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STATEMENT OF ROBERT W. HAAC, PRESIDENT, NEW YOR
STOCK EXCHANGE ON H.R. 13270, BEFORE THE

SENATE FINANCE COMMITTEE
SU PTMBER 16, 1969

Summary

My name is Robert W. Haack. I am President of the New York Stock
Exchange. 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 18-pa~i
statement analyzing the impact of the capital gains tax provisions of -
the tax reform bill now before this Committee. Copies of the full stati-
ment, including my summary, have been submitted to the Committee.

In the ten 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 rest lts
may be anticipated if these provisions are enacted in their present foret

First, risk-taking incentives and the supply of essential venture i
capital would be seriously curtailed.

Second, investments in modern plant and equipment and in new techn lo-
gLes would diminish.

And third, the mobility of capLtAl 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 maint4ling
an adequate level of investment to promote long-run economic prosperity.
Recognition of this need is implicit in a recent statement by Secreta?
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 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 invest-
ments." (End of quote).

The L,change's own analysis of the probable economic impact of the
proposals nder consideration suggests that their hasty enactment coul9
cause irreparable harm to the nation's long-term capacity for growth.
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Let us look briefly at each of the major proposed revisions in capital
gains treatment:

The holding Leriod

I don't think anyone would quarrel with the proposition that smooth
functioning of capital markets is largely dependent upon liquidity --
that is, the ease with which investors can move in and out of invest-
mnts.

The holding period required to distinguish between an investment
transaction -- which qualifies for capital gains tax treatment -- and a
non-investment transaction -- which does not -- automatically decreases
the liquidity of the national investment pool.

In determining the most suitable length of the holding period, there
is necessarily a trade-off between the opposing goals of making the neces-
sary 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 more realistic to assue 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 sizeable gain wopld 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 mounts
of capital into current investment positions -- with an inevitable, and
significant, loss in both capital mobility and market liquidity.

The House Ways and Keans 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 six 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 accounted for only
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17 percent of all gains realized between six and 12 months after purchase,
while taxpayers with incomes under $10,000 accounted for 16 percent of all
gains realized during the six-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 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 entrepreneurs 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 this group that is the prime source of venture capital.
These investors provide the cutting edge of economic growth. In effect,
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 onto it. This is, of
course, another aspect of the "lock-in" phenomenon. The proposal to elim-
inate the alternative tax optimistically -- we might even say, naively --
minimizes 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 capital gains. Elimination 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 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 investments so as to realize gains and losses in different years.
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Not only is this assumption not valid, but the proposed change would most
seriously affect lower-income taxpayers who are least able to time realiza-
tions to achieve a tax advantage, and who have the least prospect of off-
setting 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 -- woulo 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 still be in a position to use the loss provision to
best advantage.

Contrary to the avowed intent of this measures 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.

Conclusions

The bill under consideration contains several additional proposals
which would tend to dampen investment incentives. Two of these are dis-
cussed 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 po-
tential for impeding economic growth in the years ahead, and wd respect-
fully 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 taxation.
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.
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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 enactment of the bill in its present form. As passed by the
House, these provisions constitute 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
ci, cept of private enterprise. Beyond these broader economic considera-
tions, 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 be-
tween 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 enterprises. Accordingly, capital gains should be -- and,
since 1921, have been -- subjected 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 investing, 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 tecbnolrgical trends and discoveries. And the individual's
willingness to assume unusual capital risks depends to a considerable ex-
tent upon the prospect he sees for suitable returns. Obviously, then,
higher taxes on the gains from high-risk situations would discourage
investors from assuming such risks. Accordingly, if the tax provisions
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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.

Isoact on the Le1el of Investment

There is no controversy about the need for an adequate level of invest-
meit 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 Cauiada, est 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 Secretary of the Treasury for Tax Policy Edwin
S. Cohen stated that economic analysis indicated that the Bill "involves
too great an allocation of benefits to consumption and not enough to
investment in productive equipment and capacity." Secretary of the
Treasury David M. Kennedy 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 impede economic growth in the years ahead by curtailing the in-
centive to make productive investments."

Capital Mobility

Increases in capital gains taxation will adversely affect both the
leyel of investment 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 undesirable. Increases in capital gains taxation
offer 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'& liquid and orderly market
when a sale is to be consummated. Liquidity in securities markets
facilitates the purchase and sale of securities, and thereby frees
capital to flow to whatever industries ot companies offer the highest
prosp 4pcive returns. Individuals should not be deterred from making
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desirable shifts in the composition of their asets as their needs and
expectations change. Inevitably, higher capital gains taesby discouragisg
investors from switching to other alternatives will interfere with the
optimal allocation of resources, to the ultimate detriment of economic
growth.

The Levl of Savinsand Infdao

It would, in any cae, be difficult to imagine a more inopportune time
* for setting forth the proposed changes in capital gains taxation. The

major economic 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

6v/ at this time should encourage 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
da 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 returned to the flow of savings.
It follows that an increase in capital gains taxation may well stimulate
consumption at the expense of savings, and decrease the over-all pool of
funds available for investment. Such recommendations are inconsistent
with other recent counter-inflationary policies, such as the income tax
surcharge which represents a compulsory form of personal savings. To the
extent that business capital investment is financed through savings rather
than through the expansion of the money supply, price pressures are
relieved 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 achiving
non-inflatLonary economic growth.

The current economic climate underscores the importance of continuing
existing capital gains tax policies without significant change. From the
short-run point of view as well as the longer-run goals of our economy,
it would be vise 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 Sbuse
bill have been conceived in haste and are based on inadequate data. Our
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analysis of the economic impact of the proposals under consideration sug-
gests 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 discussed in some 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 investments. The less liquid an investment,
the less attractive it is to investors. Rates of return reflect, in part,
the degree of liquidity. The strength of the NYSE -- and the U.S.
securities markets in general -- stems from the large number of orders
that continually flow to it. Any diminution in the flow tends to impair
market quality.

The NYSE agrees with the assertion in the House Ways and Means Committee's
Report that "The holding period is an arbitrary and imperfect procedure that
may be inaccurate in some specific situations, but it provides an approach
under which there are significantly fewer administrative and compliance
difficulties than would arise under a less objective standard." In setting
this admittedly imperfect cut-off point, two considerations should be para-
mount. 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
transactions 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 assumption 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 gain associated with
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a holding period extension and might very well lead to a revenue loss.

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.

Effectiveness of the Six-Month Holding Period

* All available data indicate that the
- than ample to filter out the majority of

Transactions data from the 1962 Internal
for example, demonstrate where long-term

/ the motivating factor, there is a strong

six-month holding period is more
"non-investment" transactions.
Revenue study of capital gains,
investment apparently is not
tendency to go for quick gains.

Table I

GAINS TRANSACTIONS IN CORPORATE STOCK
BY LENGTH OF HOLDING PERIOD

1962

Holding Periods

Short term, total
Under I month
I under 3 months
3 under 6 months
Not available

Long term, total
6 to 12 months
1 under 2 years
2 under 3 years
3 under 4 years
4 under 5 years
5 under 10 years

10 under 15 years
15 under 20 years
20 years and more
Not available

Total, all periods

Number of
Transactions

1.124,449
408,114
316,687
260,411
139,237

2,621,942
432,214
472,202
300,343
223,332
151,044
411,212
153,808
71,304
78,422

328,061

3,746,391

Source: "Statistics of Income -- 1962, Supple-
mental Report, Sales of Capital Assets
Reported on Individual Income Tax
Returns," U.S. Treasury Department,
Table 12, p. 112 .
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As can be seen from Table 1, 2.6 times as ny transaction occurred
in stock held under six months than in stock hold fromsix mnths to a
year. Especially significant is the fact that the number of gain trans-
actions 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 (432,000).
The number of gain transactions that occurred within three months of
purchase is, in fact, so great -- approximately three-fourths of all
short-tern gain transactions -- as to suggest that six months 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 II

VAUE OF SHAM SOLD BY INDIVIDUALS
BY RWINGM aps10

Holding Periods
NYSE Public 1 Month Over I to Over 6

Transaction Studies or 1*@# 6 Months Month#

1960 171* 221* 611*

1961 10 32 58

1963 24 29** '47***

1965 12 28 60

1966 23 23 .54

* Percentages are based on total excluding "don't know" category.
**)ver 1 to 3 months of holding accounted for 161 of total sales

and over 3 months to 6 months accounted for 131.
***Over 6 to 12 months of holding accounted for 181 of sales.

Source.: New York Stock Exchange

As can be seen in the summary of the five studies in Table 1I, from
two-fifthis to over half of the value of sales occurred before the end
of the sti-month holding period, with disproportionately large dollar
volume of sales taking place within the first month after purchase. A
more detailed analysis of holding periods is available only for the
1963 study.
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In that study, not only did most sales (53%) not qualify for long-term
gains under the six-month test, but also the amount of sales within the
first six months 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
purchase 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 (4.21)
was higher than the ratio for sales in the later period (3.0%).

In 1966, the American Stock Exchange undertook a similar study, the
results of which confirm the findings of the 1963 NYSE study. As can be
seen, 66% of the value of sales did not qualify-for capital gains treat-
ment, and only 13% of the sales total was attributable 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 III

VALUE OF SHARES SOLD BY HOLDING PERIODS
AMERICAN SIVCK EXCHANGE

MAY 25, 1966 L_
Income Short Under
Class Sales 1 Month 1-3 Mos. 3-6 I4os. 6-12 Mos. 12+Mos. Unknown
Under #10,000 5% 29% 23% 11% 5 R 8%
$10,000 - $25,000 9 25 15 13 13 18 8
$25,000 + 10 27 14 10 9 25 5
Unknown - 24 12 27 13 12 12

Total 71 281 201 111 131 141 71

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. Ve believe, however, that
the typical short-term trader is interested in rapid turnover of funds
with relatively 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 31 of both number and value of shares sold during a one-
week period was held longer than six months. By contrast, 861 of the
shares sold and 901 of their value were held one month or less.
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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 treat-
ment.

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 Means
Committee's conclusion that the current holding period is not adequate for
the job of distinguishing between investment aid non-investment transactions
stems from a limited perspective of the problem. Rather than measuring
transactions directly, 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 itscontention that
,.,assets held',between 6 months and 1 year tend to be speculative" by

showing "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 peripl. As
indicated in the table on transactions above (Table I), taker from the
same IRS study used in the Ways and Means Committee analys..j, more capital
gains transactions in stock (472,000) occurred between the first and
second years of holding than in the 6 to 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 adequately 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
the 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, in 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

12
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period of any duration.

In appraising both the preceding and the Ways and Means Committee's
discussion 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 realizations of both profit 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 1962 pattern of realizations emphasizes the need for preserving
flexibility for the investor. No matter what his initial intentions, he
is exposed to the fluctuations of the market after making his original
purchase. An intended "long-term investment" may become a short-term
gain, or evenaloss as market conditions shift. The greater uncertainties
of a longer holding period are bound to discourage investors. It would
impede the mobility of capital and thereby lessen market liquidity. New
ventures, particularly, would find financing more 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 1962, would reduce revenue collections. This would occur
because the investor is often well-advised to wait for the end of the
holding period, even if substantial erosion in his gain takes 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 257 alternative capital gains tax rate.

Table IV

EROSION IN GROSS GAIN AT WHICH
CAPITAL GAINS AND REGULAR TAX RATES

RESULT IN EQUIVALENT AFTER-TAX YIELDS

Marginal Erosion Marginal Erosion
Tax Rate Factor Tax Rate Factor

14% 8% 50% 33%
20% 11% 60% 47%*
30% 18% 70% 60%*
40% 25%

*Assumes 25% alternative capital gains tax rate.

13
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Who Uses the 6-12 Month Holdin 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 lover 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 101 and 91
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 331
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 accounted for 161 of all gains realized in the six-to-12 month
period -- and those in the $10-50,000 bracket accounted for 501 (Table V).

Similar results ware obtained in the American Stock Exchange study.
The AMEX study indicated that 741 of all sales in the six-to-12 month
period were made by persons in the under-$10,000 group, compared with only
141 for the over $25,000 group. By contrast, their portion of.sales of
stock held longer than one year were 441 and 401, respectively.

Table V
DISTRIBUTION OF CORPORATE STOCK CAPITAL GAINS

BY HOLDING PERIOD AND INCOME CLASS
1962

., Taxable Returns
$10,000 $50,000 lO0,oo00

Under Under Under and
Holding Periods $10,000 $50,000 $100,000 Over
6 to 12 months 161 501 161 171
1 under 2 years 16 50 17 18
2 under 3 years 15 47 16 22
3 under 4 years 14 47 16 22
4 under 5 years 15 45 17 23
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(Table V - continued) $10,000 $ 50,000 $100,000
Under Under Under and

Holding Periods $10,000 $50,000 $100,000 Over

5 under 10 years 13 39 16 32
10 under 15 years 7 39 16 39
15 under 20 years 5 31 16 48
20 years and over 8 21 12 59

Total, all periods 11% 401 161 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
from long-term capital gains treatment. Its principal effect would be
to realign investment holding patterns, hinder market liquidity and
capital mobility and increase the riwk to venture capital.

ALTERNATIVE RATE

Among the proposed revisions in capital gains treatment, the most
direct impact on the flow of risk capital would stem from elimination
of the alternative tax rate. First, it would lower the incentive to put
money at risk by reducing the after-tax reward. Second, it would discourage
the movement of capital from mature, 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 venture capital.

Relatively few individuals qualLfy for use of the alternative rate on
long-term capital gains; however, it is this group that is the prime
source of venture capital. These investors provide the cutting edge of
economic growth.

In the landmark study, Effects of Taxation. Investments by Individuals,
it was concluded that "...business must look mainly to a very small
percentage of the population -- individuals with large incomes or sub-
stantial holdings of wealth or both -- to find any widespread willingness
to assume the risks of business ownership, 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 groups are of over-
whelmLng importance in governing the flow of equity capital from private
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investors to business enterprise."*

While any blunting of investment incentives serves as an impediment to
the generation and free flow of investment capital -- as the NYSE has
pointed out many 04"ies -- its effects are magnified as the degree of
risk increases. It is a fact of economic life that the relative handful
of large savers are in the best position to supply risk capital. The
problem is to maintain an investment environment which would stimulate
the large savers to frequently turn over their matured investments and
seek out new risk situations. The tax penalty for turning over an invest-
ment is clearly a major factor in the decision.

A dollar in an existing investment paying a reasonable return at minimum
risk, often proves more attractive than 75¢ (after the alternative capital
gains tax) in a high-risk investment that holds out the possibility of
sizeable returns. The existing investment dollar looks even more at-
tractive to top-bracket taxpayers when its after-tax value drops 13%,
from 75¢ to 65o. The lower the after-tax value of an existing investment,
the more likely the investor is to hold on to it -- or "lock" himself in.
This "lock-in" effect is generally acknowledged.

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% reductions 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 12-1/27, estimated revenues would climb nearly
three-quarters. The implications of these findings in the context of a
tax rate increase are clearly disturbing.

This study of the lock-in effect of the capital gains tax suggests that
an increase in the rate would have a substantial impact on capital mobility.
As a consequence of the decline in gains realizations, the revenue increment
would not rise in proportion to the increase in the effective capital gains
tax rate.

Current Holding Patterns

Available data clearly demonstrate that the higher the income, the
greater the tendency to wait before realizing accrued capital gains. This

J. Keith Butters, Lawrence E. Thompson, and Lynn L. Bollinger,
Effects of Taxation, Investments by Individuals (Cambridge,
Mass.: The Riverside Press, 1953), p. 27.
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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

Taxable Returns
$10,000 $ 50,000 $100,ooo

Under Under Under and
Holding Period $10,000 $50.000 $100000 Over

6 to 12 months 10% 9% 7%' 4%
1 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 5 years 8 7 7 4

5 under 10 years 28 25 25 24
10 under 15 years 8 14 15 17
15 under 20 years 4 7 9 13
20 years and over 9 7 10 22

100% 100% 100% 100%

Source: "Statistics of Income -- 1962, Supplemental Report, Sales
of Capital Assets Reported on Individual Income Tax Re-
turnq," U.S. Treasury Department, Table 12, p. 112.

In the lowest (under $10,000) income group, 51% of total lon#-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
$50,000 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 income 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). Elimina-
tion of the alternative tax on long-term capital gains would have the
opposite effect. It would further widen the disparity in length of
holding.
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from the point of viev 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
wi X1 mean more 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, desirable, 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 to eliminate the alternative tax -- which is
essentially a technique for increasing the tax rate for the most sub-
stantial investors -- offers a virtually foolproof means of rdinR
such incentives.

ME&= OF AITAL LOSSES

Investment risk would also be affected marginally by the proposal to
restrict the long-term capital loss deduction from ordinary income to
501 of the loss. Investors weigh prospective gains or losses in term
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 amount-
ing to a sizeable portion of annual income -- would be further penalized
in order to restrict a relatively small number of taxpayers 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 realizations would still do so.

It should be emphasized that most capital losses (74% in 1962) result
from stock sales. Stockholdings 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 long. Similarly, for most investors,
the possibility of erosion of the gain during the period when realization
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is postponed generally outweighs the advantage 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 much financially as one lost through negligence or theft.

Im mct of the Proposed Treatment ,f 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 relation to income.

Table VII

WNG-TERH CAPITAL LOSS CARRYOVER ON TAXABLE
RETURNS SHOWING NET CAPITAL WSS

1966
Average

Average Carryover
Adj. Gross Adj. Gross Average as % of

Income Classes Income CarrYover Average Income

Under $3,000 1,432 3,589 254%
3,000 to under 4,000 3,491 2,974 85
4,000 to under 5,000 4,500 6,744 151
5,000 to under 6,000 5,005 13,628 248
6,000 to under 8,000 6,985 8,838 127
8,000 to under 10,000 8,941 4,308 48
10,000 to under 15,000 11,937 4,142 35
15,000 to under 20,000 16,976 5,428 32
20,000 to under 50,000 28,240 5,458 19
50,000 to under 100,000 65,847 7,183 .11
100,000 to under 200,000 131,729 10,574 8
200,000 to under 500,000 280,453 16,202 6
500,000 to under 1,000,000 670,661 14,077 2

1,000,000 and over 2,161,328 15,125 1

Source: Adapted from "Statistics of Income -- 1966 Individual Income Tax
Returns," U.S. Treasury Department, Table 19, p. 41.

For returns with under $8,000 of adjusted gross income, the average
capital loss carryover generally runs well in excess of income. The
ratio of loss carryover to income dwindles as income rises above $8,000,
falling to only 1Z for the top income 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 individuals in the low and middle-income groups,
who have the least prospect of offsetting accumulated losses against future
gains.

OTHER PROVISIONS AFFECTING INVESTORS
In addition to the three proposed revisions in capital gains treat-

ment 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.

Disallowance of Non-Business Deductions

Non-corporate taxpayers would be required to allocate non-business
deductions -- such as interest, state and local taxes, charitable con-
tributions, 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 gcins tax. It does by indirection and through ad-
ministrative complexity 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 deductions would fall primarily on those individuals who
are tile 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 (discussed 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 assume that a portion of the pertinent 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
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-- the assumption on which the proposal is based.

Overlooked completely by the proposal is its effect on the relation-
ship 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 investors which the report of the
Ways and Means Counittee 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 investments 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 handling this situation would have
been to include investment 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 an6 the interest in excess of the minimum
are disallowed -- a disturbing 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 sub-
stantial investors are confronted witn 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 iq,-
vestors who necessarily must be depended upon to supply a major share of
risk capital.
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CONC MION

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 fragmntary data that do exist,
the NYSE believes 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 revision has been put on a single study done 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 ac-
complishing 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.

