeg.

OTHIM P1OVIeIOis

T have also given considerable attention to the Other provisions of H.R. 18270.
Generally, I believe that It is fair to conclude that many of the provisions are so
complex that It ts difficult to determine the real contribution that they will make
to tax equity in the long run. Initially, the problems Involved In the preparation
and audit of returns of taxpayers will make It even more difficult than It is now
to Intelligently plan business transactions. One of the major criticisms of tbe
Internal Revenue Code In Its present form is that tall consequences of a business
transaction may vary tremendously depending on factors which have no real
business or economic significance. It Is clear that this criticism will be even more
valid If the provisions of the House Bill are adopted.

DtEMMR 0OMUPENArIZON

The provisions of H.R. 18270 dealing with the general problems of deferred
compensation are intended to correct some of the unfairness of present law.
What the House Bill does not recognize is that this unfairness results from the
fact that It is a basic principle of our present Income tax law that not all Income
to to be taxed at the same rate. Certain forms of deferred compensation, for
example, are now and would remain subject to favorable tax treatment. The
history of the law in this area has bpen that the types of deferred compensation
eligible for this special treatment have alternatively been widened and narrowed
with exception being heaped upon exception. No meaningful reform in this area
is pomible unless and uhtll the Obtire questlbn of special effective rates for differ-
ent types of Income is k'eviewed. As long as any type of income is to be specially
treated, the creation of new categories, neW ttdles khd new exdeptiobs can only
compound the basic Inequity of the law. ThusL under the income tax law as it
would stand upon the adoption of the House hill, employees of large publicly
held corporations would be more favorably treated than employees of closely held
corporations; who would be more favorably treated than teachers and other em-
ployees of eretnot otgant1atlol: Who *h Outld be more t'hvorhb treated than all
Individuals who are Oulloyed bt fUbctiaptt, § cotporatlonsN by partnerships or
by ole proprletor h lp s . -

Whle e Hots B1 does bliminate special benefits that were in the past
available to emplOYeeS ofyUbltcW held cipotations through use of So-called
'tetricted propek'ty,i the gilt creates, in the pension and profit sharing area, a
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new discrimination between owner-employees of corporations which for other
reasons elect to be taxed normally and owner-employees of corporatioIs which
for other reasons elect to be taxed under Subchapter H of the Code.

INSTALLMENT SALES

In its provisions dealing with installment sales and the election to he taxed
under the installment method, the House 1311), intending to meet one problem
arising from the use of convertible debentures in the acquisition of closely held
businesses by publicly owned corporations, creates a whole area of new problenns
in its attempt to limit the use of the installment method in other types of trans-
actions. rt limits use of the installment method to situations In which payments
are spread more or less evenly over the life of the installment contract. The House
Bill will prevent many transactions in which payments are not made In this way
for reasons having nothing whatsoever to do with taxes. For exanleh, it is now
possible for a real estate developer to buy land but to defer payment until a
lengthy course of improvement Is completed. This would be impossible inder

I.R. 13270 because the seller will be unable to defer his tax until lie actually
receives the cash purchase price. This will have the result of foreclosing from
real estate development those who do not have access to other forms of credit
usable for the purchase of land. Large developers will be able to make earlier
payment because of their ability to secure bank or other commercial financing
for land purchases. It should be noted that the original purpose of reform in this
area was to prevent the use of the installment sale provisions in the process of
concentration of economic power by merger and acquisition. In the example given,
the effect of the reform provision will be to concentrate activity in one very sig-
nificant area of the economy-in large land operators.

LIMIT ON TAX PREFERENCES

The provisions of the House Bill dealing with so-called limit on tax preference
will, if adopted, have the dubious distinction of being probably the most compli-
cated provisions of the Code. It is already clear that in many respects this pro-
vision will not accomplish its purpose but will simply direct the kind of activity
to which it relates into other forms.