, '
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Summary of the Statement of Donald T. Regan
President, Merrill Lynch, Pierce, Fenner & Smith, Inc.

Speaking on Behalf of the
Association of Stock Excange Firms

to the
Senate Finance Committee

on the
Tax Reform Act of 1969

September 16. 1969

Capital is essential to economic growth. Consequently, adequate incen-
tive to capital investment must be maintained to ensure that the nation's
economic development keeps pace with the needs of an expanding popu-
lation and its rising aspirations.

1. We recognize the need for tax reform, and we welcome any effort
to reducetaxes.

2. The provisions to repeal the alternative tax, extend the holding
period of capital assets, and reduce the deductibility of capital losses
would all serve to discourage investment and thereby stunt economic
growth. We oppose these provisions in H. R. 13270, although we approve
of tho Administration's proposal to revise the alternative ta.

3. We believe that the capital gains provisions of the House bill impair
its balance. We agree with 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." ,

4. In drafting tax legislation, it is Important not to erode the difference
between capital and income. The higher the tax on capital the less invest-
ment money there is to start new businesses and to expand existing
businesses.

5. Although a relatively few taxpayers use the alternative tax on long-
term capital gains, their importance is disproportionate to their numbers,
for they provide much of the risk capital for new business ventures.
Repeal of the alternative tax would tend to influence such taxpayers to
freeze their present investments, with the consequence that there will be
less capital available for new enterprises.

6. The period of time that a security has been held Is poor measure of
whether it is a speculation or an investment. As Keith Funston, former
President of the New York Stock Exchange, said;
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The holding period is merely an artificial, arbitrary,
but administratively convenient and definite device to
distinguish capital transactions from ordinary busi-
ness transactions.

The present six-month holding period has been in the law since 1942. It
is well understood by all taxpayers and is sufficiently long to distinguish
capital transactions from ordinary business transactions.

7. We dispute the revenue estimates for the House provisions to repeal
the alternative tax and to extend the holding period. These estimates
are based on the assumption that investment would remain at the current
level. Since we believe investment and the disposition of investments
would decrease, we think there would be less -- not more -- tax revenue
as a consequence.

8. An independent survey of a sample of Merrill Lynch's 1.5 million
customers confirms our belief that investment would be reduced by the
passage of the three capital gains provisions.

-- Three out of four investors opposed the capital gains provisions
of H.R. 13270.

-- More than four out of five favored the present six-month hold-
ing period or a shorter period and only one in eight wanted a
longer period.

-- Assuming passage of all three provisions, one in three said
they would decrease their investments.

9. With inflation continuing and securities prices down, now is not the
time to create further doubt about the future of the economy by enacting
legislation that would diminish investment incentives.
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STATEMENT OF DONALD T. REGAN
PRESIDENT, MERRILL LYNCH, PIERCE, FENNER & SMITH, INC.

SPEAKING ON BEHALF OF THE
ASSOCIATION OF STOCK EXCHANGE FIRMS

TO THE
SENATE FINANCE COMMITTEE

ON THE
TAX REFORM ACT OF 1969

SEPTEMBER 16, 1969

Mr. Chairman and Members of the Committee:

I am honored to be here today and to have the opportunity to

testify on behalf of the Association of Stock Exchange Firms. The

Association 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 million 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

responsibility for the management of 209 brokerage offices throughout

the world. We hold 33 seats on 10 major U.S. and foreign securities

exchanges and employ more than 3,760 securities brokers to serve 1. 5

million customers.

Accompanying me are Henry W. Meers, Chairman of the

Association of Stock Exchange Firms and a senior partner of White Weld

& Company, Dr. Leon T. Kendall, its President, and James R. Rowen,
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tax partner in the firm of Sherman & Sterling of New York, New York.

Theme gentlemen will help me to try to answer any questions you might

have concerning the securities industry's position on three provisions

of H.R. 13270 dealing with capital gains.

While sve recognise the need for tax reform, we oppose the

provision to extend the holding period for capital assets. We also

oppose the provision to repeal the alternative tax on long-term capital

gains, although we are willing to accept the changes in this tax that the

Treasury Department has proposed. The provision of the bill limiting

the deductibility of capital losses also gives us pause. These are the

only provisions of H.R. 1370 we are going to address ourselves to.

Economic Growth and Capital Formation

Although I am here to testify on proposed tax legislation, in

the broad sense the subject before us is much larger. It is economic

growth and the progress of the nation. Without a doubt the standards

and guidelines this body brings forth on taxation will do more to affect

the allocation of resources in the American economy than almost any

other act of the 91st Congress. Tax policy has been and continues to

be the chief means by which the people themselves, making their voices

heard in a representative democracy. adjust the economic machinery

to fit their evolving needs and aspirations.
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The standard economic textbooks tell us that economic progress

is the result of a skillful blending of four basic factors -- natural re-

sources, labor, capital, and management.

The importance of having all four elements is apparent when

we consider the economic history of regions of the world that have an

incomplete mix. Asia, for example, has an abundance of resources

and labor, but it is short on capital and management. Consequently,

a number of Asian nations are still primarily dependent upon agri-

cultural economies.

Several Latin American countries are blessed with great

natural resources, but their growing multitudes are reluctant to

migrate to some of the promising but underdeveloped areas within

their own boundaries. There is also a deficiency of capital and manage-

ment in many of these lands.

At the other end of the scale is Switzerland, a storehouse for

world capital but a place where natural resources are more scenic

than economically productive.

In the United States, we have made particularly effective use

of land, labor, capital and management, but as we look ahead it is

equally- clear that our economic machine is going to be called on to

perform tasks of ever-growing immensity. We are within striking

distance of an economy of one trillion dollars in terms of gross national

product.
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Our population is expected to grow by 100 million between now

and the year 2000, and we cannot allow the economy to lag. No one

would willingly distribute our economic output in diminishing portions

among our growing population.

In the 1970s new families will be formed at the rate of about

one million a year. This obviously means more housing, more jobs,

more everything. Providing for these needs will require huge amounts

of capital. At present, behind each job in manufacturing stands about

$25, 000 in capital, and the figure will certainly rise.

Our standard of living has doubled during the past 40 years,

even allowing for inflation. To maintain this pace, heavy investment

must be made in research and development. Technological advance

enables our economy to surge ahead. We are currently spending $25

billion a year foef R&D, and this total should rise rapidly in the next

decade if we are to continue to grow.

Dr. C. Lowell Harriss, Professor of Economics at Columbia

University, recently estimated that the 1. 4 million annual increase in the

labor force would require $28 billion in new capital investment each

year just to provide acceptable jobs. To allow for rising expectations

(a five percent annual increase in earnings- of $8, 000) an additional $40

billion in capital would be needed.

New housing for 1. 1 million new families a year would cost
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$16.5 billion, and this figure doesn't include the price of land, which

is skyrocketing. Emphasis on apartments instead of single-family

residences is also assumed in arriving at this estimate. Only modest

upgrading of 60 million existing housing units would take another $18

bilion. All this adds up to $102. 5 billion in capital -- to be raised

every year.

The public sector will also require massive infusions of

capital for education, mass transit, health, urban development, and

other vital social programs. According to the Tax Foundation, more

than $250 billion in capital will be needed by state and local governments

over the next decade. Furthermore, we are only beginning to make a

systematic attack on air and water pollution. It is still too early to

put a price tag on this ambitious undertaking, but already we know it

will be costly to clean up our waterways and make the air over our

cities fit to breathe.

A bumper crop of young adults, the children of the postwar

baby boom, have already had a decisive impact on national politics,

and gradually they will assert a strong influence in ordering our national

priorities. These yoing men and women have grown up in an era of

unprecedented prosperity, and we can be sure they will not settle for

second best -- from government or in their private lives.

Most of these young adults enter the labor force with consid-

erable talent and high aspirations, but with little accumulated capital --

29

3-780vSO-No. S--3



-6-

certainly not enough to supply their own needs.

Dr. Harriss perhaps summed up the problem most succinctly

when he said, "if the coming years of rising expectations are to be

dominated more by satisfaction than frustration, capital in large

quantities must be available."

Manalling The Economic Elements

We must never assume, however, that the nation's continued

economic growth is foreordained. We have the knowledge, the man-

power, and the capital-generating capability to move ahead. Will we

be able to manage them well enough to achieve our goals?

Our economic system has worked because we have never

lost sight of the great motivation that stems from a return on capital.

We may be less single-minded about it as a driving force than we once

were, but like Churchill in despairing of finding a suitable substitute

for democracy, we have come to appreciate what only capital can do.

When we were a young nation, pushing our frontiers westward,

we looked to the Old World for the capital to build our railroads and

many of our industries. Long since faced with a need for capital that

far exceeds all the European investments in 19th-century America, we

now look principally to ourselves. At the same time, millions abroad

look to us to help supply their own mounting capital needs.
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Securities Industry and Capital Formation

Historically, the securities industry has played a vital role

in capital formation, and this role will surely expand in the years

ahead. Stock brokerage firms are a key link between potntial in-

vestors with savings to put to work and the corporations and entre-

preneurs that are seeking funds for growth.

Doing business through liquid central markets, such as the

New York Stock Exchauge, these firms provide financial services to

large and small investors as well as to institutional and corporate

clients. Their fundamental objective is to create and to select invest-

ments that have a good prospect of being profitable.

The rising demand for new capital will require an increase

In the investment banking activity of Association member firms, an

increase that Is already underway. We regard ourselves as the cata-

lyst. in the creative process known as capitalism, bringing together

Investors' risk capital and those who can put it to good use.

This process used to involve relatively few people, but our

capital requirements are now so large that only by tapping the enormous

pool of capital provided by the great mass of American households can

securities firms and other financial Institutions assemble the necessary

investment funds. Thus, millions of people participate in the growth

and development of the economy.
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But every investor does not participate the same way, of

course. In our business, we stress the principle of suitabilityy" in

advising our customers on investments. Simply stated, this means

selecting the investments that are right for each individual. For the

broad range of our own customers at Merrill Lynch we recommend

long-term investments in high-grade securities and a balanced portfolio.

We advise against riskier investments unless the customer has adequately

provided for all his financial needs.

Those who are financially able to take risks typically divide

their portfolios between investment-grade issues and more speculative

securities. Such people are a principal source of risk capital used to

underwrite new companies. These companies create new jobs, and

sometimes whole new industries, adding strength and diversity to the

economy.

The importance of risk capital can be seen in the following

figures. In fiscal 1968, the Securities and Exchange Commission re-

ported 2, 906 filings for new issues of stocks, bonds, and investment

company shares in accordance with the Securities Act of 1933. These

new issues raised a total of $54 billion. In fiscal 1969, there were

4,706 new issues that raised $87 billion. In July and August of this

year, despite a downturn in the market, there have been 703 new issues,

up 17 percent over the corresponding period last year. Among the

emerging industries benefiting from this flow of risk capital are
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oceanography, pollution control, computer software, and real estate

investment trusts.

Position on H.R. 13270

Let us now turn to H.R. 13270. We have read the House

Ways and Means Committee report on the bill, and we understand

what the committee intended in drafting the legislation. We recog-

nize the need for tax reform and welcome the current effort to bring

it about.

It is in keeping with the nation's commitment to meet its

rising expectations that we come here to take exception to three

specific provisions of the bill. They are:

1. Section 511 repealing the alternative tax on long-term

capital gains,

2. Section 512 changing the treatment of capital losses of

individuals,

3. Section 514 extending the holding period for long-term

capital assets from six months to a year.

We are in agreement with the position of the Administration

as stated by the United States Treasury Department on these sections.

We believe that these changes would impair capital formation by plac-

ing a heavy burden on investment, thus diminishing the flow of private
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capital into new and expanded businesses. 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 produc-

tive investment," and Sections 511, 51Z and 514 are prime examples

of this weighting.

Former Secretary of the Treasury Henry H. Fowler said

in a recent letter to this committee that is now part of the record,

"A re-reading of the tax and economic message of the late President

Kennedy in 1961-63 would raise serious 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 Revenue Acts of 1962 and 1964, was the promo-

tion of adequate private investment -- the freer and fuller flow of

capital into productive effort."

The changes we are proposing are consistent with that philos-

ophy of taxation. Again in the words of Secretary Fowler, "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."
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Sound tax legislation is based on a doctrine of fairness. In-

deed. It is the necessity to correct inequities in existing tax laws that

has led to the bil now before this committee. In trying to decide what

is fair, however, it is important not to lose sight of the reasons be-

hind the laws.

There is a contention that $1, 000 in salary or wages and

$1, 000 in capital gains are the same and should be taxed the same.

According to this theory, taxing capital gains at half the rate on income

is inequitable. To be sure, H.R. 13270 is not a literal embodiment of

this theory, but it clearly narrows the difference between capital and

income.

It is important not to erode this difference, for the higher

the tax on capital the less investment money there is to start new

businesses and t6 expand existing businesses. The American worker

enjoys the highest standard of living in the world because $25, 000 has

been invested in the tools he works with. This is not a chicken-and-

egg argument. Capital Investment must come first so that there are

the means by which income may be earned, and to attract investment

there must be incentive.

As our industrial economy becomes more service oriented,

the need for capital investment will not diminish. On the contrary, it

will increase. For example, in Merrili Lynch $30,000 in capital stands

behind each of our 15, 395 employees. Last year we created 2, 680 new
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Jobs and increased our capital funds by $42 million. The securities

industry as a whole added 23, 000 jobs and $1 billion in capital during

1968.

Alternative Tax Rate

As a matter of principle, we do not believe the alternative

tax should be eliminated.

The Ways and Means Committee in its report on H.R. 13270

noted that a relatively small group of individual taxpayers use the

alternative tax. Data for 1966 show approximately 1.4 percent of the

total number of taxpayers reporting net capital gains employed the

alternative rate. Although a small percentage, it did represent

86. 000 taxpayers. This group accounted for approximately 28 per-

cent of all net capital gains reported in that year. Its importance was

all out of proportion to its sise.

Earlier in my testimony I noted in discussing the principle

of suitability that it is in the interest of investors to tailor the type

of risk securities an investor holds to his ability to bear risk. Further-

more, given the fact that most of the growing number of individuals join-

ing the labor force enter without accumulated capital, we must provide

adequate and certain incentives to those capable of providing that cap-

ital. The present 25-percent alternative tax rate on long-term capital

gains is an appropriate inducement to individuals capable of accepting

the largest risks.
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The Treasury's recommendations for revising the alternative

tax would accomplish the desired end without reducing investment in-

centives. The Treasury proposed that the alternative tax be limited

in its use by any taxpayer to long-term capital gains that do not ex-

ceed the higher of the two following amounts:

1. $140, 000 in the case of a married person and $85, 000

in the case of a single person if their other tax prefer-

ences do not exceed $10, 000, or

2. Four times the taxpayer's taxable income (other than

long-term capital gains) if his other preferences do not

exceed $10,000. (If his other preferences do exceed

$10, 000, the allowable amount would be four times his tax-

able income adjusted under the LTP and Allocation of De-

duction rules, less the amount of those other preferences.)

To prevent an excessive tax burden resulting from an oc-

casional realization of a large capital gain, the taxpayer would be

permitted to carry over for five years the unused portion of his limit

on the alternative tax computation for any taxable year. This will

achieve a fair averaging result.

As Assistant Secretary of the Treasury Edwin S. Cohen

testified, "The result of this rule will be to insure that a taxpayer

who consistently realizes large capital gains in relation to his ordinary

income will not be able to use the 25 percent ceiling tax to excess so

as constantly to reduce his total effective tax rate."
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Capital Losses

The Ways and Means Committee report views the treatment

of long-term capital losses inconsistent with the treatment of long-

term capital gains, and Section 512 would change this. The economic

consequences of such a change give us pause. The provision would

reduce the willingness of individuals to take risks and in all likelihood

reduce funds available to those investors in the lower income brackets.

The ability to take losses when investment returns are negative and

to offset these losses against ordinary income seems to be particu-

larly important to the small investor. As the New York Stock Exchange

statement to this committee points out, a dollar lost through a poor

investment hurts as much as one lost through theft or a natural

disaster.

The Holdin Period

A holding period of six months has been a part of our tax laws

since Franklin Roosevelt's Administration. In fact, it was the Senate

Finance Committee that in 1942 proposed the lowering of the holding

period from 18 months to six months, and the proposal was enacted.

In recommending the change, the committee noted that the tax revenue

from capital gains and losses had been dropping steadily and said "the

lowering of the holding period will have the effect of encouraging the
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realization of capital gains and thereby result in added revenue to the

Treasury." This was, in fact, the case, as was pointed out in

previous hearings on capital gains taxation.

We believe the effect of the enactment of Section 514 would

be to discourage the investment of private risk capital in badly

needed new ventures. With some of the incentive to invest removed,

present capital investments would tend to remain frozen, and the

growth of the economy would be stunted.

The Ways and Means Committee report concluded that the

one-year holding period was an appropriate criterion for determining

whether an equity purchase was a speculation or an investment. I

do not agree. No time period, such as six months or 12 months,

can serve to separate speculation from investment, but it can differen-

tiate ordinary business transactions from capital transactions.

Keith Funston, former President of the New York Stock

Exchange, gave what I consider to be the classic definition of the hold-

ing period. In testifying on the Revenue Act of 1964, he said:

The holding period is merely an artificial, arbitrary,
but administratively convenient and definitive device
to distinguish capital transactions from ordinary busi-
ness transactions.

The use of the concept of time alone to distinguish speculation

from investment is an oversimplification of the reality of the market-
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place. If it is the intent of Congress to separate speculation !romn

investment in some way, then It must recognize that speculation is an

intensely complex phenomenon that is tied to a great deal more tian

time. It is tied to the nature of consumer demand, the compositor, of

an industry, invention and innovation, the age or maturity of an

industry, even the psychology of the era.

For example, at one time railroad securities were blue chips,

but many today must be considered speculations. Tobacco stocks

have taken on new characteristics and have less of an investxcat

character. Conversely, many of yesterday's speculations are today's

blue chips. Polaroid in its early days was an unproven idea. Few

at one point thought Xerox would become a top investment favorite.

A speculative issue can achieve investment ranking in a short time,

but it can also quickly lose this rank and whole industries can, too.

There is no way to put a time frame around such developments.

Conditions within corporations are never static, and the interaction

of consumer demand on corporations and industries is changing con-

stantly. Finally, the economy itself is always in a state of flux.

To keep abreast of change, the securities industry employs

thousands of security analysts and industry specialists to study prac-

tically every publicly held company that any investor might possibly

be interested in. The cost of research at Merri Lynch last year was
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$4.7 million.

As you know, these men and women are continually reporting

their findings to millions of investors, who rely heavily on this re-

search in making up their minds about the purchase and sale of

securities. Seasoned security analysts are the first to admit that the

boundary separating speculation and investment is always shifting

and never sharply delineated. It certainly isn't just the difference

between six months and 12 months.

Revenue Estimates and Survey Results

The revenue estimates in the Ways and Means Committee

report say that repeal of the alternative tax would yield $360 million

in additional income to the Treasury, and extending the holding

period would contribute$150 million more. We dispute both of these

estimates, for they are based on the assumption that investors

would continue to turn over their holdings at the present rate, that

they would not change their investment habits. It is our belief that

the enactment of these provisions wouldd tend to freeze assets and

discourage new investment, thereby bringing in less -- not more --

revenue.

Our belief is supported by the results of a recent survey of

a cross- section ciMerrill Lynch's 1. 5 million customers regarding
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H. R. 13270. The survey was conducted just before Labor Day weekend

by Guideline Research Corporation of New York, New York. an inde-

pendent organlation pecialising in marketing research. A total of

612 Interviews were conducted in a dozen cities, New York, Los

Angeles, Chicago, Boston, Cleveland, Washington, D.C., San Francisco,

Dallas, Nashville, Grand Rapids, Dayton, and Kansas City, Kansas.

Investors' names were randomly selected by Merrill Lynch account

executives from their lists of clients in three income classes -- $10, 000

to $20, 000; $20, 000 to $50, 000; and $50, 000 and over. The respon-

dents had no prior knowledge of the Impending interview, and the

interviewers did not know the source of the names.

The results of the survey are presented in Exhibit A. In

summary form, the study showed:

1. Investors accept the fact that net capital gains should be

taxed, and this attitude prevails throughout all income brackets.

Seventy-eight percent felt this way, although one out of five objected

to any taxation of capital gains.

2. The investing public Is quite aware of H.R. 13270, and 73

percent of the respondents opposed the passage of the capital gains

provisions of the bill; 20 percent favored them. These attitudes

varied little from one Income bracket to the next.

3. Regarding the holding period, 68 percent favored six months
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and 14 percent want a shorter period. Only one out of eight (12 per-

cent) would agree to a longer period than six months. Significantly,

respondents in all income brackets answered similarly on this count.

4. The projected investment behavior based on passage of

the capital gains provisions of H. R. 13270 was tested regarding three

provisions -- the holding period, the alternative rate and the change

in the deductibility of capital losses. Assuming passage of all three

provisions, 34 percent of the respondents said they would decrease

their nvestnents, six percent said they would increase them, and

54 percent said they would keep them about the same. The fact that

more than a third indicated they would reduce their investments is

considerable :ause for concern. This response increased with

income, with 39 percent of those in the top income bracket ($50, 000

and over) Indicating that they would decrease their Investments.

As a pioneer in bringing the small investor into the secu-

rities market, and as a leader in investment banking as well, Merrill

Lynch has built up a large list of customers who are representative

of al income classes. Thus it is fair to assume that the response

to the Guideline Research survey Is indicative of how all investors

feel about the capital gains provisions of the tax bill. If the results

of this survey are a true gauge of what lies in store, the shortfall in

revenue that the U.S. Treasury anticipates is an understatement.
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Projecting the survey results across the broad spectrum of

American investors, one sees that instead of enriching the Treasury

by a total of $510 million, enactment of these two sections would

undoubtedly produce less revenue than the Treasury now receives in

capital gains taxes.

There is another revenue factor in the Ways and Means

report that disturbs us. We cannot help but note that a bill designed

to give tax relief to low- and middle-income Americans contains two

provisions that increase the burden of capital gains taxes on taxpayers

in all income classes. According to the revenue estimate for the

extension of the holding period, taxpayers with adjusted gross income

of less than $3,000, $5, 000 to $10, 000, or $10, 000 to $20, 000 would

be paying a larger capital gains tax just as those in higher brackets

would. Similarly, over 50 percent of the estimated revenue increase

from the capital loss limitation would come from persons in the under-

$15, 000 category and two-thirds of the total would be generated by

individuals with adjusted gross incomes of under $20, 000. The effect

of these provisions would be in marked contrast to other reforms in

the bill, which are aimed at the high-income brackets.

Conclusion

In conclusion, our principal concern is that thre 3 sections of
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the bill (Sections 511, 512 and 514) would tend to freeze capital assets

and to reduce incentives to invest. As a result the liquidity of other-

wise marketable securities would diminish, and this condition would

be detrimental to economic growth. As Mr. Cohen testified, "Present

capital investments would tend to be frozen and the economy as a

whole would suffer. "

Mr. Cohen's warning is well founded, gentlemen. 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 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 form this bill takes will be a key indicator that millions will be

watching.

Thank you, Mr. Chairman.
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EXHIBIT A

A STUDY OF INVESTOR ATTITUDES
TOWARD CAPITAL GAINS TAXATION

AND H.R. 13270

RESEARCH METHODOLOGY

Six hundred and twelve telephone interviews were conducted among Merrill Lynch
customers in twelve geographically dispersed cities through the country. The sample
was segmented into three income groups of comparable size as follows:
$10, 000-19, 999 (202), $20, 000-49, 999 (202), and $50, 000 or over (208).

The investors' names were randomly selected by account executives from their
lists of clients. Each city was responsible for a quota of names five times greater than
the anticipated completion rate (200 per income group).

Neither the lists of names nor the envelopes in which they were sealed contained
any Merrill Lynch identification. Further, in almost every case a local messenger
service delivered the lists to the interviewing service. The messenger himself did not
know the point of origin.

The respondent had no prior knowledge of the impending interview. If he inquired
as to how he was selected, the interviewer, in truth, not knowing the source, replied:

"Guideline Research Corporation gave me a list which contained your
name. I really don't know where they got the list."

Cities of varying size were included in the study. Larger cities were allocated
a greater number of interviews than smaller cities. City size and availability of names
in the required categories were the prime reasons for the disproportionate sampling.

The following table shows the number of completed interviews in each city by
income segment.

# of Total Segments
Offices Completed $50,000 $20, 000- $10, 000-

City Sampled Interviews or Over $49,999 $19,999

1. New York 15 150 50 50 50
2. Los Angeles 6 112 40 36 36
3. Chicago 3 54 18 18 18
4. Boston 2 42 14 14 14
5. Cleveland 2 43 15 14 14
6. Washington, D.C. 2 42 14 14 14
7. San Francisco 2 43 15 14 14
8. Dallas 2 42 14 14 14
9. Nashville 1 21 7 7 7

10. Grand Rapids 1 21 7 7 7
11. Dayton 1 21 7 7 7
12. Kansas City, Kansas '1 21 7 7 7

612 208 202 202
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The Corporate Planning Department of Merrill Lynch was responsible for study
design, questiornaire design and final analysis. Guideline Research Corporation, an
independent research firm, was responsible for the interviewing and tabulations.

DETAILED RESULTS

1. Awareness of the Tax Reform Bill and of the Capital Gains Provisions

The Merrill Lynch customer considers himself very aware of the Tax Reform
Bill and of its capital gains provisions. While knowledge of the bill's existence
shows lite appreciable difference among inccme groups, knowledge of the
cap~ta. gains prcvisicns increases with income.

$10,000- $20,000- $50,000
Total ,1, 999 49,999 or Over

Aware of Tax Reform
Bill 86% 85% 84% 89%

Aware of Capital Gains
Provisions 65 58 66 72

2. Attitude Toward Capital Gains Taxation

Taxing capital gains seems to be accepted as a "necessary evil" and as such,
sorr.'.thing that must b lived with. To this end, almost eight out of 10 customers,
regardless of their inucrne, express the opinion that capital gains should be taxed.

$10,000- $20,000- $50,000
Total 19,999 49,999 or Over

Should Be Taxed 79% 77% 77% 78%
Should Not Be Taxed 19 23 21 21
No opinion 2 -- 2 2

3. Attitude Toward Passage cf the Capital Gains Provisions of the Tax Reform Bill

While the theory of capital gains taxation is wholly subscribed to, passage of the
three proposed capital gains Frovisions elicits precisely the opposite reaction.
Seveinv-three percent of the sample reject passage of the provisions while
20 percent are for passage. $10, 000- $20,000- $50, 000

Total* 19,999 49,999 or Over

For Passage 20% 22% 20% 16%

Against Passage 73 70 72 76
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4. 0' t-al Attitude Toward Length of Holding Period

The current six-month holding period meets with the approval of two-thirds of
these Merrill Lynch customers. Among the remainder of the customers, there
are as many who favor decreasing the holding period as there are those who
want it increased. Income is not a factor here.

$10, 000- $20,000- $50,000
Total 19,999 49,999 or Over

Holding period should be:
Inrreased 12% 12% 14% 11%

Dfceased 14 15 13 15

Kept the Same 68 68 68 67

"Summary tables in the text of this report do not add to 100% because "no opinion"
factor is not included.

5. Projected Investment Behavior Based on Passage of the Capital Gains Provisions

While reading through the following data, it should be kept in mind that in reaction
to the possible passage of the provisions, over half the respondents state their
investment behavior will remain unchanged. The exact number might not be
t e same, but this type of reaction can be assumed to occur in any similar situ-
ation short of something drastic. The proportion of investors who change in
e other direction is, therefore, smaller, but of at least equal significance;

a. Extension of the Six-Month Holding Period to One Year

If the provision to extend the six-month holding period to one year is
passed, 21 percent of these ML customers claim they will decrease
their investments in stocks during the next year. Planned increases
are at a minimum (5%), while no change is foreseen by 65 percent.

Decreases in investments will occur more frequently among upper
income investors ($50, 000 or over -- 27%) than among upper middle
m.rcome ($20, 000-49, 999 -- 20%) or middle income ($10. 000-19, 999 --
17%) investors. $10,000- $20,000- $50,000

Total 19, 999 49, 999 or Over
Extension of Holding

Period

Increase investments 5% 6% 5% 4%

Decrease investments 21 17 20 27

Keep the same 65 67 67 62
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b. Elimination of 25 Percent Maximum Rate

Elimination of the 25 percent maximum rate appears to have a more
negative effect on the investor than the extension provision. In this
respect, 30 percent of the ML investors claim that passage of this
provision would cause them to decrease their investments next year,
(8% said increase and 55% , keep the same).

Negative reaction varies directly with income ranging from a low of
20 percent among those earning $10, 000-19, 999 per year to a high of
38 percent among those with earnings $50, 000 or more.

$10,000- $20,000- $50,000
Total 19,999 49,99 or Over

Elimination of 25%
Maximum Rate

Increase investments 8% 10% 9% 4%

Decrease investments 30 20 31 38

Keep the same 55 61 !4 51

There are a number of people who are not yet in the tax bracket that
wil) be affected by this provision.

It is hypothesized that the reasons for their decreasing their invest-
ments in the next year if this provision is passed are:

(I) Elimination may be detrimental to large investors who,
in turn, would reduce their investments. As a result,
the breadth of the market would be narrowed;

(2) They are not yet generating incomes that would make
this provision matter, but they anticipate the time
when they would be;

(3) Undoubtedly, income does not completely reflect their
tax positions; and

(4) A lack of knowledge.

c. Reduction of Deductible Capital Losses

Passage of the provisions that wiU reduce the amount of net long-term
losses that can be deducted will have as much negative impact as the
25-percent elimination provision. However, the feelings are more
universal and don't discriminate as greatly among income groups.
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Thirty-two percent of the investors feel that passage of this provision
will be cause to decrease their investments in the next year. Fifty-six
percent say it will make no difference and 4-percent claim it will have
a positive effect.

$10,000. $20,000- $50,000
Total 19,999 49,999 or Over

Reduction in Deductible
Losses

Increase investments 4% 5% 5% 2%

Decrease investments 32 28 31 35

Keep the same 56 58 55 55

d. Passage of All Three

Among those who feel that passage of the capital gains provisions will
affect their investment behavior next year, the feelings that evolve are
decidedly more negative than positive. Further, as indicated earlier,
the amount of income an investor has directly relates to his feelings
about the provisions. Projected behavioral patterns of a negative
nature are most pronounced among those with high incomes ($50, 000
or over) and slowly decrease as income decreases.

$10,000- $20,000- $50, 000-
Total 19, 999 49,999 or Over

Passage of all Three
Provisions

Increase investments 6% 7% 7% 3%

Decrease investments 34 26 35 39

Keep about same 53 60 50 50

September 1969
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Smary of .Rcommndat ions *

1. With respect to capital gains, we recomend that:

a. A ne 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 individuals

be provided under the new system.

c, A reasonable rule be enacted for allocation of interest deduc-

tions 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 recommend that:

a. In H.R. 13270 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. 13270).

3. With respect to the corporation income tax, we recommnd reduction in

the top rate to 45 percent to take effect in the near future.

*of The Tax Council. From: FUNDAMENTAL REF0 CAPITAL GAINS AND INCOME TAX
RATES, Statement of Roland M. Bixler in Behalf of The Tax Council before the
Committee on Finance, United States Senate in the Hearings on H.R. 13270,
Tuesday, September 16, 1969.
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FUNDAMENTAL REFORM
CAPITAL GAINS AND INCOME TAX RATES

Statement of Rnlavd M. Bixler
In Behalf of The Tax Council

before the
Comittee on Finance, United States Senate

In the Hearings on H.R. 13270
Tuesday, September 16, 1969

My name is Roland M. Dinler. I a- founder and President of J-B-T Instru-

mets, 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 an Chairman of the

Board of Directors. The Council is a mmership organization supported by busi-

ness concerns, some large, sow medium sized, and some mall like my own. Broadly,

the Council's purpose is to work towards a body of tax law in harmny vith the

economics of progress. Ve like to think of ourselves as a center for fresh and

innovative thinking on tax issues of major importance to capital formation, econ-

omic growth and the creation of new and better jobs.

Consistent vith 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 inplmen-ts 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,
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We urge that H.R, 13270 be amended to incorporate the Council program on

capital gains, and to make modest change- consistent with the program on income

tax rates. The major policy points which we propose for implementation In the

pending legislation are susmarlzed below:

Sumarv of Recomendations

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-tem gains of individuals

be provided under the new system.

c. A reasonable rule be enacted for allocation of interest deduc-

tions between income under the Income tax system and long-tern

capital gains under the new system.

d. Tax be eliminated on gains from sale of owner-occupled homes.

2. With respect to individual incoms tax rates, we recoem@d that:

a. In H.R. 13270 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. 13270).

3. With respect to the corporation income tax, we recomnd reduction in

the top rate to 45 percent to take effect in the near future.
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Discussion and Comlete Recommendations

A. Capital Gains

All capital gains have been taxed within the income tax system since its

inception in 1913, but with special treatment (lower rates than on income) dating

from 1922. For twenty-five years, thetop 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 confirm 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 uolding-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. Lona-term losses. 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 death. Credit against estate taxes of the taxes paid on

Ions-term gains by individuals. Under the new system, the taxed gains would be

cumulatively recorded in a special box in each annual return filed during a

57



4-

taxpayer's life. The total would be offset against any estate taxes otherwise

payable at death.

5. Kixed 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 re-

lated to transfer of capital sets and partially related to realization of in-

come, including but not limited to those which are now generally known as "special

statutory" gains.

6. Literary works, etc. That the works of creators of literary, music

and artistic compositions be accorded the sams tax treatment as the works of

inventors, by creation of a new class of "special statutory" gains.

7. Sale of homes. That tax be eliminated on gains from sales of ovner-

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.

Interest deductions. In addition to its original recommendations, the

Council now recomends enactment of a reasonable rule for allocation of interest

deductions between income under the income tax system and capital gains under the

now system.

Major point-$ in support of the separate system are:

E 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.

a It would no longer be possible to becloud the problem of tax burdens
on hish incomes by lumping together income and long-term gains.
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. The economic implications of both the income tax, and the capital
gain tax, could be more objectively observed, studied and evaluated.

0 Revision in rates of tax on lorg-ter 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 at death, the case for off-
setting 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 maximizing tax.

6 The situation of gains with income characteristics receiving special
treatment undee the income tax system would be more clearly seen and
appreciated.

There would be less tax restraint on mobility and venturesome use
of capital.

Suggested rate scales. The rate scales we suggest for long-term gains

of individuals under the new system are set forth in Tables I and II for single

and married taxpayers, respectively.

Table I

Suggested Rate Scale for Taxable

Long-Term Capital Gains of Individuals
(Single Returns)

Taxable Gains

Not over $5,000
$ 5,000 - $10,000
$10,000 - $15,000
$15,000 - $20,000
$20,000 - $30,000
$30,000 - $40,000
$40,000 and over

Tax

4%

$200 plus 7 of excess over $5,000
$550 plus 10% of excess over $10,000
$1,050 plus 13% of excess over $15,000
$1,700 plus 16% of excess over $20,000
$3,300 plus 192 of excess over $30,000
$5,200 plus 22% of excess over $40,000
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Table II

Sunested Rate Scale for Taxable

Long-Tern Capital Gains of Individuals
(Joint Returns)

Taxable Gains Tax

Not over $10,000 4%
$10,000 - $20,000 $400 plus 7% of excess over $10,000
$20,000 - $30,000 $1,100 plus 10. of excess over $20,000
$30,000 - $40,000 $2,1eO plus 13% of excess over $30,000
$40,000 - $60,000 $3,40L plus 167 of excess over $40,000
$60,000 - $80,000 $6,600 plus 197 of excess over $60,000
$80,000 and over $10,400 plus 22% 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 such 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 break-

ing 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 system, the same tax would be paid on any given amount of

gains regardless of the amount of taxable income.
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In addition to taxing small amounts of gains at up to the highest rates

applying to capital gains, the present system taxes trivial amounts of gains

if the taxpayer has taxable income. We suggest an exemption at $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 compound 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

program 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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Taxable Income

$ 0

5,000

10,000

20,000

30,000

40,000

*The temporary

Table III

Coparlson of Tax on Long-Term Gains of $50.000
AeordiSA to ,ot of Taxable Earned Inco

frr . Joint itetumn)*

Tax on $50,000 of Long-Term Gains
Present System Proposals

and Rates Tax Council 1963 Administration
(1) (2) (3)

$ 6,020 $4 840 $3,010

7,070 4,840 3,570

8,100 4,840 4,200

10,180 4,840 5,540

11,770 4,840 6,680

12,500 4,840 7,510

surcharge is disregarded in all figures.

If Taxed in Full
As Ordinary Income
Under Present Rates

(4)
$17,060

18,840

20,480

23,340

25,660

27,040

This table reveals a number of things, but especially illustrates how

the Council program in taxing long-term gains would eliminate the discriination

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 a"

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 rates

he would pay $10,000 nore.
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The naxt table relates tax-vise varying amounts of long-term gains to

a stable amount of taxable income, $20,000.

Table IV

Comprative Tax on Gains of Married Taxpayers With
$20.000 Taxable Income and Varying

Amounts of Long-Term Gains *

Taxable Income

$20,000**

to
I,

I,

Is

of

it

of

Long-Term Gains

$ 2,000

5,000

10,000

15,000

20,000

50,000

100,000

400,000

1,000,000

Tax on Gains Under
Present System Proposals

Tax Council*** 1963 Administration
(1) (2) (3)

$ 320 $ 40 $ 192

800 160 480

1,640 360 960

2,540 680 1,460

3,500 1,030 2,000

10,180 4,840 5,540

23,340 15,580 13,280

104,380 79,580 66,000

250,000 212,580 190,600

*The temporary surcharge is disregarded in all figures
**Tax on income alone, joint return: $4,380
***Tax after two exemptions of $500
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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 Adminis-

tration program. At higher levels or taxable gains, benefits under the Council

program would taper off percentage-wise but would still be quite significant

as compared with the system now in effect. In the highest levels illustrated,

however, the benefits under the 1963 Administration program would have been

greater than the Council now proposes.

Unrealized Gains at Death. Under present law, gains not realized before

death of a taxpayer are not taxed. This has led to a view held by a number of

tax authorities that such gains should be taxed as part of the decedent's last

income tax return, with remaining capital then being subject to estate taxation.

Others have proposed 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.

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.
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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 evident 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 individuals 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 s 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.
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B. Income Tax Rates

Basic program. this program would inaugurate regular, repetitive steps

in 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-half 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 nor tod economics to impose a sharply ascending

scale of tax rates on the more ambitious, onerxetic and successful members of

any uiven generation. This is the pattern of existing rates, and it is unfair

because it is contrary to the accepted norm for compensation, namely, that who-

ever works longer, harder, and more effectively than the average deserves extra

compensation. Graduation of rates penalizes those who are rewarded for extra

effort by both private and public employers. The result Is poor economics,

we believe, because it arbitrarily reduces the mount of new capital in the

most dynamic hands.