GENERAL CONSIDERATIONS

I believe that tax practitioners will generally agree that tax equity cannot pos-
sibly be increased unless the tax law is simplified. Inequity is both a cause and
an effect of complexity. I also believe that It is only a half truth to state that there
is a risk that our inoome tax system cannot survive unless it is made more equi-
table. As great a threat to our system is its complexity. So-called reform which in-
creases the complexity of the law and which relies upon new categories of income,
new definitions, new exceptions and new exclusions is not reform at all and can
only lead to greater unfairness and greater distortion of normal business activity
for ta purposes. For these reasons It is my belief that those desiring reform
of the tax law cannot accept the nation that such reform is possible by any-
thing like the House Bill. Reform depends upon Issues much more basic than
those considered by the House. Although I am convinced that many of the areas
with which the House was concerned are areas in which real abuses take place
an.4 in which the application of the tax law is not sound, either from the point
of view of econowle or social policy. I am also convinced that on balance our tax
law will be worse if the House Bill is passed than if it is not. Nor do I believe that
it Is possible to make technical corrections to the provisions of the House Bill,
which would change this result. The proper way in which tax reform should be ac-
complished is exemplified by the work that has been done in the a rea of tie estate
and gift tax laws. While I disagree with some of the conclusions of the America,,
Law Institute study and recommendations in this area, the reforms which Ut-
recommends are based on a clear understanding of the social goals of these
taxeo. The result is a thorough-going revision of the law which provides a con-
sistent, relatively simple statutory scheme. This could not have been accomplished
by piece-meal revision but was possible only because the entire body of law
dealing with those taxes was considered as a whole. A similar process is required
for meaningful and useful revision of the income tar law.

Certain provisions of the House Bill are not intended as structural changes
in the law. Examples are the provisions dealing w,.th percentage depletion, for-eign tax credit, bank bad debt reserves, farm and h,bby losses, capital gain tax
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rates and holding periods, increase in optional standard deduction, and other
tax rate adjustments. These proposals take the present pattern of the income
tax law as given. I believe that many have merit, and do not intend that the
comments In this letter apply to them.

Tax practitioners have a responsibility to assist in the improvement of the
body of the tax law, without regard to the special interests of their clients I
-hope that this letter will serve as a partial discharge of that responsibility.

Very truly yours,
MILES JAFF&.

MEMORANDUM

EFFECTS ON PRIVATE CHARITABLE ACTIVITIES OF TILE TAX REFORM BILL OF 19609,
II.R. 132170

tI.R. 13270 contains provisions which would drastically revise the income, gift
.and estate tax consequences of private charitable contributions. These changes
will not only have substantial tax effects on donors but will, without doubt, sig-
nificantly affect the manner and extent to which private charitable activities are
conducted. Thus, some types of charitable activity will be substantially restricted
in the future while others will b significantly less affected. Furthermore, the
proposed changes in the tax law will have significant effects in other areas in
which public policy ought to be concerned. This memorandum is intended to
explore some of these problems raised by H.R. 13270.

The comments and criticisms of the provisions of H.R. 13270 that follow are
based upon certain general criteria for judging the tax system as a whole as
well as specific provisions within it. It is desired that certain of these general
criteria be made explicit atthe outset:

1. The tax system ought not to be used as a device for subsidizing any particu-
lar form of business act! ;ity. Such subsidies are by their nature indirect and are
therefore not likely to be fully considered as such by the political process. Fur-
thermore, no tax system which attempts to subsidize can be equitable.

2. At the very least, the tax system ought to be equitable; that is, persons in
substantially similar economic circumstances should be similarly taxed.

3 One consequence of the application of the two foiegoing criteria would be
the simplification of the tax system, a major policy goal in itself. Most of the
complicated provisions of the income, gift and estate taxes exist in areas in
which the tax law is being used to subsidize certain forms of economic activity
or In which discrimination as between taxpayers similarly situated from an
economic point of view, is deliberately intended.

4. Application of the three foregoing criteria would necessarily mean that
any nominal rate structure would approximate the actual tax rate structure.

The present tax law is notable for its non-conformity to all of these criteria.
While attempts to achieve the goals implicit in the foregoing criteria are

laudable, it must be recognized that the present departures from them have
resulted in the development of expectations among taxpayers which are clearly
justifiable under the law as it has existed for many years. Furthermore, many
social institutions operating in areas far removed from the tax law have devel-
oped because of the provisions of the present tax law. Piece-meal changes in the
tax law in general intended to promote a sound tax system may therefore have
the effect of discriminating between persons who can and who cannot change
their business and personal affairs as the tax law changes, and may have sub-
stantial side effects in otlber areas affected with public interest. Improvement in
the tax law should minimize inequities and unfairness resulting from the

-changes and should be devised and Implemented to reduce undesirable social
repercussion.