2. The greater the mount of capital available -to any society, the greater

will be its economic development and the hither its living standards. It is this

factor 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
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limits economic growth add 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 with

less inflation, to ever better jobs as well as more Jobs, and especially to

the best opportunities for those Americans who to the present have been

counted among the disadvantaged.

3. The excessive rates and burden of taxes at the federal level in-

evitably create taxpayer resistance to state and local levies. It is evident

that the fundamental corrective is moderation of both the rates and the burden

at the federal level.

4. The same excessive tax rates, and the same excessive burden of

taxation overall, inevitably would make it most difficult for the Federal

gvernment to meet a really major new national emergency. A significantly

lower base of both 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 high is earmarked for tax reduction,

but will lose flexibility as regards the part earmarked for spending. This

is because a program of scheduled tax reductions may readily provide for

arresting or even temporarily reversing any given reduction, but spending
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program do not lend themselves to this kind of procedure. It t true this

procedure could exert, a discipline on increased spending for domestic purposes

by identifying the cost in term of tax reduction dollars imdiately foregone,

but this wuld see an attractive 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

PERSOMA INKM TAX RATE STRUCTURE
(disregarding temporary surcharge)

Taxable Incone
bracket Percent

(single Rate
returns*) Present Suggested Reduction

$ 0 - 0.5
0.6 - 1.0
1.0 - 1.5
1.5 - 2.0

2-4
4-6
6-8
8- 10

10 - 12
12 - 14
14 - 16
16 - 18
18- 20
20 - 22
22-26
26 - 32
32 - 38
38 - 44
44-50
50-60
60 - 70
70 - 80
80-90
90- 100

100 and owir

14
15
16
17
19
22
25
28
32
36
39
42
45
48
so
53
65
58
60
62
64
66
68
69
70

9
10
11
12
13
14
15
16
17
18
19
20
21
23
25
27
29
31
34
37
40
44
48
52
57

36
33
31
29
32
36
40
43
47
5o
51
52
53
52
5o
49
47
47
43
40
38
33
29
25
19

* brackets are double the given range for joint returns
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We estimate that effectuation of the personal rate cuts over a five-

year period would result in tax reductions of something over $5 billion

annually based on current income levels.

Adjustment in Middle Bracket Rates of H.R. 13270. Despite the benefits

which would result therefrom, we realize it is too such to ask enactment of the

Council's complete program at this time. However, we do urge the Comittee on

Finance to endorse the objective of flattening the curve of graduation through

the middle brackets. As applied to the rate reductions in H.R. 13270, this

principle would require adjustments in only a dozen brackets. These are shown

in Table VI below:

Table VI

Personal Income Tax Rate Reform
(disregarding temporary surcharge)

Taxable Income Bracket
(single returns*)

(Thousands)

$0 - 0.5
0.5 - 1.0
1.0 - 1.5
1.5 - 2.0

2-4
4-6
6-8
8 - 10
10- 12
12 14
14 - 16
16 - 18
18 - 20
20 - 22
22 - 26
26 - 32
32 - 38
38 - 44
44 - 50
50-60
60 - 70
70 - 80
80 - 90
90- 100

100 - 120
120 - 150
150 - 200
200 and over

*brackets are double the

Present

14
15
16
17
19
22
25
28
32
36
39
42
45
48
50
53
55
58
60
62
64
66
68
69
70
70
70
70

given range

H.R. 13270

13
14
15
16
18
21
23
27
30
34
37
40
42
44
47
49
50
52
54
58
60
60
61
61
62
63
64
65

for Joint returns

70

Recommended
Adjustments

20

26
29
32
35
38
40
43
45
48

57
59

4
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The reduction in rates with the %djustments we recouend would average

about 10 percent through the middle brackets, or one-fifth of the full cuts

contemplated in our complete program.

50% Maximum Rate on Earned Income. 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 percent on earned income provided in Section 802 of the

House bill is a long step in this direction. We agree with the Ways and Means

Comittee 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.

C. Corporate Income Tax

As businessmen, we are acutely aware that the pace of btisiness investment

in the contemporary period is thought to be a major factor in the continued in-

flation. 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

international 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 borrow-

ing 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
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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 Representatives would increase the overall tax burden

on corporations by almost $5 billion.

As such 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.

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 1971

and again in 1972. We do, however, recomend that the total cut be increased

to three percentage points, or one and a half point in each year.

Conclusion

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 transactions in capital

assets.

In the field of income tax rates, moreover, H.R. 13270 offers the op-

portunity 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 thofights and suggestions prove helpful to

you in your deliberations on improving the tax law.
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SUMMARY

1. Changes in the capital gains tax structure will crt ate a further shortage
of investment capital and contribute to inflation, higher interest rates,
depressed securities markets and unemployment.

2. The Act as passed by the House fails to recognize the significant
difference between capital and income.

3. The practical effect of the amendment will be to discourage needed
capital investment at a time when such investment should be encouraged.

4. Domestic equity markets will become less attractive, inviting an outflow
of investment monies to foreign markets.

5. To the extent that investable capital is eroded by the imposition of taxes,
an inflationary expansion of credit results and this problem as it exists
today will be aggravated by the present proposals.

6. The twelve month holding proposal will reduce to a dangerous extent
liquidity in the securities markets and the long-term effect will be to
reduce, not increase revenues to the Federal Government.

7. If additional revenues from taxation of capital are imperative, they should
be raised through a kind of withholding tax on foreign investments. Wealthy
foreigners deal extensively in our markets, taking advantage of our system
yet making no tax contribution to its maintenance.

8. A healthy national economy demands more, not less capital investment.
I propose a graduated capital gains structure, similar, but not identical
to the present income tax structure. This progressive scale would reach
a maximum rate at say, $300, 000 per year and thereafter incremental
gains would be taxed at a regressive rate.
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STATEMENT

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 customers 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 appreciate 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 painfully 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
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Page Two

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 markets will become less attractive and less liquid,

thereby inviting domestic capital to consider domestic or foreign alter-

natives 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 was stagnant. Savings

were not being channeled into development of new industry or enterprises.

Since World War II, there has been generally a greater
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recognition that a high rate of savings or investment is necessary to support

a high rate of consumption; that the existence of one does not deny the other.

Savings and consumption 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 $64 billion, while the total labor force on payrolls increased by

about 2 million persons. This means that for each additional job created

in 1968, industry had to spend about $31, 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 sustain expansion of our industry

and to employ our growing population.

The $64 billion needed to buy plant and equipment in 1968 came

of course from a variety of sources, including bank loans and retained

earnings as well as sale of securities. The Department of Commerce
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reports that in 1968 American corporations raised approximately $16 billion

of this amount from the sale of securities or 25% of the plant and equipment

expendJ*ures. 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 complex factors, industry appears to be relying more and

more on equity financing and less on debt securities. It seems obvious

that any policy that will negatively affect the sale of 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 Reform Act will make less funds available internally

to industry from profits. Thus, industry will become even more dependent

on outside sources of capital. If outside sources are made less available,

as I believe they will be because of the capital gains tax amendment, industry

will have to curtail investment and will find whatever capital is available

to be costly.

I heartily agree with a statement contained in THE WALL STREET

JOURNAL's September 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 over-

weighting, embodied in the proposed treatment of capital gains
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as well as corporate tax increases, could impede economic

growth in the years ahead by curtailing the incentive to make

productive investments.'

"It is 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

intentionally 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 confidence to develop and nurture its increase. An increase

in capital is very different from ordinary income earned from labor or

sale of goods. True, it superficially looks the same. 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 exchanged 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.

This quality of capital gains distinguishes it from income. Since
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the inception of federal taxation of capital gains this distinction has been

recognized by Congress as one justification for extending different t-Ax

treatment in this area than imposed in the area of ordinary income. The

amendments now enacted by the House largely ignore this important dis-

tinction, seeking to tax the increase in value of an asset as if it were

ordinary income. Not only does the House disregard 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 recognized

by past Congresses, namely the necessity of encour ging capital investment.

I firmly believe that the amendments enacted by the House, in

particular the repeal of the alternative capital gains tax and the lengthening

of the holding period, will result in investors curtailing investments so that

expansion of the economy through creation of new or expanded facilities

will be sharply reduced. The effect of repealing the alternative tax rate

and increasing the holding period for capital gains on exchange of property

will be most damaging to our equity markets and, in my opinion, the federal

government is bound to lose, not increase, revenue as a result of the

inevitable decline in the attractiveness of U. S. security investments. I

am sure it is not the intention of this Congress to kill the goose that lays

the golden egg.

The expansion of the holding period from six months to one year

will lessen the attractiveness of an investment in the first instance, and
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will further serve to postpone sale of securities that otherwise would be

sold, reducing liquidity of the securities markets. The damage to be

suffered inthe securities markets from loss of liquidity will be much greater

than any revenue benefits that the House apparently feels will arise from

denying long-4erm capital gains treatment to assets sold in the period seven

to twelve months after acquisition.

Wealthy investors account for a major portion of the capital

provided in our economy. The present alternative capital gains tax - a

maximum of 25% on net long-term capital gains as opposed to the imposition

of a regular tax on 50% of net long-term capital gains - does benefit the

wealthier members of our community; but more important it is the encourag-

ing factor that spurs the wealthy investor on to make his capital available.

If the repeal of the alternative tax as provided in the Act is retained, there

is no doubt that transactions will be curtailed and that the capital of the

wealthy will be less readily available. Increasing the corporate maximum

rate to 30% 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 in favor of either taking capital abroad (perhaps even changing the

domicile of the possessor) or deferring the realization of capital gains. It

seems apparent that at the very least possessors of capital will, upon con-

sideration of the burdensome taxes imposed, begin to look elsewhere than
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the organized domestic stock markets for investing their capital. I believe

that investment funds in our free enterprise economy 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. 3 billion
.

of U. S. securities purchased 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 attractiveness, foreign investors 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 t:e tax burden

* FORTUNE MAGAZINE, August, 1969
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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 consideration be given to setting up a separate structure for taxation

of increase or "gain" of capital, apart 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 collected 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 growing population.

A further innovation might include taxation at the source of foreign

investors' capital gains. Capital gains of foreigners currently are not taxed.

By placing their capital in our economy, foreign investors are, in essence,
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utilizing the advantages 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 economy not accorded our own citizens.

In all fairness, foreign capital should be willing to bear a fair share of

our tax on capital gains.

Thank you.
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REFORMING CAPITAL GAINS: THE $100 BILLION MISUNDERSTANDING

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 listing
tax law. The Treasury proposals are not.

2. Further. significant improvement can be made:

(a) Treatii, capital gains as ordinary income in the context of income
averaging and lower top rates (to 50% or below) would be the most significant tax
reform that the Senate could accomplish. This would:

--generate up to $8.5 billion in new revenues making other reduc-
tions and reforms possible.

--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 annually to escape taxation by transfer at death would eliminate the present
reward of a tax-free step-up in basis. This would:

--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
period 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 potential federal revenue flow of nearl) $100 billion which should not be allowed
to escape over the next generation.

*Associate Professor of Economics, U.S. Naval Academy, and Lecturer in Economics,
University of Maryland Graduate School; member of the Editorial Advih'.ry Board of
the National Tax Journal, the official journal of the National Tax Association, and
Consulting Editor of iIhe Center for Political Research, publisher of the National
Journal. The views expressed in this paper are those of the author and do not
necessarily reflect the views of any of the above organizations. The author was a
Fiscal Economist, Office of Tax Analysis, Office of the Secretary of the Treasury,
and participated in preparation of the Revenue Acts of 1962 and 1964.
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BASIC DATA S4MARY FOR CONSTRUCTIVE REALIZATION OF CAPITAL GAINS AT DEATH

Appreciable
Assets
1953

Real Estate
Stock 2/
Non-Corp. Equity

Total

1958
Real Estate
Stock
Non-Corp. Equity

Total

1963
Real Estate
Stock
Non-Corp. Equity

Total

1968
Weal Estate
Stock
Non-Corp. Equity

• Individual Wealth
Total Top' Other

$442.6
127.2
187.4

$757.2

$ 633.3
252.0
243.8

$1,129.1

$ 800
400
300

$1, 500

$1,300
580
S0

$ 70.1
105.7

20.0
$19S.8

$114.0-
216.7
31.7

$362.4

$160
3SO

45
$SSS

$372.S
21.5

167.4
$561.4

$519.3
35.3

212.1
$766.7

$640
so

255
$945

$250 $l.0S0
S0 80
100 400

$8590 $13530

(b;_ions of S)

Decedents, Wealth
Total Other

$9.757
3.487
4.498

$17.742

$13.934
5.797
S.850

$25.S81

$1.SS2 $8.205
2.983 .504
0.480 4.018

$S.015 $12.727

$2.509
4.985

.760
$8.254

$11.42S
.812

S.090
$17.327

$17.600 $3.S20 $14.080
9.200 8.050 1.150
7.200 1.080 6.120

$34.000 $12.650 $21.350

$28.600 $ 5.500 $23.100
13.300 ll.SO0 1.800
12.000 2.400 9.600

$Ts.900 $19.- 400 $34.s00

0
Decedents'
Total

$4.545
1.463
1.397

$7.40S

$6.521
2.437
2.059

$11.017

$ 7.390
3.890
2.270

S13.SSo

$12.490
6.470
5.040

$24.05F

Unrealized Capital Gain
Top Other

$0. 8S3
1.312
0.192

$2.357

$1.380
2.193

.304
$3.877

$1.760
3.540

.430
$S.730

$2.7S0
S.750
1.200

$3.692
O.1I1
1.205

$S.048

$S. 141
.244

1.755
$7. 140

$5 .630
.350

1.840
$7.820

$9.740
.720

5.840
$14 0

1/Gross Estate tax filers (assets over $60,000)
T/Stock held by individuals but excluding personal trust fund-held stock.

Source: Harley H. Hinrichs, Center for Political Research; estimates for 1953-63 originally prepared for
the Office of Tax Analysis and these Hinrichs estimates are published with their methodology in
Martin David, Alternative Approaches to Capital Gains Taxation, Brookings Institute, 1968, p. 1O0.
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Swrmiary of Statement

1 recommend to the Finance Committee that the capital

gains tax law be amended to provide for realization of gain

or loss upon a gratuitous transfer of property, inter vivos

or at death, on a comprehensive basis.

The question whether this change in the income tax law

should be made is one of legislative policy. The Constitution

leaves the Congress free , act in this matter. And the draft-

ing difficulties that would be encountered in connection with

this change in the law are not peculiarly difficult.

The national economic consequences of either leaving the

capital gains tax law in this area as it is, or changing to

realization at death as I recommend seem sufficiently minor so

that the legislative decision need not be greatly influenced

by this factor.

I think that the key factors are the weight to be attached

to the burdens placed by the income tax law upon family interests

in an adequate level of annual maintenance on the one hand, and

family interests in the inheritance of property on the other. In

these terms, I think that our present practice of forgiving the

gains tax upon appreciated assets retained until death is inappro-

priate because it results in an unjustifiable subsidy to the in-

terests of some families in the inheritance of property, as opposed

to the interests of others in siich inheritance, and because this

subsidy to inheritance seems Jncongruous in the light of the bur-

dens placed by our mass income tax upon family interests in

annual maintenance.
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A Recommendation that H.R. 13270 be Amended to

Provide, Comprehensively, for the Realization of

Capital Gain or Loss on Transfera of Capital Assets

by Gift or at Death, and that Unrealized Gains in

Respect of Property Held in Trust be Taxed Once in

Each Generation--And a Comment Upon a Related As-

pect of Federal Estate and Gift Tax Reform

Thomas L. Waterbury
Professor of Law
University 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 decedent at his death

should acquire a new cost basis for federal income tax purposes

in the hands of the decedent's successors. The Section of the

Internal Revenue Code of 1954 which so provides is "ection 1014.

This new cost basis is equal to the market value of the assets

at the date of death (with limited exceptions which may be ig-

nored for present purposes). The result of this new basis is to

permanently eliminate the payment of gains taxes on any appreci-

ation in the value of such assets during the period of the dece-

dent's ownership. (.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

$50,000, and no gains tax would be due if A's executor sold the

shares in the course of administration of A's estate.) Of course,
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this new basis at death can 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 conse-

quence of this new basis at death is the "forgiveness" of the

gains tax on appreciation.

The change in the gains tax law that I am supporting would

realize these gains 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 death. In the

illustration above, A's representative would report A's $40,000

of 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 zqlso 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 teist here.

It is true that the carry-over baris rule of Section 1015

does not immediately result in gains tax forgiveness, as does
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the forgiveness at death rule of Section 1014. Indeed, if the

donee immediately sells the property, any gains will immediately

be taxed. But the donee may not sell. If an individual, he may

retain the property until his own death and achieve forgiveness

of the gains tax. If a trustee, he may retain the property

throughout the term of the trast (which may be a century cr more),

and then distribute it (in a non-taxable transaction) to terminal

beneficiaries.

Realization at deathh has been discussed academically for

years, and was recenA1y proposed to the Congress. The Kennedy

Administration presented restrained proposals of this kind to

the Ways and Means Committee of the House in 1963. The Committee

failed to approve them. Why, then, do I revive the topic at

this time?

In a few words, the reason is that I think realization at

death may have been rejected by the Ways and Means Committee in

1963 because of errors of judgment made in developing and support-

ing the proposal, and that I have some arguments to offer in

support of realization at death which the Finance Committee, and

ultimately the Congress, may find to be persu aiv.c

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 retain appreciated assets that, gains taxes aside, they would
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prefer to sell in order to make more attractive alternative

investments, if they knew that they would ultimately have to

pay the gains tax anyway.

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 sumnarize the results of that work in about nine pages of a

Law Review Article. My conclusions, in most pertinent part,

are as follows:

"This brief look at the economics of gains tax

forgiveness and realization at deat!i suggests
that it does not matter much to the national
economy which choice is made.

"Apparently, the "lock-in" effect of con-
ditioning the 4ains tax, inter vivos, upon a
voluntary transfer would be somewhat reduced
by realizing gains at death, though the national
economic significance of the change seoms slight."

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 somewhat increase capital gains
2

tax rates und lengthen the required holding period. But

even if one is impressed with the economic importance of keep-

ing gains tax rates down in order to minimize "lock-in" effects,

it does not follow that realizing 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

helpful insofar as owners of appreciated assets decide whether

to retain or sell them "in contemplation of dath"--that is,

ma
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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 investment 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 may 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 with a fur-

ther case that I find persuasive. This case of mine was pub-
3

lashed in the Minnesota Law Review in the Fall 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 essen-

tial technical matters which need not be reviewed here. Thus

this discussion includes an investigation of the constitutio n-

ality of gains tax realization at death. (I am satisfied, for
4

reasons elaborated there, that the Finance Committee need not

hesitate to st'pport gains tax realization at death because of

constitutional doubts.) And this discussion concludes with a
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review of the technical drafting problems that would be encoun-

tered in giving legislative expression to gains tax realization
5

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 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.6 (Transfers to charity are not un-

common, particularly in disposing of large estates, but they

raise distinguishable questions regarding the appropriate scope

and character of subsidies 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 de-

ceased 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 transfer of

wealth within the family. The result is a subsidy because for-

giving the gains tax leaves more wealth in the hands oZ 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 forgive-

ness. I have developed at length in the Law Review discussion

already referred to my reasons for believing that the interests

of families in the financial security and opportunities of their

successive generations are important social interests which are

entitled to respect under our progressive income, gift and
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7death tax structure. 7 The objection to the subsidy afforded

by gains tax forgiveness is that it is an irrationally distri-

buted one. This is my next point.

Family interests are of fundamental importance in our soci-

ety, for the obvious reason that the society is by and large com-

posed of families. The family is our foundational social unit.

Therefore it makes no sense to have a tax structure which con-

tains subsidies to the financial security and opportunities of

the members of some of the families in the society, to the rela-

tive detriment of the financial 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 econcnic 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 compa-

rable 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.0 Indeed, I know of an estate planner

who is full of economic arguments in favor of forgiveness at

dea!.h. I only say that, if the Finance Committee consults pro-

fessional economists of good competence in this matter, they

will support my conclusion.)

More specifically, gains tax forgiveness does not have

peculiar value to the economy as a source of incentives to work,
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8
save or invest. And gains tax forgiveness does not have pecu-

liar value to the economy as a subsidy to the formation of
9

private capital. And gains tax forgiveness is not required in

order to avoid economically undesirable liquidation problems in

administering the estates of decedents.10 And gains tax forgive-

ness certainly does not contribute to eliminating the "lock-in"

problem in an economically indispensable way.(It will be recalled

that the Kennedy Administration advocated realization at death

as a solution to the \Olck-in" problem.)

And, turning ffom the interests of the economy as a whole

to family interests, gains tax forgiveness is not a plausible

subsidy to family interests in the inheritance of property.

Assuming that family "interests in the inheritance of pro-

perty 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 appreci-

ated assets during his lifetime scarcely demonstrates, by sell-

ing them, that he is less interested than the first in the eco-

nomic welfare of his spouse, or children, or other relatives.

What he has demonstrated instead is that he thought it was a good

idea to sell. Logically, this decision does not involve any

rejection of the interests of one's family.
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Also, in terms of tho 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 cur-

rent maintenance. There are more families in the society that

have an immediate interest in an adequate level of annual main-

tenance 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 rovenre

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 inter-

ests in the inheritance 'of property ought not to be subsidized

in preference to family interests in an adequate level of cur-

rent 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 collect-

ing the gains tax at death if not before. The basic reason is

that federal estate and gift taxes apply in the pame way to

family wealth, whether or not it was accumulated 'with the aid
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of the subsidy of gains tax forgivoness, 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 realization

at death.

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 pre-existing 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 reali-

zation at death should be enacted, and federal gift and estate

tax rates whould thev.Q reviewed in the light of the fact that.

they will be imposed'as.a second, or subsequent, tax on family

wealth that has already been reduced by the income tax.11

The foregoing will suffice as a terse statement of my gen-

eral case for gains tax tedalization at death. I have also said

that realization at death should be enacted 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 parti-

cular questions, and many more of them are addressed in my Law

Review discussion, already referred 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 substan-

tial exemption, in order to avoid reducing "small estates" by
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realization at doath? I think not, in viow of tho very low

level of exemption permitted under the income tax for incomes

devoted to family maintenance. Exemptions on grounds of admin-

istrative convenience (ejq., in respect of personal belongings,

and household furnishings, 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 spase 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 treat-

ment for surviving spouses 'in non-community property states,

ought there not to be .: "equalizing" exception to realization at

death for appreciated property passing to a surviving spouse? I

think not, despite the availability of analogies to income-split-

ting between spouses, and to the federal estate tax marital deduc-

tion. Income splitting between spouses, unlike gains tax forgive-

ness, does not exempt income from taxation, and, unlike a cblry-

over basis rule, does not permit indefinite future deferral of

the income tax--income splitting between spouses only reduces the

tax rate, and capital gains already benefit from a preferential

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 result in the forgive-

ness, or indefinite deferral, of tax on a very large amount of

gain. Again, in view of the low level of exemption permitted
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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 comon law

and community property states is to applk realization at death

to both the deceased and the surviving spouse's share of unre-

alized community property gains. (I do not suggest that there

is a strong case for such equalization arguably, the co-tenancy

of community property spouses should be recognized for realiza-

tion at death purposes. After all, there are differences between

the marital property rights conferred by community property stat-

utes, 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 theC~wner-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
12Law Review discussion than seems appropriate here. For

present purposes, sufficett to say that, at least in the case

of the proceeds of "pure" life insurance (i.e., proceeds in

excess of policy reserves--policy reserves contain eoi element

of accrued, but un-taxed, interest) purchased to insure the

policy beneficiaries against the premature loss of the income-

producing capacities of the insured, I think the answer is no.

Statistically, the families of "broad-winners" are unlikely to

be fully insured 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'beneficiaries,

had he lived out his productive expectancy. Arguably, as a

V
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matter of i.ocial insurance, the surviving contemporaries of

such under-insured decedents ought to make the latters' income

tax contributions to tho cost of government, leaving the life

insurance proceeds for dependents.

To be sure, owners of appreciated assets may die prema-

turely 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

created 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 required in con-

nection with my next, and final, topic, economy of words will

be served by deferring this final point.

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 than either, viz: assuming that a comprehensive reali-

zation at death remedy of the sort just described would improve

the income tax structure, 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

inheritance of property?
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I addressed this topic in a limited way in the Law Review
13

discussion previously referred to, suggesting that the adop-

tion of realization at death ought not to be deferred on this

final ground. I have not changed my mind. But since the puoli-

cation of that discussion, I have about finished another (regard-

ing the avoidance of gift and estate taxes by means of multi-

generation 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 didcussion is possible here.

For illustrative purposes, let us consider the relative priority

of enacting gains tax realization at death, and of doing some-

thing equally comprehensive to eliminate the avoidance of gift

and estate taxes by mean of multi-generation trusts (which,

under present law, can insulate family wealth from federal es-

tate and gift taxation for a century or more). Let me illustrate

this estate and gift tax problem (referred to in a current Amer-14
ican Law Institute study as "The Generation-Skipping Problem")

with a hypothetical case, which, in its federal estate and gift

tax aspects, seems quite realistic.

Case 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 "inde.-

pendent" t ustees (who were nonetheless reliably interested tn

maintaining business connections with A and A's family). A's

federal income tax basis for the stock was $100,000 (its value

on March 1, 1913). The trustees were authorized to retain this
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stack, and to participate in corporate reorganizations, and

were directed to pay the trust income to Ate daughter D, aged 30,

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.-sur-

viving 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 re-

organizations, so that all of the stock held by the trustees

still has an aggregate basis of $100,000. Its market value, how-

ever, 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 re-

spect 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 appreciation in

the value of the trust property which has occurred since 1913.

Conceivably, 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
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a's four children might retain their stock until their deaths,

and if gains tax forgiveness 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 hypothI etical case is surely atypical in its assump-

tion 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 possibility of

further deferral for other half-century or more is conjectural.

These aspects of the-case, do, however, hi-hlight 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 prevented from postponing the realization of

gains over very long periods of time.

Such a supplemental remedy would be necessary in cases,

such as Case A, in which successive generations of trust bene-

ficiaries did not have a sufficient interest in the trust prop-

erty to cause that property to be included in their estates for

federal estate tax purposes at death. And since the gains tax

is not a notably 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 wore extended to multi-generation trusts such as this,
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the current and future beneficiaries of such trusts would car.-

tainly enjoy a dramatic preference over the beneficiaries of

much more modest contemporary and future accumulations of wealth,

if realization at death were comprehensively applied to the latter.

Opponents 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 realiza-

tion 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 realization at death.
15

In my earlier Law Review discussion, I answered in the

negative, essentially on the ground that a generation-skipping

remedy was, in its application to future transfers, primarily a

vahicle for collecting second 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 pro-

gressive 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.
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I should Iuve added thaL Lhe iiicoie Lax 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 leld, or a gains tax .ealJzed 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 pre-

viously taxed wealth to the extent of unpredictable asset appreci-

ation occurring during the intervening generation. As to that

appreciation, 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 attention. That argument rests on

the assertion that we do not permit the accumulatioA of very

large personal fortunes primarily out of regard for family inter-

ests in the inheritance of property, but out of regard for the

advantage 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 ad-

vantages 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.
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The neyt step in the argument iq the assertion that, once

the person whose economic skills accumulated the wealth is de-

ceased, there is abruptly less economic 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.

If one accepts these economic views, there is a pretty

strong case for relatively heavy progresaive gift and death taxa-

tion of very large accumulations of wealth (eq., 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 accumulated without

being exposed to such taxes as in Case A.

And there are a number of historical facts about the evolu-

tion of our progressive taxes on incomes, estates and gifts to

suggest that there may be quite a fbw real cases which more or

less involve the kind of estate and gift tax avoidance illustrated

in Case A. Some of these are synopsized in the following extract

from my Law Review discussion, previously referred to:

To briefly review 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 perpetuities if the transferor chose to take
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full advantage of MA change 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 multi-
generation trust blessings above-mentioned, except gains
tax forgiveness at death, without sustaining the initial
burden of paying the estate tax. 1 6

(It might not be aai" to add tnat no such philosophy as

that just outlined is xnflected 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 Additional Tax tO P W generation-skipping transfers. There

is a good reason on the facts for this position. The Additional

Tax is a generation-skipng Iremedyw that is vulnerable to

astute pre-planning, &a at the same time one that could penalize

failure to pre-plan very severely. Consequently, were the Addi-

tional Tax, ko be commmly applied to past and'future generation-

skipping transfers, the past ones (necesarily designed without

regard to it) would probably be much the more heavily burdened.

I do not mean to e rse the Additional Tax. Instead, for

reasons that are elaborated in an article to be published in a

few months, I think the Aditional Tax a generation-skipping

remedy better calculated to perpetuate the generation-skipping

problem than to relieve it.)

To sum up, I am still of the opinion indicated at the outset--

that the enactment of a omprehensive scheme for realizing gains
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at death is a better first step to t;,ko in bringing the burde.as

of the income tax upon family interests in maintenance and inheri-

tance into a more plausible relationship to one another than a

program of reform involving the federal estate and gift taxes,

which 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 progressive

gains tax rather than a more progressive gift or death tax.

Nonetheless, I am more respectful of the case for rela-

tively 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 fieldd gains tax revenues from many

smaller estates, would tend to enhance the appeal of that case.

So perhaps acceptance of these realization at death argu-

ments 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 argwnents

with care, because I think it of importance to the morale of

the society that national policies which have a substantial

effect upon important 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

substantial effect upon family interests in adequate current

maintenance. Unfortunately, I think that family interests in

the inheritance of property now enjoy a relatively favored status,
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and while I think these interests ard 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 impor-

tant ways by the level of maintenance that prevails.)

As a person who teaches law school courses which, in the

mai.n, 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 is

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 the 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 dowm to one of informed, political

judgment, which is why I have ventured to bring it to the

Finance Committee of the United States Senate.
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RESTRICTED STICK PLANS

STATEMENT OF

JOHN SEATH
VICE PRESIDENT AND DIRECTOR OF TAXES

INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION
BEFORE

THE SENATE FINANCE COMMITTEE
SEPTEMBER 16, 1969

SUMMARY

Mr. Chairman and Members of the Committee:

My name is John Seath. I am Vice President'and Director of

Taxes for International Telephone and Telegraph Corporation.

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 regulations 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 scarcity 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 of 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,
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with a corresponding huge gain to the employee taxed at capital gain

rates after six months holding.

This 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 fascination of working for a corporation tnat 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 the shares must be held a minimum of three years.
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It has been said that the present treatment of restricted stock plans

constitutes "an 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 B'll 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 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 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 management employees have been able to obtain rulings from the

Internal Revenue Service that such plans were in accordance with the
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Internal Revenue Code. Suddenly we are fpced 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 reports 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 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 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 distributions

be deleted and left for further consideration. Also, we should like to

suggest that any provision characterized at 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.

118



.5-

Mr. Chairman, we have prepared for your review a more

detailed statement which has been submitted to the Clark of the Committee.

I wish again to thank you for the opportunity of presenting our views on

this Bill.
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RESTRICTED STOCK PLANS

STATEMENT OF

JOHN SEAT
VICE PRESIDENT AND DIRECTOR OF TAXES"

INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION'
BEFORE

THE SENATE FINANCE COMMITTEE
SEPTEMBER 16, 1969

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 treatment

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 corpoTation or a subsidiary.

There has been a myriad of articles written on the subject of

the scarcity of management talent in the United States today. ITT, like

other companies, needs to retain the management it has in the face of

talent "raiding" by other companies. 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 remuneration we simply could

not match. We need to retain our.managers for our shareholders and our
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employees -- and to do so we have to give our management an interest

in ITT's business future.

It is tAfficult 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 enterprises such as an automobile

distributorship, or similar enterprises. About the only way that a

professional manager of a large company can do so is to be given an

opportunity to earn an ownership interest in his employer's busihcss. We

believe that the :estricted suck 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. Employees are offered the opportunity to purchase

restricted stock at 1/2 of the current 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
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must be re-sold to the corporation at its original purchase price if the

employee-owner leaves before retirement, or 25 years of service.

Restrictions requiring 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 additional year of service until 15

years of service have been completed. The remaining 50% 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 management.

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 bargain prices, because the stock is

made available at low cost prior to a public offering at a much inflated

price. Let me give you but three examples from our files:
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Offering Price Market Estimated
Executive Shares Offered Per Share Price Gain

22,060 $ 18.00
Mr. A 20,000 .20 $ 27.001 $734,000+

Mr. B 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 employer's

business through "statutory stock options." To those who maintain that

statutory stock options solve this problem, we refer you to an article by

vhe 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 ir 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 b6rrowvings necessary to

exercise statutory options would be prohibitive. Further, the change in

the treatment of interest cost conta.ined 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
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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, btit 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 5076, 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

and unintended 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

Committee. See Hearings before the Committee on Ways and Means (88th

Cong., lot 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
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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

(i) the difference between such purchase price and the fair market

value of the shares at the time the restrictions lapse, whichever is the

lesser.

Howev-er, under the Treasu'y 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 bc ween 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 restricted

stock plans generally 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 the very purpose for which the plan was set up.

Secondly, and equally important, 't must be recognized that the new rules
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do not have a significant effect on overall tax revenues; they do not serve

to bring additional income iax revenues into the U. S. Treasury. To

the extent that the new rules occasion inore 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, considerations

other than Government revenue must underlie the proposal.

Further, if the employee sells his stock after the restrictions

lapse, the proposed iogulations 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 $36, 000) purchases restricted stock at 100 with an

unrestricted fair market value of 200. In four years, the restrictions

lapse and the employee sells the stock for 300, its value at that time.

Present law:

Tax on income to employee: Compensation $100 (200 - 100)@ 45% = $45
Capital gain $100 (300 - 200)@ 22. 5% = 22. 5

Total tax to employee $67.5

Deduction to employer: Compensation $100 @ 48 z 48

Net tax paid to Treasury under present regulations $19.5

Proposed amendment:

Tax on income to employee: Compensation $200 (300-100)@ 45% $90
Capital gain 0 (300-300) a 0

Total Tax to employee $90

Deduction to employer: Compensation $200 @48% 96

Net tax loss to Treasury under proposed regulations $_6.
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(Th . above figures do not take into account the surtax which would increase
the loss to the Treasury.)

Certainly, any tax proposal that can simultaneously cause responsible

corporate employers to object and, at the same time, reduce Treasury

revenues is one that deserves careful consideration.

We understand that the present Treasury regulations have been

subject to abuse by a few taxpayers. We recomnmend and heartily support

any changes in the law to correct the abuses -- such as a requirement that

the restricted stock must be stock of the employer corporation, or a

corporation that controls the employer corporation, or even a requirement denying

restricted stock benefits to 5% or more shareholders of the employer corporation,

or 5% or more shareholders of an affiliate of the employer corporation. However,

to do away entirely with restricted stock plans simply because abuses have

been found would be causing hardship to those who have not abused the law.

The ITT restricted stock plan was adopted by the management and

* shareholders to give its employees an incentive to remain with us rn a

career basis -- an incentive which is not effectively provided by other types

of stock plans.

Thus, while we believe that abuses should be corrected, we urge

that there is no reason for the enactment of a provision which will result

in no increased revenues, but which will impede the efforts of large

corporations to attract and retain its management. It is this management

which corporations need to l-ecp moving forward in order to continue the
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activities which provide employment for thousands and which benefit

the economy and the nation,
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BULMARY OF S'ATEMENT ON II.R. 13270
SUBMITTID BY JO111 A. CARD 1.11d JO IfI M. KILLING, JR.,

OF LEE# D 0OMSY & KENT

I. DUFERRD CvIISATION (9331)

The proposal for taxing deferred compensation should

not be adopted.

(1) Daferred compensation is fully tax.able at ordinary

income rates and in no sense represents a tax loophole.

(2) Deforred compnsalion servos onny corporate purpocoS:

It attracts and holds employees; it provides supplccntal ro-

tiremont incoic; and, when awartded in the corporation's own

stock, it creates additional enplnyco incentive. |forcovor,

Its use is not limited to a fow hi-hly paid executives, but ic

applicable to many employcos at many levels.

(3) The proposal is unduly corplex rud presents a dis.-

proportionate compliance burden.

(4) Adoption of this proposal may woll cuse a loss of

tax revenue, and moot certainly wiill be inflationary by en-

cournging current cash ppyrionts of competition rather tbhn

deferment.

(5) The proposed trcataont of deferred componration

iodifins radically the concepts of the cash method of accouwt-

Ing and tho annual accounting period. Both of thone conc3pts

have been fuudri,,-ntal in our ta: uyuton. No ndaquato rovenuo

purpose hs bocn demonstrated for so d *stic a departure from

thase basic concepLs.
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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 con-

tributions on a five-year "averaging"' is neither realistic

nor equitable.

(2) The proposal would substitute a complex sot of

rules for a very simple tax computation under existing law.

Data needed to compute the tax liability under 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 receiving lump sum distributions

and not merely by those whose taxes on such distributions

might be increavcd.

(4) The attempt to provide a five-year forward averag-

ing will result in overpayment of taxes by soe retired in-

dividuals who can leact afford it and yet prevent themfrom

recovering overpayments for a period of five years.
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STATEMENT ON IfE TAX REFORM ACT OF 1969
(H. R. 13270) BEFORE THE FINANCE

COWMITTHE OF TE UNITED STATES SENATE

Submitted By

John A. Cardon and
John M. Sicilling, Jr.

This statement Is submitted by John A. Cardon and

John U. Skilling, Jr., in opposition to Sections 331 and

515 of H.RI. 13270 dealing with the taxation of deforrod

compensation and the taxation of lump sun distributions

from qualified pension, profit sharing and stock bonus

plans.

The undersigned are r.ewbors of the lawv firm of Lee,

Too.ioy & |tent, 1200 18th Streot, N. W., Washington, D. C.

20036, 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 viell as non-

qualified plans of deferred compensation. Our clients have

included both large and siunll corporations roprosenting a

cross-section of American industry.

In view of this experience, we desire to bring to tho

attention of the Comuittee certain aspects of the proposed

changes in the Internal Revenue Code v.,hich would be affected

by Sections 331 and 515 of the pan~tnj Dill.
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Part I. DEFERRED CO,)MPER*SATION

Section 331 of H.R. 13270 adds a now §13b4 to the

Internal Revenuo Code to dcal with the taxation of de-

ferrcd compensation. This nc7 section provides for a

minimum tax on deferred compennation payments in excess

of $10,000 per year dctominod by "throwing back" such

excess to each year in which it is demed to have been

earned (the period of employment or such lessor period

as the Secretary shall determine). Alternatively, the

taxpayer oay compute the minimum tax by using the average

Increase in tax in the three highest of the last ten years

and multiplying that by the number of years over which the

deferred compenoation is deemed earned. In any event, how-

ever, if the actual tax in the ycar of recolpt is higher

than the lower of the miniiuw tax coi.putations, the higher

tax vill be duo.