One general comment conceting the effect of H.R. 13270 on charitable institu-
tions and charitable contributions should also be made at the outset. ti is doubt-
less true that a serious policy question exists as to whether activities now
conducted by private charities should be taken over by government. Many of
these activities are socially essential. It can only be bad policy to discourage
these activities on the part of private charities before arranging for their con-
tinuance by government. Two examples will suffice.

The Imortanee of the exLstence of private colleges and universities cannot be
-doubted. If private support for these lrnsttutions is to be discouraged, some ar-
rangement or substitute support by government must be made in a way which

-will permit them to continue to funotlo* tree from the influences of the political-process. While HR. 18270 will tend to tdiseourage private support of such col-
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leges and universities, no government financing alternative is n sight. If it is
specifically desired to subject private colleges and universities to the political
process by making them dependent upon government for financial support, that
policy should be debated and decided explicitly by the political process and not
hidden in the technical provisions of nominal tax reform.

Organizations that would be denominated private foundations under H.R.
13270 have demonstrated the ability to respond quickly and flexibly to natural
and social emergencies and disasters. Whatever else may be said of the activities
of publicly supported charities and of government, it is certainly clear that
neither is generally capable of the prompt and flexible response that has been
exhibited by the best private foundations. This consideration may not outweigh
the desire to place these activities under government control. At the very least,
however, this issue is another which should be debated in the political process
specifically and not buried in legislation nominally concerned with and debated
in terms of tax reform. If such explicit debate leads to the conclusion that
this advantage of private foundations is outweighed by tax considerations, then
certainly some alternative means of providing the flexible kind of response needed
In a rapidly changing society should be provided contemporaneously with the
elimination or restriction of the private foundation.

These general considerations lead to a discussion of certain specific provisions
of H.R. 13270.

Sections 201(c) and 301(a) of H.R. 13270 impose substantial limits upon the
incentives to contribute appreciated property to charity. In cases in which the
appreciation is not directly taxed to the donor, it is treated as "tax preference
income." The appreciation itself is taxed to the donor on all gifts of other than
capital assets and on gifts of capital assets to private foundations. It is clear
that a substantial portion of the support of both public and private charities
has come from gifts of appreciated property, under the present provisions of the
tax law which leave entirely untaxed the unrealized appreciation. These proposed
changes in the law will tend to reduce this type of support, particularly in view
of the fact that in many cases contributions could not or would not be made
at all except in the form of appreciated property. No substitute for 'this type of
support to public charities, Including schools, universities and hospitals, is In
sight.

One major use of the present provisions of the tax law dealing with gifts
of appreciated property to charities has been the transfer of control of closely
held businesses to private foundations. In many cases this transfer of control
has been tax-motivated in the sense that the transfer of the business to the
charity either makes possible the realization of funds needed to pay, for example,
estate taxes, or reduces the burden of those taxes. While the general criteria
for a sound tax system proposed in this memorandum indicate the desirability of
treating persons whose wealth is in the form of publicly held securities no dif-
ferently from those whose wealth is in the form of closely held businesses, it
mnust be recognized that the effect of these provisions will be to make it more
likely that closely held businesses will be sold to large publicly held businesses
In order to make alternative provisions for taxes.

The treatment of any untaxed appreciation in property donated to charity (i.e.,
to publicly supported charities) as tax preference Income raises a serious policy
question. Donors making such gifts do not normally retain control of the property.
One may question whether in any meaningful. sense they have realized the appre-
ciation from the property. Under present law unrealized appreciation escapes
Income tax if the owner of the property dies before disposing of it, Nor is unreal-
lted appreciation taxed at the time of an inter-vivos gift to a private person,
-even if control is retained. It is questionable whether the person who, instead of
holding the property, gives It to charity ought to be subject to a tax which his
less generous counterpart will escape. It would be ironic if a man who gives ap-
preciated property to charity during life realized more Income than the man who
gives appreciated property to his children during life. It would appear wise to
treat the general problem of unrealized appreciation in a unified manner so as to
avoid this type of discrimination.