The objective of this provision is to tax an bmployoe

on deferred compensation pryiients at the time he received

them, but at the higher of (a) the tax he would have paid

had he recoivod the deferred compooation in the year it

was earned, or (b) the tax he would pay on the deferred

compensation in the year it is actually received. The

alleged purpose of the proposed revision is to discourage

taxpayers from taking advantage of the fact that they may
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be in a lower tax bracket after they retire from full-time

employment.

We are opposed to any changes in the taxation of de-

ferred componsation, and specifically to Section 331 of

the Bill, for the following reasons:

(1) Deferred Compensation Is In No

Sense of the Word a "Tax Loophole"

Under present law every dollar of deferred compensa-

tion will be taxed to an employee at ordinary income rates,

not as capital gain, and the employer will get no tax de-

duction until the time of payment. Actually, the princi-

pal benefit of deferred componoation to an employee is that

it tends to level out his total earnings over a period of

-time more closely associated with his life 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 de-

ferred compensation to an employee is the anticipation

that he might be in a lower tax bracket when deferred com-

pensation payments are ultimately made to him, but there

is no guarantee that this will, in fact, be the case.

There are numerous instances where just the opposite is

true, either becausc the employee has other income or be-

cause he is a widower and thus subject to txation at single
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taxpayer rates, or because the tax rates have been in-

creased (e.g., a year in which the surcharge is applic-

able). 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.

(2) Deferred Compensation Serves

Many Corporate Purposes

Deferred compensation has been used for many years,

wholly apart from tax consequences, as a method of attract-

ing and retaining valuable employees not only in the top

echelons of management, but also in middle management.

This is 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 one of the major tools of corporate management

in acquiring and ret,iiiing capable employees.

Deferred compen.sation also provides a method whereby

an employer can do something more in the way of retirement

income for some of its employees. In many instances bene-

fits provided by qualified pension and profit sharing plans

are felt to be inadequate to do the job desired in middle

and upper management ranks, and deferred compensation can

serve to supplement such a retiremcnt program.
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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

amount he ultimately receives will be that much greater.

Deferred compensation can thereby provide the employee

with a direct and real stake in the business.

Deferred compensation plpns are utilized by thousAnds

of companies, large and small, representing a very large

segment of the business community. We submit that these

arrangements are not devices limited to a few highly paid

employees who are in a financial position to demand them.

On the contrary, many companies realize that orderly suc-

cession in executive ranks is vital to the success of any

enterprise and therefore apply such plans broadly to techni-

cal and managerial personnel at many levels.

(3) Section 331 Introduces

, Undue O exitt

A mere reading of the provisions of Section 331 of the

Bill is enough to demonstrate that the computational process

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
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amounts earned prior to 1970 and the $10pO00 exclusion,

the employee must make three computations:

(a) He computes his tax In the year of

receipt by including $25,000 of deferred com-

pensation as ordinary income.

(b) He "throws back" $1,000 to each of

the 25 years in which he worked for the em-

ployer, computes the additional tax in each

of those years (assuming the records are

available), and totals the additional tax.

(c) He aIds $1,000 to each of the three

highest taxable years in his last 10 taxable

years (again assuming the records are avail-

able), 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 due for the year of receipt. 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 tak-

Ing 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
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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 employment, 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 provision are relatively unsophisticated

taxpayers, this additional computational burden which

must be complied with is simply Intolerable. No revenue

or tax equity reasons can be cited to justify this complex

compliance problem.

(4) Potential Loss of Tax Revenue

to the Treasury

The provisions 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, of course, means that current cash payments

of salary will probably increase, particularly with lower

rates on earned income. Moreover, the increased cash sal-

aries would be included in the pension base for pension

plan purposes, and thereby give rise to an increased cur-

rent tax deduction for the employer.
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The net result is likely to be a loss of revenue to

the Treasury. Although it is impossible to estimate this

potential revenue loss, it is clear that the shift in em-

phasis away from deferred compensation and into current

compensation may not only cost the Treasury money, but

most certainly will add an inflationary factor to the

economy contrary to at least one of the major purposes of

this Bill.

(5) Inconsistencies 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 stop 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., deferred compensation, in

Section 331. Thus the Bill increases taxes on deferred

compensation while reducing taxes on other forms of earned

income. There is no rationale for this inconsistent treat-

ment.

(6) Departure from Traditional Concepts

The proposed treatment of deferred compensation modi-

fies radically the concepts of the cash method of accounting

and the annual accounting period. Both of these concepts

have been .,ndamental in our tax system, and no adequate
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revenue purpose has been demonstrated for so drastic a

departure from them. The provisions of this Bill repre-

sent one more aberration from standard accounting and tax

concepts and one more patch on the crazy quilt of the taxa-

tion 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 administrative rulings the ques-

tions of whether an employee has income at the time he re-

ceives a promise to pay from his employer and whether such

a promise (regardless of the financial condition of the em-

ployer) 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

Department that these rules have been abused or that any

change in them ts required except possibly in the context

of an overall revision relating to employee benefits.

INCLUSION
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 useful and valuable purpose

wholly apart from the tax consequences, and that the sug-

gested 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.
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Part 11. DISTRIBUTIONS FROM QUALIFIED PENSION,
rOFIT SHARING AND.BOCK BOMS PLANS

Section 515 of the Bill would amend 1402(a)(2) and

403(a)(2) of the Code with respect to the taxation of lump

sun distributions from qualified pension, pirfit 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 termi-

nation of service is taxable as a long term capital gain to

the extent it exceeds amounts which the employee contributed

under the plan. Te Bill would change this rule with respect

to that portion of a lump sun 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 following reasons:

(1) The Existing Rule Is 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
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of his pension or profit sharing benefit at retirement

represents employer contributions to the plan and invest-

ent experience thereon over a considerable period of time.

It is obvious that a lump sum distribution acanot be taxed

to the recipient as 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 hs

beneficiary in the event of his death. Realizing this,

Congress incorporated In the Revenue Act of 1942 provision

for taxing lump sum distributions as long term capital gains,

the net effect of which is to average out the tax impact and

avoid depleting the employee's benefits.

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 employer securities In-

eluded in a lump sum distribution and In 1954 it was extended

to cover lump sun distributions on the death of an employee

after his retirement and lump sum distributions from annuity

plans. Thus, the legislative history of 11402(a) and 403(a)

(2) has been to extend, rather than to restrict, the capital

gain treatment of such payments.

The proposed change would tax the recipient on amounts

representing employer contributions made after 1969 on the

basis of a so-called five-yoar forward averaging. As
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pointed out in more detail below, such treatment is not a

true averaging method and is not a reasonable substitute

for the existing rule. It is inequitable to tax the em-

ployee on a distribution on the basis of the five-year

spread when, in fact, be may have been in the plan for as

long as 30 years or more. We submit that the existing rple

is far more equitable.

(2) The Present Rule Is A Simple One

And Easy To Administer

Complexity in our tax laws is of growing concern, not

only to the Government but to taxpayers throughout the coun-

try. The present provisions of the Code afford a method of

taking lump sum distributions which is easy to understand

by taxpayers and is easily administered. Basically, the

only computation whJch has to be made by the employee is the

determination of what he contributed to the plan. The bal-

ance of a lump sum distribution is taxed to him as a long

term capital gain. Thus, the employee need only divide the

balance 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 distribu-

tion is a closed matter.

By contrast, the proposed rule would subject the Indi-

vidual to several complicated steps at the end of which his
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tax liability would remain unsettled for several years.

Specifically, the following steps would have to be taken:

Step 1: Compute the amount of the employer

contributions made after 1969.

This computation is not as simple as it appears at

first blush. In many pension plans the employer's contri-

butions are determined on the basis of aggregate costs re-

flecting the mortality, turnover, years of service and salary

of the group of covered employees as a whole. The amount

contributed for any one Individual is not ordinarily deter-

mined. It can be determined but only upon rather elaborate

actuarial assumptions. In no case could the average employee

himself determine the figure. Urder preL'nt law the em-

ployee can always dete.,'ine his own contri.bution, which is

the only portion of a lump sum distribution he need identify

in computing his tax liability.

Given 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

Information will have to be supplied by the employer since

the employee has no other way of obtaining it. Moreover,

the employee will have to be given an explanation as to the

significance of the information and the difference in tax
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treatment between contributions made before and after Jan-

uary 1v 1970. The problem of communicating and explaining

the Information to the employee will impose a substantial

burden on the employer.

Step 2: Compute the amount of forfeitures

Included in the distribution.

The Report ,of the Committee on Ways and Means (Part 1,

p. 155) states that for purposes of determining the post-

1969 employer contributions forfeitures will be treated as

contributions made by the employer. (Fbrfeltures are amounts

relinquished by reason of an employee's termination of em-

ployment before be has acquired a fully vested right to a

benefit.) Accordingly, another figure will have-to be de-

veloped which Isnot always Identifiable on an Individual ba-

sis -- i.e., where the cost "of benefits Is figured on an ag-

gregate basis. Even where forfeitures are allocated on an

individual basis the rule will require an extra computation

of an amount which the employee Is not able to determine for

himself.

A further question is raised as to whether or not cer-

tain amounts which were contributed to a plan prior to Jan-

uary 1, 1970, but reallocated upon forfeiture on or after

such date will retain their status as pre-1970 contributions

subject to the present rule. If so, it will be necessary to
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further break down forfeitures between those attributable

to employee contributions prior to 1970 and those attribut-

able to employer contributions after 1969.

Step 3: Deduct the amount developed under
Steps 1 and 2 from the total amount
distributed.

Step 40 Determine the tax on the balance un-
der the present rule applicable to
long term capital gains.

Step 5: Determine the tax due on the employee's
taxable income without the amount of
post-1969 employer contributions.

Step 6: Determine the tax liability which would
be due by including 20% of the amount
of post-1969 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 de-
termined under Step 6 and multiply the
result by 5. The product is the tenta-
tivo tax liability of the employee which
must be paid in the year the distribu-
tion is received.

Step 8: Five years later, recompute the tax li-
ability which would have 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 received and
in qach of the following four years.
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In this connection, it should be noted that the averag-

ing device in Stop 8 is a different one from that contem-

plated in Steps 6 and 7. Thus, the employee must not only

recompute his tax liability but he must do it on a different

basis.

Stop 9: If the amount determined in Stop 8 ex-
ceeds the amount determined in Stop 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 sun 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 un-

der Section 311, however, the employee would have to face yet

another sot of complex computations.

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 taxpayer who receives a

lump sum distribution to compute his tax liability twice for

each of the five years from his retirement or other termina-

tion of employment. 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
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be entirely able to cope with the necessary computations

and record-keeping involved In the proposed rule.

(3) The Ooplexities Of The Proposed
Rule Would Be Felt By All Em-
ployees Under Qualified Plans And
Not Merely By Those Whose Tax Li-
abilities 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 ex-

cess of $50,000. Whether or not this is a valid objective,

the fact 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

36 million employees are currently covered by qualified pen-

sion and profit sharing plans and that this number will grow

to approximately 40 million by the year 1980. Without at-

tempting to estimate what percentage of employees receive

lump sum distributions, it Is obvious that a very substan-

tial number of'taxpayers will be required to follow the com-

putations of the proposed rule. It is highly questionable

whether the relatively small revenue gain anticipated from

the proposed rule outweighs the disadvantages to millions

of taxpayers who will be affected by it.
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(4) The Proposed Rule Is Not A True
Averaging Device

The purpose of an averaging rule is to spread an un-

usual item of income over a period of years to achieve a

more realistic tax liability and avoid fluctuations in in-

come. However, under the proposed rule the tax on a lump

sun 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 his tax li-

ability and multiply it by five. If the employee happens to

have unusual items of income such determination of employment

payments, his income for the year of distribution Is apt to

be inflated. Such a distortion of Income" i very likely to

oc.ur 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
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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 will 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 was rightfully his in

the first place.

CONCLUSION

The proposed rule is far too complicated to be practi-

cal. The existing rule Js a much simpler method of taxing

a lump sum distribution, is far easier to administer and,

on balance, provides a fair and reasonable system of taxa-

tion. The proposed rule should be rejected.

Respectfully submitted,

LEE$ OMEY & KENT

By_
/ 'John A. Cardon
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SUMMARY Cu STATENT

STATEMENT TO THE COMMITTEE ON FINANCEt U. S. SENATE, ON
SEFTD15111. 969, by ANTH H . WOCD) ME~SIDEF 51AMSJHOLBUCK AND GOa WITH JKb5k7WT TO THZ UHANOIS WHIUH WRULD

SUN Di11-01TV101 FIM MPHIT SHARIMO FLW .

A. Change in Law Made by H.R. 13270

Section 515 of H.H. 13270 would change the taxation of
employer contributions Included in lump sum distributions
from profit sharing plans. Sears, in its own interest as
an employer, and in the interest of its employee, believes
this change should not be enacted.

B. How Sears Profit Sharing Plan Works

The Sears Profit Sharing Plan was established in 1916.
The employes contribute 5% of their compensation, 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 ves-
ted after five years service, and most employes take the
Sears stock credited to their account when they leave.

C. Review of Present Law and Proposed Change

Under present Thw, complete distributions because of se-
paration from service are treated as long term capital
gains. The tax on appreciation in any employer's stock
Included in such distribptions 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

153



are Included In a complete distribution would be taxed
as ordinary income in the year of the distribution un-
der an averaging method. A later recomputation of tax
would be permitted for the year of retirement and the
four subsequent 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 re-
fund.

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 appre-
ciation in employer stock would be postponed until the
stock is sold.

D. Capital Gains Treatment Should be
Retained In its EPresent 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 invest-
ment. This Is true of employer contributions as well
as employe contributions 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 employee 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
thq year of retirement and to seek a refund five years
later.

The final tax liability of the average employee 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, capi-
tal gains treatment should be retained. If for some
reason it is considered imperative that employer con.
tributions be taxed as ordinary income, then an averag-
ing device ought to be found which arrives at a final

-ii- -
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and proper tax liability at the time of retirement,
and which is reasonably easy for retiring employee
to understand.

E. Tax on Unrealized Appreciation in-Employr
5ecur3tlea Snoula De Dererreo

Since its inception in 1916, Sears Profit Sharing Plan
has been Invested primarily In Sears stock. The em-
ployee are part owners of the Company, anM thus have
a real stake in Its future. This results in an identity
of interest between Sears and Its employee. The loyalty
and hard work of thousands of employee is largely re-
sponsible for Sears growth cver the years. This growth
has in turn benefited the employee, as Sears stock has
increased In value almost sixty times since 1916. Em.
ployee generally take their Sears shares with them when
they retire. Because of this the deferral of tax on un-
realized appreciation in employer securities is of the
utmost import&ance. The House Bill properly recognizes
that such appreciation should not be taxed before it is
realized through a sale. The retiring employee, 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 di-
rectly, and should not be taxed on the appreciation until
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.

- iii -
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STATEMENT TO THE COMMITTEE ON FINANCE, U. S. SENATE, ON
MEI4BR lb 19b' ,Y .HUR WO(1) FMs-ntM SMAH.,

NIM ELK AND VO.' W IJ HESFECT TO THE CHANGE WHIM WOULDtze MADE BY "(IGTtON .5:L21 H.H. 13270 IN TAXATION M (JLMP

SUM DISTHIBUT-AN5 'fj(1 iOFIT SHARING PLANS,

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 made by Section 515 of the Tax

Reform Act of 1969 in the taxation of distributions from pro.

fit sharing plans. The Act, as passed by the House of Repre.

sentatives, vould tax that part of a complete distribution

from a profit sharing plan consisting of amounts contributed

by the employer after 1969 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 en-

titled to such treatment. Capital gains treatment is fair,

workable, and easily understood, and is a good method for tax.

Ing "bunched" income. The change which would be made by the

House Bill is extremely complex, and would be difficult 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 tiie of retirement, and then to seek

a refund of the overpayment five years later.
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Before discussing the proposed tax change, I shall

first describe the Sears Profit Sharing Plan,

Description of Sears Profit Sharing Plan

The Sears Profit Sharing Plan was established on July

1, 1916, more than fifty-three years ago. Its purposes were

threefold -- to permit employee to share in the Company's

profits, to encourage the habit of saving, and to allow em-

ployes to accumulate 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 employee are eligible

to Join the Plan after one year's service with the Company.

Although membership is voluntary, over 99% of those eligible

to Join do Join. As a member of the Plan, the employee con-

tributes 5% of his own tax-paid salary to the Plan each year,

up to a maximum of $750 (5% of $15,000). This means that the

employee participates in the Plan only on his first $15,000 of

earnings. (Prior to the current year the maximum participation

was $10,000 of annual earnings.) This limitation was adopted

specifically to prevent the higher paid employes from partici-

pating unduly in the Plan.

The Company also makes contributions to the Plan each

year, based on a sliding percentage of its net profit before

taxes. The maximum percentage is 11% of pre-tax profits, and

-2-
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it Is expected that the Company will contribute this maxi.

mum amount during the current year. The Company contribu-

tions are allocated to the members under a formula which

takes into account each employee's contributions, years of

service, and age.

Since the inception of the Plan in 1916, its assets

have been invested prarily in Sears stock. As of December

31, 1968, Sears stock constituted about 86% of the Plan's

total assets, and other securities accounted for the remain.

ing 14% of its assets.

Each employee has his own account in the Plan and re-.

ceives an annual statement showing the details of his account,

including how much he contributed during the year, his allo-

cable 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 he owns. To the extent such amounts are

invested in other securities, his statement shows their dollar

value.

The employe's account in the Sears Plan becomes fully ves.

ted after he has been with the Company for five years. After

an employe's account is vested, he can instruct the trustees

of the Plan as to how to vote the Sears stock in his account

at the shareholders' meetings. Also, he is then entitled to
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take with him the full amount credited to his account if

he leaves the Company for any reason. Sears shares cre-

dited to his account are generally distributed to him in

kind rather than being converted into cash.

From this brief description, it can be seen that Sears

employes are the true owners of their profit sharing invest-

ments throughout their working careers. They are not guaran-

teed 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

is largely invested in Sears stock - it now owns about 22% of

the Company's outstanding stock - the employes themselves

stand to gain significantly from any success which the Company

may have. This gives Sears employes a real stake In the Com-

pany's future and in the American free enterprise system.

The actual dollar value of any particular employe's bene.

fit from profit sharing obviously cannot be determined in ad.

vance 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 show 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 ser-

vice received, on the average, cash and Sears stock with a
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combined value of $100,401. Employee with longer service

would generally have received more. Those with shorter

service would, on the average, have received less.

Present Law and Changes Made by House Bill

With this background on how the Sears Plan works, I

should now like to discuss the tax treatment of profit shar.

ing distributions. Under present law, which has been in ef.

fect 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 securities are valued at their original cost to the plan.