Section 101(a) of H.R. 13270 imposes a 7%% tax on Investment income of
charitable institutions. The bulk of this tax will be borne by the beneficiaries of
:charitable activities. This tax gives every appearance of being nothing but a
device to discourage private charity without providing realistic alternative

-46irces for the benefits private charity makes available.
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Section 101 (a) of H.R. 13270 Imposes a substantial penalty tax on the termina-
tion of the tax exempt status of private foundations. At the discretion of the
Treasury these penalties can be abated if as part of the termination of exempt
status, all of the assets of the foundation are distributed to charity. There would
appear to be no reason why such abatement should not be automatic unless the
provision Is an Invitation to the Treasury to impose restrictions on the principle
of abatement in these circumstances.

Section 101(b) of H.R. 13270 Imposes a substantial tax on the ordinary income
of private foundations not distributed currently for charitable purposes. Such
undistributed income Is defined to include a reasonable rate of return on all
investment property whether it produces that return or not. Thn provision gives
no relief in cases in which non-income producing property is donated to the foun-
dation and the foundation's trustees, for good business reasons, hold the property
for a time in order to realize what they consider to be its full fair market value.
For example, if a private foundation receives a gift of non-dividend paying, listed
securities today, the trustees might well decide that the market is depressed and
that it would be desirable to hold the securities until the stock can be sold at a
better price; or, a parcel of vacant land might be donated at a time at which
money market conditions make realization of its intrinsic value impossible.

The law should permit trustees to hold such assets for a reasonable period
of time without running the risk of incurring this penalty tax. The existence of
the tax will further make It almost impossible for the trustees to properly
exercise their fiduciary responsibility. If the property is sold at less than its
intrinsic value because of an artificially depressed market, the trustees may be
subject to surcharge. On the other hand, if the property is not sold promptly
and the penalty tax Is imposed, the trustees may also be subject to surcharge.
While it is, without doubt, desirable to require private foundations to make
distributions out of income reasonably currently, they should have a reasonable
time to dispose of undesirable assets.

The same section of HR. 13270 Imposes a penalty tax on investments of private
foundations which Jeopardize its exempt activities. The statute provides no
standards defining such unsafe investments. Further, the section would appear
to apply to a case in which a foundation received a gift of highly speculative
property and held it only for a period reasonably necessary to effect its orderly
disposition. This provision of the House Bill, together with the provision im-
posing the penalty tax on undistributed income, will, as indicated herein, in
many cases penalize responsible conduct on the part of private foundations. Both
problems could eakaly be solved by covering specifically the problem of orderly
disposition of non-income producing or speculative assets received by gift or
becoming improper investments for the foundation through no fault of its
trustees. A reasonable period of time for disposition of such property ought to
be grantedL

Section 201(e) of H.R. 13270 prohibits an Income tax charitable deduction
for remainder interests in trusts unless the preceding income interest provides
for either the payment of a fixed amount of money per year to the income bene-
ficiary or provides for the payment of a fixed percentage of the value of the
corpus per year to the income beneficiaries. Section 201(h) eliminates the es-
tate and gift tax charitable deductions for charitable remainder interests unless
the life Income interest meets the same standards. It Is unlikely that the dis-
allowance of the income tax deduction in these circumstances will have any
really significant effect. However, the amendment of the estate and gift tax law
does appear to be ill-adv.ed at this time. An example of the perhaps unintended
effects of this provision, developed from a real situation, indicates the kind of
problem created. A husband and wife long ago acquired, with funds furnished
entirely by the husband, as tenants by the entireties a substantial tract of real
estate on which they have made their residence. They have provided for their
children from other assets during their lives and desire to pass all of their
property to cLarity on the death of the survivor of them. In addition to the real
estate, each rmns securities. However, the total value of the securities is less
than the value of the real estate. Because ti i husband furnished all of the con-
sideration for the purchase of the real estate, its entire value will be includible
in his gross estate, notwithstanding tha't without the consent of the wife her
interest In the property cannot be eliminated.