Thus, the unrealized appreciation in such securities is not

taxed until the employee 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 attributable to years after 1969. A

special averaging device is included so as to minimize somewhat

the effect of the "bunching" of income in the year of retire-

ment. Under this averaging device, one-fifth of such employer

contributions is added to the employee's other income and a tax

is computed on it. This tax is then multiplied by five to ar.

rive at the total tax on such employer contributions. In
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addition, the House Bill provides for a recomputation of

the tax for the taxable year of retirement and each of the

four following taxable years. In making this recomputation

the retired employee assumes that 20% of such employer con-

tributions was ineludible in his income in the year of re-

tirement, and the remaining 80% was includible ratably over

the four years immediately following retirement. If this

recomputation 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 con-

tributions, the future tax treatment of profit sharing dis-

tributions 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, no change would be made in

the tax treatment of the unrealized appreciation In employer's

securities distributed in kind. Tax on such unrealized appre-

ciation 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,

- 6-

182



could have an effect on the calculation of tax on profit

sharing distributions. Cne of these is the removal of

the 25% maximum tax rate on long term capital gains. Ano.

ther is that Section 311 of the House Bill makes the gene-

ral income averaging provisions of the Code (Sections 1301

through 1305) applicable to long term capital gains. Thus,

under the House Bill a retiring employs would have two al-

ternatives in computing the tax on his profit sharing dis-

tribution. One of these would be to use the special average.

ing device and the refund provisions described above. The

other would be _iuse the general income averaging provisions

of the Code.

Comments on Tax Treatment of
Fror1 SnarIng Mseribuflo s

Our purpose in presenting this statement is to point

out the essential fairness of the present method of taxing

profit sharing distributions, There are two fundamental

principles whic we feel are important -- first, profit

sharing distributions are taxed as long term capital gains,

and second, the tax on unrealized appreciation in employer

securities is deferred until the employs sells the securi-

ties. These principles should be retained.
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I. Reasons for Retaining Long
Term capital Gain Treatment
in its Present Form

A. Long Term Capital Gain Treatment of
Employer Contributions is correct

There are two major reasons why capital gains treatment

is especially appropriate for lump sum distributions from a

profit sharing plan. First, capital gains treatment was de-

veloped for and has been traditionally applied to situations

where income accumulated over a number of years is "bunched"

into one year. Lump sum distributions from profit sharing

plans, which have been accumulated over many years of service

and received by the emrloye in one taxable year, are an ex-

cellent 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 employe's profit sharing account is an investment

at risk throughout his working career. He is the true owner

of his profit shAring investments, whether arising from his

own contributions or from his employer's contributions. His

interest in his profit sharing account is subject to the same

risks that any investor in securities takes. If the invest.

ments turn out well, the employee enjoys the gain. On the
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other hand, if the investments turn out badly, the employe

suffers the full loss. Thus, the employe's profit sharing

distribution should be entitled to capital gains treatment

and it should not be fragmented so as to tax a part of it

ordinary income.

The fact that a portion of the employe's interest in

his profit sharing account may originate from the employer's

contribution, and thus may be attributable to the employe's

own labor, does not make it any less a capital asset and

should not require that this portion of his distribution be

taxed as ordinary income. As an example of this, let us con.

sider the individual entrepreneur who builds up the goodwill

of his business through his own hard work over a long period

of years. He is permitted to have capital gains treatment on

the sale of this goodwill when he retires and sells his busi-

ness even though it resulted from his personal labor. An

employe's profit sharing account should be entitled to equi-

valent treatment.

B. Long Term Cajital Gains Treatment
is a Better Averaging Device Than
is PFovided Under the House Bill

The House Bill proceeds on the theory that the employer

contributions included in a profit sharing distribution con-

stitute compensatLon, and therefore, should be taxed as ordinary
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income. It then recognizes 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 better accomplished, with less bur-

den to the taxpayer, by applying the present long term capital

gains treatment. It arrives at a fair result with a minimum

of complexity and is superior to the averaging device con-

tained in the House Bill.

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 lang term

capital gains treatment taxes only half of his distribution

in the year of retirement, it does so at tax rates which be-

gin at the employee's highest rate for t'iat year and go upward

from there. Thus, it results in a sizable tax and is gene.

rally a good averaging device for determining the tax on the

employe's profit sharing distribution which was built up over

an entire career, perhaps thirty or forty years or more.

Long term capital gains treatment arrives at a fair re-

sult even for the few employes who ultimately reach a high

position in the Company. Such employes have generally started

at the bottom of the ladder and worked their way up over a

long period of years. For a good part of their career they
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were generally in the lower tax brackets and it is not

at all improper to tax them at rates lower than the brac-

ket in which they find themselves at retirement. It should

be noted also that the House Bill would eliminate the 25%

maximum tax rate on. long term capital gains, and if enacted,

this in itself would raise the tax on employes in the higher

tax brackets.

The averaging device provided by Section 515 of the

House Bill is not satisfactory. Uhder this averaging device

the employs computes the tax on one-fifth of the post-1969

employer contributions and then multiplies that result by

five. COe problem with this approach is that it assumes

that the employer contributions were earned over a five

year period even though they were generally earned o%er an

entire career. A more serious problem, however, Is that

one-fifth of the post-1969 employer contributions is added on

top of all other income in the year of retirement. This In-

cludes both the employs's salary and the capital gains portion

of his profit sharing distribution. Thus, the year of retire-

ment is generally his very highest income year and the employer

contributions would be taxed at these high rates.

The House Bill makes a serious attempt at correcting

this problem through the use of the refund provisions which

treat 80% of the post-1969 employer contributions as taxable

ratably oer the four years subsequent to retirement. Our
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rough calculations indicate that the average Sears re-

tiree would be entitled to a significant tax refund five

years after retirement, and that after he receives his

refund his net tax liability would not be greatly diffe-

rent than under the present capital gains treatment. Thus,

an important objection to the averaging provisions of the

House Bill is that they deprive the employee of needed funds

In the year of retirement and the four subsequent years.

The law should provide a reasonable opportunity for

the employee to pay his correct tax in the first instance.

Preferably this should occur in the year of his retirement,

as is the case with long-term capital gains treatment. How-

ever, if the theory is to be followed that only 20% of the

employer contribution is to be taxable In the year of retire-

ment, and the remaining 80% ratably over the four subsequent

years, the employe should pay his tax each year on the pro

rata amount taxable in such year. He should not pay tax on

the entire amount of employer contribution in the year of re-

tirement, and then be required to seek a refund as the end of

five years.

C. The Change in the Treatment of
Employer Contributions is Extremely
Complex 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 people are familiar with it.
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The treatment under the House Bill, on the other hand,

is quite difficult to understand. It would require a num-

ber of complex calculations to determine the employe's tax

for the year of retirement. First, a calculation would be

made of the tax on the employe's income, including his sa-

lary and the capital gain portion of his profit sharing dis.

tribution, but entirely excluding the post-1969 employer

contributions. Another calculation would be made of the

tax on this same income plus one-fifth of the post-1969

employer contributions. The difference in these two tax

figures would then be multiplied by five, to determine the

total tax on the post-1969 employer contributions. This

amount would then be added to the tax on the employe'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 employe paid on the employer contributions in the year of

retirement. If this total tax is less than that paid in the
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year of retirement, the employee wvuld be entitled to a

refund of the difference.

To illustrate how this proposed change in the law

would work, we have attached to this statement an exhibit

showing the steps which an employs would have to take in

complying with this new provision. This new provision

would obviously be far more complex than merely Including

50% of the gain in income at the time of distribution as

is presently done in the case of long term capital gains.

D. The Refund Provisions of the House Bill
Nresent utneF serious Pactical robiems

There Is another very practical problem which would

arise from the new averaging device and the refund provi-

sions. This Is the fact that the elderly retiree may never

remember to apply for a refund five years after retirement,

and If he does remember he may well have lost or misplaced

vital records from the intervening years.

As a matter, of fact, the Internal Revenue Service

would have a similar problem. In order to determine if

an employs were really entitled to a refund, the Service

would have to audit the employee's returns for the previous

five years. Some of these may have been filed In other

Internal Revenue Districts and may be difficult to locate.

We believe that these refund provisions would cause serious

administrative problems to the Service as well as to the

employee.

- 314-

170



In summary, we believe that long term capital gains

treatment of profit sharing distributions Is fairs has the

advantage of being easy to understand, and is a good method

of taxing "bunched" income. We recommend that such treat-

ment be retained.

I. Unrealized Appreciation in Employer
Secures 21HouJo No; DO Taxed at
th re t o Dstr~buion

Ever since its inception in 1916, the Sears Profit

Sharing Plan has been invested primarily in Sears stock.

The Rules of the Plan make specific provision for such in-

vestment, so that "depositors may, In the largest measure

possible, share in the earnings of the Company".

Consequently, Sears employee are not only the true

owners of their profit sharing 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 the Company, inseparable and in-

divisible. They are entrepreneurs Just as much as any man

who owns his own business.

Through the loyalty and devotion which their ownership

in the Company has inspired, the Company has prospered and
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grown. In 1916, when the Plan was started, Sears was a

mail order house with sales or $137,000,000. At the end

of 1968, Sears had 11 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 Com-

pany's growth has been due largely to the loyalty of its

employes, the employes have benefitted greatly from that

growth. Since 1916, the price of Sears stock has increased

almost sixty times, and through their interest in the Plan,

employes have shared in this increase.

Even when an employee retires from Sears, he retains

his ties with the Company. Sears retirees generally take

their Sears stock with them when they leave, and continue

as shareholders during their retirement years.

At Sears, profit sharing and the principle of invest-

ing in Company stock are one and the same thing, and there-

fore, the deferral of tax on unrealized appreciation is of

the utmost importance. The House Bill recognizes the fact

that it would be inequitable to tax away such appreciation

before it is realized through a sale of the stock. The re-

tiring employee does not receive cash but only receives direct
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legal title to the stock which was purchased for him

previously and held for him throughout his employment.

Individual purchasers of securities are not taxed on

appreciation in securities which they own until that

appreciation has been realized through a sale, and pro-

fit sharing plan members should not be treated differently.

To tax the employe on unrealized appreciation would

work an undeserved hardship on him. enerally, he would

not have the money to pay his tax, and would either have

to borrow or liquidate a portion of his investment in his

Company. Either of these courses would impair his retire.

ment security substantially and would be undesirable.

The present tax treatment of employer securities is

entirely proper and should be retained.

Conclusion

In conclusion, we believe that the House Bill properly

recognizes that tax on unrealized appreciation in employer

securities should be deferred. However, the change in the

treatment of employer contributions provided in Section 515

of the House Bill should not be enacted. It is extremely

complex and will be very difficult for retiring employes to
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understand. In addition, It will require them to overpay

their tax in the first Instance, and then obtain a refund

without interest five years later.

The present long term capital gains treatment is. pro-

per because it recognizes the fact that an 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 for taxing profit sharing distribu-

tions. If, in spite of this fact, It is considered im-

perative to change the tax treatment of employer contri-

butions, a better averaging device should be found than

that provided In the House Bill. Such a device should

be reasonably simple in its operation. It should provide

for the employee's tax liability to be finally determined

at the time of his retirement and should obviate the ne-

cessity for reliance upon refund procedures.
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EXHBIT TO STATEMM TO THE C2NITTEE ON FINANCE

TO H MUCH WMuu M M IN ijy 1 M? H..13270
F A.T... EMP M IDXM njIM IKtv[

Sample Comp tations of Tax
Under Tax Refr m A o0 1969-ror compete Distribution

crm 91s oUT- Sharin Pl an Bcause
OF 3epararton rom Irvice

A. Assumptions

It Is assumed that an employee 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-five years ser-

vice at a final salary of $18,650 per year. It is further

assumed that Company contributions to the Profit Sharing Plan

are allocated to the employee's account each year in amounts

approximately equal to those being allocated to employes cur-

rently, and that Sears stock appreciates at a rate of 6% a

year and pays dividends of about 2% a year on its market value.

In the year of retirement, it Is assumed that the employe

has no income other than his salary and that the employee does

not elect general income averaging on his distribution. In

subsequent years, his dividend income on Sears stock and his

other income is assumed to be $1,900 per year.
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B. Taxable Value of Employe's Profit Sharing Distribution

Under these assumptions, the following analysis shows the
taxable value of the employe's distribution at retirement.

Total Value of Account (Sears Stock) $87,150
Less: Total of Employe's Annual Deposits 13,460

Less: Appreciation on Sears Stock 33,654

Taxable Value of Account $40,036

Employer Contribution Included in Taxable
Value - Ordinary Income 28,718

Balance of Taxable Value - Long Term Capital Gain $11,318

C. Tax Computation Under Tax Reform Act of 1969

1. Tax in Year of Retirement
Tax on Tax on
Income Income

Other Than Including 20%
Employer of Employer

Contributions Contributions
Income

Salary $18,650 $18,650

Profit Sharing Distribution

Company Contributions $28,718
2C% Includible 5,744

Balance of Taxable Value $11,318
5C% Includible 5,659 5,659

Gross Income $24,309 i30,053
Less: 2 Exemptions and $2,000

Standard Deduction 3,200 3,200

Taxable Income $21,109 $26,853

Tax on Above at Proposed Rates $ 4,473 6L31o

Computation of Total Tax
Tax on Income Excluding Employer

Contributions $ $ 4,473
Tax on Employer Contributions

Tax on 2C% of Employer 1,837
Contributions ($6,310 - $4,473) x 5 9,185

Total Tax in Year of Retirement $13,658
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2. Summary of Actual Tax Returns for Following Four Years

Years After Retirement
1 4 14

Total Oross Income

Tax Liability (Low Income
Allowance Applicable)

$1A-900 $1,90 A.900 $1,900

0 0 0 0

3. RecomUtation of Tax for Pollowing Four Years
Inc'ualng 20% or 'Employer on riuYos ne inercome

Years After Retirement

Oross Income per
Returns Filed

20% of Company Contribution
Total Groas Income

Less: 2 Exemptions and
15% Standard
Deduction

Taxable Income

Tax Liability

4. Computation of Refund Due

Tax Paid on Employer Contributions
in Year of Retirement (See I
Above)

Tax Due if 20% of Employer Con.
tributions Was Includible in
Each of 5 Years

.Tax Due ior Year of Retirement
(See 1 Above)

Tax Due for Remaining 4 Years
(See 3 Above - 4 x $813)

Net Refund Due at End of 5 Years
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$1,900
5 744

$1,900
5 744

$1,900u
5,-744

$r,,44

$9
$1,.900

2&347 2,347 2,347 2,347

, $, $29

$ 813 813~ 813 813

$9,185

$1,837
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Council of Profit Sharing Industrivi

2S N. WACK9R DRIVE @ CNHA0O. ILLINOIS" 4600

FRANKLIN 2-3411 AREA CODE 010

Summary of the Principal Points Contained in the Statement of the
Council of Profit Sharing Industries to the Senate Committee on

Finance in Opposition to Those Portions of H. R. 13270 Which
Would Change the Rules for Taxation of Lump Sum Distributions

Under Qualified Profit Sharing Plans'

Purpose 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 distributions made under qualified profit sharing plans. (p. 1
of statement)

The Council is ay.tire 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. (pp. 2 and 3 of statement)

The proposed change would affect millions of employees, not Just
a handful of high income individuals. (pp. 3 and 4 of statement)

The reasons for the Council's opposition are:

1. The change of law is based on a misconception of what profit sharing
is and what an employee's interest in profit sharing is.

1I. The proposed change in 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. (p. 5 of statement)

I. Misconceptions Regarding Profit Sharing

A. An employer's profit sharing contributions are not simply and
solely "deferred compensationn. (pp. 6-8 of statement)

B. An employee's interest in a qualified profit sharing plan is "risk

capital". (p. 9 of statement)

Presented by Eyond :1. 3icaecke, GhCMArn of the 3oard of Directors.
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1. Reasons why employer contributions cannot be taxed
at the time made. (pp. 9 and 10 of statement)

2. Reasons why employer contributions should not be taxed
as ordinary income when distributed. (pp. 10-12 of
statement)

II. Inconsistencies of the Proposed Method of Taxation
With the Premises of H. R. 13270

Inconsistency with the objective of H. R. 13270 that special
preferences should be eliminated in order to preserve confidence
in the fairness of the self-assessment system of collection of in-
come taxes. (pp. 13 and 14 of statement) H. R. 13270 also seeks
to eliminate tax preferences in the Code which grant tax advantages
to persons of substantial incomes and which werz placed in the Code
primarily to aid a limited segment of the economy. (pp. 21 and 22
of statement)

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 riot fair.

(a) Would provide taxation on the basis of other income
and highest tax rates in a single taxable year (p. 14
of statement)

(b) Requires in many cases overpayment of taxes initially
and the recoupment of overpayment via a refund (pp.
14 and 15 of statement)

(c) Is unfair to younger employees as contrasted with
older employees (p. 15 of statement)

2. The proposed change will not improve the tax system because
of the complications which will be introduced by the special
averaging method and the refund possibilities involved (pp.
15-19 of statement)

3. The bulk of the revenue gains envisioned will be paid by per-
sons against whom the revised method of taxation is not di-
rected. (pp. 19-21 of statement)

B. The present method of taxation is not an abuse which is availed of
by only a handful of high income individuals comprising a limited
segment of the economy. (pp. 21-24 of statement)
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III. The Revenue Effects of the Proposed Method

A. Increased costs of administration must be balanced against
estimated revenue 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. (p. 26 of statement)

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 (pp. 27 and 28 of statement)

2. The government shares, through increased revenues, in
such success (p. 29 of statement)

3. The proposal probably would discourage lump sum distribu-
tions with the result that the government would not collect
revenues which it now collects when distribution is made
in that form (pp. 30 and 31 of statement)

IV. Conclusion

A. H. R. 13270 recognizes much of what the Council contends regard-
ing profit sharing. It also recognizes that employer contributions
which are distributed as part of a lump sum payment are "bunched
income". The special averaging provision which H. R. 13270 would
add does not go far enough in recognizing this point. (pp. 31 and 32
of statement)

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 dis-
tribution is made. Refund possibilities should be avoided.

4. Any averaging method should be simple and should not involve
the complications which the averaging method contemplated by
H. R. 13270 would entail.
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Counoll of Profit B'a"/ng IndustriesI2 N. WACKER DRIVE 0 CHICAGO. ILLINOIS 6000

FRANKLIN 2.3411 AREA C009 31a'..K'e .,,, l. o",,

Statement of the Council of Profit Sharing Industries to the Senate
Committee on Finance in Opposition to Those Portions of H. R. 13270

Which Would Change the Rules for Taxation of Lump Sum
Distributions Under Qualified Profit Sharing Plans

PURPOSE

This statement is submitted in opposition to those portions

of H. R. 13270 which would change the method of taxation of lump sum

distributions which are made under qualified profit sharing plans. Other

changes contained in H. R. 13270 also would have an effect on the amount

of taxes payable by employees who receive lump sum distributions. In

brief, the three principal changes which would affect the taxability of

lump sum distributions are:

1. Change of Method of Taxation Specifically Aplicable to Lump

Sum Distributions. 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 20% of such ordinary income to other income.
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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 2016 of the or-

dinary income portion of his lump sum distribution had been in-

cluded in his taxable income in the year of distribution and each

of the next four succeeding taxable years. If the ordinary in-

come tax which he paid with respect to the lump sum distribu-

tion 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

taxable 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 Provisions. Long term

capital gains would be included in the definition of "averagable

income" for purposes of general 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,
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this change also would be applicable to lump sum distributions

in their entirety.

3. Elimination of the Alternative Tax on Capital Gains. The al-

t, rnative tax computation now provided for all net long term

capital gains would be eliminated. This change would apply

to that portion of any lump sum distribution which would con-

tinue 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 distribu-

tions, either favorable or unfavorable, insofar as any changes generally

applicable to capital gains are concerned. However, the first change would

single out lump sum distributions and provide a special method of taxing

portions of such distributions. Therefore, the main thrust of the Coun-

cil's statement is directed at the portions of H. R. 13270 which would ap-

ply solely to lump sum distributions.