Under present law, without terminating the tenancy by the entireties and
incurring a substantial gift tax, there is only one way that the property can be
given to charity after the death of both without the Imposition of a substantial
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tax. The husband and wife have effectively agreed that unless both of them con-
sent during their joint lives, on the death of the survivor the property is to pass
to charity. Under the estate tax law as it now stands, the entire value of the
real estate will be included in the husband's gross estate but he will receive a
deduction for the value of the charitable remainder. Thus, estate tax will be
imposed only on the value of the wife's life estate. Under the House Bill the en-
tire value of the real estate will be included in the husband's taxable estate since
the wife's life interest is not such as will qualify the remainder for the charitable
deduction. Because the land is not income producing, there is no way to meet the
requirements of the House Bill. Furthermore, no part of the value of the property
will qualify for the marital deduction since the wife's interest is limited to a
life estate. This result follows even though it would be impossible for the husband
to make a present outright gift to the charity without the wife's consent.

This harsh provision is intended to eliminate valuation problems that arise
when a remainder Interest in a -trust Is given -to a charity. Under present Treasury
Department practice these remainder interests are valued on the basis of a dis-
count table which uses an assumed rate of interest of only 31/,%. Clearly such a
low rate of interest Is unwarranted. There would appear to be no reason why
even without legislation the Treasury Department could not require the use of a
discount table based on a more realistic rate of interest. Certainly, Congress
could (and should) give the Treasury Department any specific authority it feels
it may need to accomplish such a result. Another valuation problem arises be-
cause the courts have held that in some circumstances even If the life income
beneficiary may receive emergency distributions of corpus, the value of the
charitable remainder may escape significant reduction if it is unlikely that the
power to invade corpus will be exercised. Specific legislation could also close this
loophole. However, in the example given above, there is no possibility of invasion
of corpus.

The American Law Institute proposal for the reform of the estate and gift
taxes would free from such taxes transfers between spouses but would tax all
transfers from one generation to the next. It should be noted that if this propowd
were adopted, no tax on the real estate would be Imposed on the death of the
husband or on the death of the wife in the above example even If no commitment
to the charity were made until the death of the survivor.

Piece-meal amendinent of the estate and gift tax law of the type proposed In
the House Bill Is bound to create serious inequities and raise substantial technical
problems. The example given deals with property held by the entireties, but other
problems will doubtlss arise In other situations in which gift and estate tax
burdens do not coincide with ownership for local law purposes. The estate and
gift tax law should be separately considered by the 'Congress, and until that con-
sideration, the amendment proposed by the House Bill should be eliminated.

In the example given above, assuming the use of a discount table based on a
reasonable rate of interest, no valuation problem exists. There would appear to
be no other reason to make impossible the tax-free transfer of this particular
.Property to charity after the death of the husband and wife who live on it. Even
if there were a reason for imposing a tax, that reason should be considered in
conjunction with a thorough-going reform of the estate and gift tax law, for, as
indicated in this particular case, the extreme reform of freeing from tax all inter-
spousal transfers and taxing all inter-generation transfers would permit a tax-
free accomplishment of this charitable purpose, would eliminate the valuation
problem, and would accomplish much more significant (and fairer) reform of
these transfer taxes. In general, provisions which affect the manner in which
property is held and the manner in which it is transferred without consideration
by gift or on death, for gift and estate tax purposes, should not be adopted with-
out careful consideration of the entire body of estate and gift tax law.

The types of income interest permitted to precede the charitable remainder
under the House Bill are not the types which, absent any tax consideration,
would be, generally used in estate planning. Without regard to tax considerations,
a fixed dollar income for the life beneficiary, given the fact of Inflation, simply
does not give sufficient protection to the income beneficiary. Similarly, however
'willing the taxing authorities may be to undertake periodic evaluations of the
corpus of a trust, no fiduciary wlU welcome that responsibility where the amount
to be paid annually to the Income beneficiary would be so directly affected. The
Pre*zt money market illustrates another problem; If a trust providing for pay-
Ment to, the life beneficiary of a fixed percentage of the value of corpus today
heid.dbt securities, the amount of distributable income would have dropped,
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because of the rise in interest rates, even though actual income remained un.
changed and living costs continued to rise. Furthermore, in many cases oppor-
tunities for tax avoidance by over-valuation of corpus would be more difficult
to eliminate than those afforded by the Treasury policy and court decisions re-
ferred to above. Whatever else the gift and estate tax laws are intended to acco n.
plish they should make it possible, for example, for a husband to make adequate
provision for the support of his wife after his death as well as for any other
dependents who for any reason may be incapable of supporting themselves. A
provision which discourages people from doing so in a reasonable manner, without
consideration for tax effects, and which discourages the use of charitable re-
mainders after that duty is discharged will simply have the effect of reducing
charitable contributions. If the property is to be taxed anyway, it might just fi
well be given to private individuals rather than to charity. The tax revenues will
be the same In either case but the policy of the estate tax law, namely the reduc.
tion of the amount of wealth passing from one generation to another, will be
frustrated.

Section 201 (f) of H.R. 13270 changes present law under which trusts and
estates are entitled to unlimited charitable deductions for amounts paid, credited
or irrevocably set aside for charitable purposes. The House Bill limits the deduc-
tion to amounts actually paid. This provision contains a real inequity and what
way be an unintended trap6 The provision of the House Bill discussed immedi-
ately above eliminates the income, gift and estate tax deduction for charitable
remainder interests unless the preceding income interest provides for payment
of a fixed sum of money per year or a fixed percentage of the value of the corpus
per year. Suppose the existence of a trust which provides for the payment of a
fixed sum of money per year to a life beneficiary with remainder to charity.
The corpus of the trust is composed of property having a low basis for tax pur-
poses in relation to its fair market value. Sound investment policy dictates the.
sale of the property and it is accordingly sold. Under present law no part of
the gain would be subject to -tax and under the terms, of the trust the amount
distributable to the income beneficiary would not be affected. Under the House
Bill, however, unless the entire gain were distributed to the charity, the trust
would be required to pay a capital gain tax. That capital gain tax might be suf-
ficiently large in relation to -the total value of the corpus as to make it impossible
to realize the guaranteed annual amount distributable to the life beneficiary.
However, the only way to avoid the tax is to distribute the entire gain to the
charity. This is even more likely to make it impossible for the trust to generate
the required income. In this circumstance this provision of the House Bill would
appear to be clearly unreasonable since it will tend to force the retention of an
investment which ought otherwise to be sold. The real interest of both the life
beneficiary and the charity having the remainder interest will thus be jeop.
ardized. If, as in this example, the value of the remainder interest is deductible,
there would appear to be no reason for imposing a capital gain tax since it is
certain that the charity will receive the entire corpusL

It should be pointed out' that this provision of Section 201 (f) may well lead
to an absurd result. If the settler of a trust provides for a distribution out of
income of a fixed amount to a life beneficiary with a remainder to charity, he
may still lose the deduction if the corpus of the trust is composed of assets which
If sold will require payment of a capital gain tax in an amount which may make
it uncertain as to whether the trust will earn enough income to meet the required
payment. Similailly, if the trust instrument provides for the immediate distribu-
tion of ,the entire gain to charity in order to avoid the capital gain tax, the
charitable deduction may similarly be lost because the amount of remaining
corpus would be insufficient to provide the guaranteed income.

The foregoing discussion touches only on some of the problems raised by H.R.
18270. A number of general comments concerning the House Bill as it deals with
charities and charitable contributions should also be made.

These provisions of the Bill are enormously complex. They are so complex
that it is difficult to determine cow whether or not they will create more in-
equities and more problems than they solve. Long experience with the Internal
Revenue Code Indicates that in general and over the long run, simplicity is not
only a goal in and of itself, but is alpso a test for judging the efficacy of any
speeific provision. The charitable provisions of the House Bill (like the rest
of its proyions) are tremendously complicated and are therefore presumptively
bad legislation. It can confidently be predicted that these provisions of the House
13111 will lead:to a tremendous amount of litigation and will involve the Internal

4 1 ,
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Revenue Service in administrative time and expense significantly out of propor-
tion to-the amount of tax revenue involved. It can also be confidently predicted
by the experienced practitioner that tax practitioners will realize substantial
additional profits if H.R. 13270 is adopted in anything like its present form. The
tax practitioner who is also interested in social policy as it relates to the tax
law is aware that it is presumptively correct that the social utility of a provision
of the tax law varies inversely with the size of his fees relating to that provision.
Looking at all of the provisions of H.R. 13270 as they apply to charities, it must
be concluded that socially useful charitable activity would be restricted by these
provisions to a much greater extent than either tax equity or tax revenues
would be improved.

MILLS JAPTE.

STATEMENT OF POSITION OF AMERICAN GEOGRAPHICAL SOOIETY, SUBMITTED, BY
MYER FELDMAN, ATTORNEY

The American Geographical Society is a tax-exempt organization. The So-
ciety maintains a substantial library with particular excellence in its geographi-
cal subjects, and the 'best map collection outside the Library of Congress. It
sponsors research, and publishes maps and journals. It operates at a substantial.
deficit, deriving income from membership dues, and also from gifts from corpora.
tions, Individuals and foundations.

Many of the maps made by the Society are purchased by the Government, and'
in some cases the Government has purchased the plates. The price has in gen-
eral been well below the cost of production to t0e Society. If the Society is
forced by financial stringency to discontinue operations, many of its functions.
will either have to 'be taken over directly by the Government, or the Government
will have to obtain less good maps from other sources. In either event, the cost
will be passed on to the Government in various ways. For many years the So-
ciety has been doing research and carrying on publishing, which benefits the'
Government, at the expense of its income derived from gifts and contributions.

The Society feels that changes in the tax structure which would cut down on,
gifts and thus cut down on the Society's income would directly be contrary to the
interests of all the services it performs, including that for the Government, and'
would be undesirable public policy. We have found the statement by the Ameri-
can Council on Education to be a good one in this regard, and wish to adopt this
same view.

Owing to the wide nature of its support, the Society understands that it would,
probably not be deemed a "private foundation" subject to the stringest restrictions
applicable to such foundations under the proposed law. However as a recipient
of grants from private foundations, the Society would inevitably suffer from the
curtailment of their activities as well as front the restrictions which the law
would impose on the tax deductibility of contributions and bequests from
individuals.

BoMan OF CHRISTIAN SOCIAL CONCERNS
OF THE UNITED METHODIST CHURCH,

Washington, D.O., October 81, 1969.Roen. RUSSEuL B. LONG,
Chairman, U.S. Senate Committee on Finance,
U.S. Senate, Wa8hington, D.O.

DEAR SENATOR: The United Methodist Church has a natural interest in the.
question of public p)Aicy as it relates to tax-exempt institutions. First, we

,sponsor and operate thousands of churches, hospitals, colleges, universities, social
ceenters, homes and other organizations which depend for their existence upon
-eharitable giving. Also, we are sensitive to the need for the work of secular-
tnstitutions in research and education that depend upon gifts.

In fact, it is difficult to imagine the kind of nation state In which we would
lve if such acts of charity were made burdensome because of precipitate changes
; In public policy concerning the status of tax-exempt institutions. At the same
4'time, we are aware of some practices which have served narrow self-interest and
.Ithat need correction. We know that you share these concerns.
: I am enclosing for the record of your hearings and for your consideration a

Slicy statement wbich was passed by the General Board of Christian Social'
ncerns of The United Methodist Church on October 9, 1969. The General
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Board of Christian Social Concerns does not purport to speak for all United
Methodists. It Is an official agency of The United Methodist Church elected on
a regional representative basis and speaks to the church and society on important
social issues.

Thank you for your consideration of this matter.
Sincerely yours,, SLUTHEA 1P. Is,

DirectOr, Deparimenf of Eoonontio Life.

PfOLcYc STATEMts-T oz TAX REFORM AS RELATEb TO CiAItABLE GIVING

Whereas the services provided by research, health, educational, welfare,
cultural, religious, and charitable organizations are vital to the well-being of
society;

And, wlieteas these continued services fre dependent Uipon fhe gtfts and dona-
tions of both citizens and izititutlOins:
, And,, whereas proposed -legislation at the federal level unduly restrict# the

likelfliood and possibility of creating and furthering the growth and activities
of the above mentioned organizations; be it

Reaotved, that the tax policies of the nation be so designed that -the incentive
to give and to support the above organizations be enhanced;

That, while tax reform is needed, such legislation should make adequate dis-
tinction between those, who receive tax windfaUs and those who receive legit.
mate tax deductions because of their gifts to worthy causes;

That we oppose taxation of truly charitable foundations;
That tax policies be so designed that the activities of organizations in educat-

ing the public cOncerning issues of vital social significance and In sEeking the
registration of voters should not be limited through punitive policies.

We call the attention of all to the resolution of the 1968 General Conference
of The United Methodist Church that states: "It is our conviction that the
special treatment Accorded to 'churches and conventions or associations of
churches' with respect to exclusion of their unrelated business income from
Income taxation ought to be discontinued."
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