Contrary to any impression that may have been, created to the

effect that lump sum distributions are a means used by relatively few,
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highly compensated employees to escape taxation, any proposal affecting

lump sum distributions would have far reaching effects. It would not

affect just a few highly compensated individuals. For instance, the

Council conducted a survey in 1968 among its member companies re-

garding the use of lump sum distributions as a means of settlement of

participants' interests in profit sharing plans. That survey showed that

a majority of all distributions made under qualified profit sharing plans

are made using this form of payment. Moreover, 90% of the lump sum

distributions made involved distributions of less than $30,000. 00. Nearly

70% of the distributions fell in the range of from $500. 00 to $10,000.00.

These results should be considered in light of the fact that there are now

approximately 80, 000 profit sharing plans in existence. Many of these

plans have been established in recent years. For instance, the number

of plans has approximately doubled every 4-5 years since 1946. In the

year 1968 alone, according to Treasury Department statistics, there

was a net addition of some 10,000 net profit sharing plans. In the period

from 1964 through 1968 the net number of new profit sharing plans estab-

lished was 36, 119. Those plans covered a total of more than 1-1/2 million

employees. In light of the foregoing, it is safe to say that the proposed

change in method of taxation would be of far reaching effect and could

eventually involve taxpayers numbering in the millions.
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The Council opposes those portions of H. R. 13270 which

would tax, as ordinary income, a portion of any lump sum distribu-

tion made under a profit sharing plan for the following reasons:

1. 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.

11. The Council believes that the results which the change in

method of taxation would produce are inconsistent with some

of the underlying premises of the Tax Reform Bill of 1969.

Ill. The Council believes that the added costs of administering

the 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 antici-

pated would be practically eliminated, or might even result

in a net revenue loss.

I. Misconceptions Regarding Profit Sharing

The change in the method of taxation of lump sum distributions

is based upon the proposition that an employer's contributions under a
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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 propo-

sition would be to describe what profit sharing is and what the nature

of an employee's interest in a qualified profit sharing plan is.

A. What is Profit Sharing?

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 now have a stake in the company for which

they work would not have such a stake. There are many reasons why

they might not have such a stake. For example, inflation and taxes

(both federal and local) make the accumulation of a "nest egg" for in-

vestment purposes difficult for the vast majority of employees. More-

over, 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 acquire an ownership interest in the company for which he

works, he often is unable to do so for the simple reason that such owner-

ship 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 chaoice to share in the
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same thing in which the investors in a business share -- the piofits

resulting from operations of the business.

The Council believes that its concept of profit sharing

fairly describes what profit sharing is. Article U, Section I 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 avail-

able to regular employees subject to reasonable eligibility

rules, in addition to prevailing rates ofa special cur-

rent or deferred sums based on the profits of the business."

[Underscoring added)

Thus, profit sharing is something extra -- something over and above

normal compensation. Profit sharing is not a substivite for paying

going wages for average performance. It is an "extra" for doing

better than average. True, employment is a requirement for par-

ticipation in a qualified profit sharing plan. To that extent 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 compensation, the Council believes that it is an oversimpli-

fication 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 IU of the Council's
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Constitution and By Laws set forth the Council's views as to the ob-

jectives of profit sharing. 1

Coupled with the Council's concept of profit sharing as

being something in 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 estab-

lishing a profit sharing plan.

I "DECLARATION OF PRINCIPLES

SECTION 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 personal development. The
Council holds that profit sharing offers a most significant means
of bringing into being such an economy.

SECTION 2. The Council considers well-planned profit
sharing.to be an effective means of developing group co-opera-
tion and efficiency.

SECTION 3. The Council holds that widespread profit shar-
ing will tend to stabilize the economy.

SECTION 4. The Council holds that the true spirit of part-
nership which sound profit sharing engenders is of paramount
importance.

SECTION 5. The Council is dedicated to the purpose of ex-
tending 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 importance of other means
of fostering its broad objectives."

Article II1, Constitution and By Laws of the Council of Profit Sharing
Industries

-8-

190



B. What is the Nature of an Employee's Interest
in a Qualified Profit Sharing Plan?

If an employer's contribution under a qualified profit shar-

ing plan is nothing more or less than a compensating event, that com-

pensating event occurs at the time the employer makes its contribution

under the i Thereafter, whatever happens to the contribution also

happens to iployee. No guarantees are involved. The employer has

no beneficial interest whatsoever in the contribution, once it has been made,

and neither receives any benefit froa. nor bears any burden of. the in-

vestment results which apply to the employer's contribution. On the

contrary, the results of investment of the employer's contribution,

whether good or bad, affect only the employee. Thus, once the con-

tribution is made on behalf of an employee and is invested, it becomes

risk capital. In this respect, it is no different than any other invest-

ment 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 time it is made on his behalf? There are at least

two reasons why this should not be done. First, at the time the con-

tribution 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
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graduated vesting of employees' interests, including the employer's

contributions, over a period of years. Whatever an employee does

not receive because of premature separation (for example, on account

of resignation) is reallocated among all other participants in the plan.

Second, and perhaps of equal importance, because of future investment

results an employee may never receive an amount equal to the em-

ployer'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

cannot be defeated by his subsequent termination of employment 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 con-

tribution 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 employer'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 represent "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
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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

sum distribution) and his highest tax rates in a single taxable year. Un-

less those factors had remained constant throughout his working lifetime

(a most unlikely possibility) this would result in more tax being paid by

an employee than he would have paid had the contribution been taxed to

him in each year when and as it was made. Clearly demonstrative of

the fact that income, and hence marginal tax rates, do not remain the

same is the fact that in the period from 1958 to 1967 the number of tax-

payers with gross incomes in the $10,000.00 to $15,000.00 range quad-

rupled. The number went from about 2-1/2 million such taxpayers to

more than 10 mil! on such taxpayers. Those 10 million taxpayers alone

comprised about 1/7th of all of the taxpayers reporting income on
2

individual returns in 1967.

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 sub-

sidy" and therefore one should not complain if one's taxes, as eventually

2 Source: Preliminary Report, Statistics o( Income - 1967,
Individual Income Tax Returns, U. S. Government Printing
Office, Publication No. 198, 1-69
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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 along. That the employee would continue to bear all risks

is borne out by H. R. 13270 itself. As drafted, H. R. 13270 would tax,

as ordinary income, an amount equal to the employer's post-1969 con-

tributions even though, through market conditions which could prevail

in the futre, those contributions would be in a loss position. For example,

assume that as of December 31, 1969 an employee's account consists of

$20, 000. 00, broken down as follows:

Actual Employer Contributions
up to 12/31/69 $ 8,000.00

Reinvested Earnings and
Appreciation 12,000.00

Total Value $20, 000.00

Suppose that after 1969 the employer's contributions total an addiIn.s,

$10, 000. 00. However, because of temporary markel. 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. 13370, $10,000.00

out of the employee's total distribution of $15, 000. 00 'ould be taxed as

ordinary income. All the risk of future market performance would

have been borne by the employee.
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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".

U. Inconsistencies of the Proposed
Method of Taxation With the
Premises of H. R. 13270

For the taxable year 1967-over 71 million individual income

tax returns were filed. Those returns were prepared and filed under a

self-assessment system and produced a total of nearly $63 billion of

revenue. That record attests to the willingness 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

mainstays of our tax system, depend upon self-assessment

and the cooperation of taxpayers. The loss of confidence on

their part in the fairness of the tax system could result in a

breakdown of taxpayer morale and would make it far more
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difficult to collect the necessary revenues. For this reason alone,

the tax system should be improved. 3

A. Is the Proposed Method of Taxing Lump Sum Distributions Fair?

Conceding, for purposes of argument, that employee con-

tributions 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 marginal

rates in a single year, perhaps the year in which he reaches his highest

peak of earnings, to determine the t ax on employer contributions which

may have been mad s on his behalf over his entire working lifetime.

A further element of "unfairness" in the changed method

of taxation of lump sun% distributions is the fact that an employee will

be compelled to pay a ta. in the year in which he receives his dis-

tribution and then will be compelled to wait five years to find out

3 Report of the Committee on Ways and Means, House of
Representatives, to Accompany H. R. 13270, page 9
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whether or not he paid too much tax in the first instance. For em-

ployees whose income is drastically reduced flowing the payment,

a refund probably will be payable following the fifth year. In the

meantime, of course, the employee involved will hi .e lost completely

the use of the excessive tax which he paid in the first instance. In

the interim, this money might be put to good use in meeting his re-

tirement 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 he must seek by a refund 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 is 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 proposal seems most unfair.

The taxes which wiU be payable by him with respect to his employer's

contributions may be substantially greater than those payable by his

fellow employee who retires in the near future even though they have

been treated exactly the same under the plan.

B. Will the Revised Method of Taxation Improve the Tax System?

Quite apart from any questions of fairness, the workability

of our self-assessment system of tax collection clearly depends upon
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the capacity of the self-assessor to determine his tax. In this re-

spect, the revised method of taxation wUl result in incredible com-

plications in determining the amount of tax finally payable with re-

spect 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 alternative bases.

(a) First, he would divide his lump sum distribution into

the portion which will now be taxed as ordinary income

(i. e., post- 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 provision will apply. In

essence, this new special averaging provision is the

same averaging provision which was added to the Code

with respect to self-employed 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 calcu-

lating the capital gains tax payable on the portion of
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his lump sum distribution, if his capital gain exceeds

$20, 000.00 and if he itemises his deductions, he will

have to allocate his deductions between his "preference

income" and his other income, as required by Section

302 of the Tax Reform Bill of 1909.

(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 1301-1305 of the Code, as amended

by the Reform Bill. Even after simplifications of general

income averaging which H. R. 13270 would provide, the

form for calculating taxes under general income tax
4

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 provisions whlch will now apply to lump sum distributions

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

4 Report of the Committee on Ways and Means,
page 85
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distribution ratably over the year of distribution and the

next succeeding four taxable years. This alone will en-

tail 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 com-

pounded by the addition 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 receives a lump sum distribution to go through

what has been described? Doubtless he will have to employ professional

help to calculate his tax liabilities in the first instance, and then to re-

calculate them in the fifth year following his retirement in order to de-

termine whether or not he is entitled to a refund. Moreover, if it develops

that he is entitled to a refund, he no doubt will require assistance in pre-

paring his refund claim. For a lower paid employee whose, ultimate tax

might actually be reduced below what his tax would be under existing law,
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the cost of calculating his tax and filing a refund claim, it applicable,

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 a refund of under $100. 00, but that the costs of both

determining the amount of that refund and collecting it will exceed $100.00.

Will he bother to collect it? If he does not, will not the tax collecting

agency have been unjustly enriched since, in fact, he paid more taxes

than he should have paid? Is this fair?

C. Where do the Burdens Imposed by the Changed Method Fall?

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 es-

cape ordinary income taxation on substantial amounts of their income.

At the same time, one of the clear objectives of H. R. 13270 is to ease

the tax burdens on middle and lower income bracket taxpayers. The

Ways and Means Committee Report indicates that the more significant

benefits under the existing method of taxation accrue to taxpayers with
5

adjusted gross incomes in excess of $50,000. 00. At the same time,

5 Ways and Means Committee Report,
page 154
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of the estimated additional revenue of $70 million per year which

would be produced by the proposed change in method of taxation, more

than one-half will come from taxpayers whose adjusted gross incomes

are less than $50. 000.00. 6 In this connection, it is noteworthy that

many lower and middle income bracket taxpayers may be in the "over

$50, 000.00 class" in the year in which they receive their lump sum

distributions simply by virtue of the fact that the lump sum distribution

is made to them.

On the basis of the latest available published information, 7

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, 364 returns, or 97. 9% of the total, involved

returns showing adjusted gross incomes of under $50, 000. 00. Moreover,

42,932 of those returns, or 81.3% of the total, involved returns showing

adjusted gross incomes of less than $25, 000. 00. The returns showing

adjusted gross incomes of less than $50, 000. 00 involved 81. 3% of the

6 See Table 5, Ways and Means Committee
Report, page 15

7 Source: "Statistics of Income, 1962, Supplemental Report,
Sles of Capital Assets Reported on Individual Income Tax
Returns", table 8
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total dollar amount of gains so reported. It seems clear that although

the objective of H. R. 13270 is to eliminate alleged favorable tax treat-

ment for persons whose adjusted gross incomes exceed $50,000. 00,

the major portion of the burden will fall upon persons whose adjusted

gross incomes are lower than that figure.

Those who are fortunate enough to have adjusted gross in-

comes 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, those whose adjusted gross incomes are in the middle

and lower brackets frequently do not employ professional assistance in

preparing their income tax returns. To the extent that any complications

introduced by the revised method of taxation require the employment of

professional assistance, added burdens will be imposed upon persons

against whom the revised method is not directed.

D. Is the Present Method of Taxation an Abuse?

One of the key objectives of H. R. 13270 is the elimination of

tax preferences which enable a relatively few persons with high incomes

to escape tax on a large proportion of their incomes. ThuS:
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"From 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. "8

It is respectfully submitted that distributions from qualified profit shar-

ing plans are not one of the alleged preferences which benefit a relatively

few high income individuals. Earlier it was pointed out that qualified

profit shoring 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 compensated 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 qualified profit sharing plans to an average of

15% of participating pay of employees who are covered on a nondiscriminatory

basis. Even if it be assumed that an employer's contributions on behalf of

8 Ways and Means Committee Report,
page I
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a given employee amount to 15% of his pay in every single year of his

employment (a most unlikely possibility) depending upon the employee's

terminal pay the total of those contributions would amount to from 2-1/2

to 4-1/2 times the employee's annual terminal pay after 30 years of par-

ticipation. 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 retirement, which may be as much as 15-25 years, be character-

ized as an abuse? In the vast majority of cases it is unlikely that the

average employee will receive employer contributions of 15% of pay in

each and every year that he participates in a profit sharing plan. For

example, a survey by the Council indicates that in 1968 the average of

the percentages of contributions related to participating compensation

was 8. 6% in the case of the companies responding to the survey. The

results break down as follows:

Employer Contribution
to Deferred Profit Sharing

Size of Company by Plan 'as a Percentage of
Number of Employees Participants' Pay

Under 100 employees 10.6%
100 to 499 employees 8.8%
500 to 999 employees 7.5%
1000 to 5000 employees 8.8%
Over 5000 employees 7.3%

Average of the Percentages 8. 6%
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That survey covered 445 plans embracing 1, 423,640 employees. The

Council has no reason to believe that the results produced are in any

way atypical. Of course, if employer contributions on behalf of an em-

ployee over his entire working lifetime average less than 10% of his par-

ticipating pay, the portion of his nest egg at retirement which is attrib-

utable to employer contributions will be even smaller. It might amount

to less than twice his terminal pay. Whatever else he receives in addi-

tion to his employer's contribution will result from his having had his

share of employer contributions and his own contributions (if he made

any) at risk.

In view of the requirement that the benefits under a qualified

profit sharing plan must be nondiscriminatory among employees and in

view of the limits on the amounts which may be placed in a qualified plan

for, employees, can it be said that the method of taxation of lump sum

alstributions made under such plans gives rise to an abuse or a tax

preference available to a limited segment of the economy?

I. The Revenue Effects of the Proposed Change of Method

At the outset it is estimated that the revised method of taxa-

tion v.Ill produce less than $2-1/2 million of additional revenue in the

year 1970. In 1971, it is estimated that $5 million of additional revenue
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would be produced, and by 1979 it is estimated that $50 million of ad-

ditional revenue would be produced. It should be noted that in 1071

the estimated increased revenue arising from this single change -will

comprise only about 1/10 of 1% of the total revenue recoupment contem-

plated by H.R. 13270 and by 1979 will comprise only 7/10 of 1% of the

total revenue recoupment.

While H. R. 13270 is intended to be a reform bill, practical

considerations which may outweigh th modest revenue recoupment en-

visioned by the change which the bill would make in the method of taxa-

tion 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 re-

ducing effects of the proposed change must also be added to the increased

administrative costs. The Council believes that the combination of in-

creased 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 great

care otherwise exercised to see that the revenue cutting portions of the

bill would be matched by revenue increases produced by the bill, this

possibility should not be ignored.
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A. Increased Costs of Administration Must be Balanced Against
the Estimated Revenue Gain

The complications introduced by the revised method of taxa-

tion are almost certain to increase the costs of collection of taxes. The

Council believes that the complications introduced by the revised method

of taxation inevitably will require the employment of many additional,

highly skilled personnel by the Treasury Department in order to ad-

minister the revised method of taxation. These additional personnel

will be needed to review returns initially filed under the revised method,

and thereafter to review all returns involved in determining whether a

refund is due. The Council believes that experience would demonstrate

that all of the direct costs which would be incurred by the federal gov-

ernment would significantly offset the estimated revenue gains envisioned

by the bill.

B. The Indirect Revenue Losses, When Added to the Administrative
Costs, Might Well Eliminate any Net Revenue Gain and Could
Even Produce a Net Revenue Loss

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 loss.
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First, 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 so, it will coni~itute 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, in-

cluding the federal government, benefits.

A study covering 175 companies in a broad spectrum of in-

dustry is now complete 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 con-

trol the results of the study. The purpose of the study has been to com-

pare the performance of profit sharing companies with the performance

of companies which do not have profit sharing plans. The industry groups

covered were: chemicals, drugs, electronics, machinery & metal fabri-

cators, oil-integrated 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,
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return on investments, return on common stock equity, earnings per

employee, sales, earnings per share, dividends per share and market

price per share. The study covered the years 1948 to 1966.

Among the results shown by this study was that the absolute

level of performance 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 com-

panies was even more significant in that the margin of superior per-

formance was even greater than when measured on absolute levels.

The following is a quotation from the summary and conclusion of that

study:

"There are innumerable fact, rs that bear on the opera-
tions of a particular business. They all, to a greater or lesser
extent, affect its revenues, expenses or asset investment and
hence its financial performance. Obviously it would be im-
proper to conclude that the adoption of a profit-sharing plan
leads directly to superior financial results. Nevertheless,
the strong showing made by profit-sharing companies in this
study would indicate that it is an important factor in the final
result."

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 1952 to 1959 and was published in 1960.
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Profit sharing works! Because it works, employees, share-

holders and the federal governmentall benefit. To the extent that profit

sharing companies are more profitable, employee security is enhanced.

To the extent that profit sharing companies are more profitable, in-

vestors in those companies benefit through increased values in their

investments. To the extent that profit sharing companies are more

profitable, the federal government benefits through the increased taxes

which result from those increased profits.

Finally, as pointed out earlier in its statement, the Council

believes that employees' interests in profit sharing plans are truly risk

capital. That capital provides jobs. People who have jobs pay taxes.

wh.le it would be difficult,* if not impossible, to measure,

the Council believes that whatever Congress does which has a dampening

effect on profit sharing also will have an indirect dampening effect on

revenues. If the incentives of profit sharing are remove, companies

which share profits probably will perform less efficiently. Profits and

dividends, and hence income taxes, would be reduced as a result of re-

duced performance. To the extent that the invested capital furnished by

profit sharing is reduced, fewer jobs would be provided. Fewer jobs
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mean fewer taxpayers and lower revenue collections. Since there are

some 80, 000 profit sharing plans in existence today, it is not un, eason-

able to speculate that any dampening effects produced by the change in

method of taxation could result, 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 assumption that employees wil continue to receive lump sum

distributions. However, if the taxes payable with respect to lump sum

distributions become unduly burdensome, 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

individuals would be reduced beow those which are derived under the

existing method of taxation where lump sum distributions actually are

made. Wealthy individuals having outside means will be in a better po-

sition to "let it ride" at retirement rather than to receive lump sum dis-

tributions than will average employees. Thus, the effect of the revised

method of taxation may well be not to produce revenue, but simply to
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compel employees to change the method of receipt of their benefits.

Yet there will be many whose major assets consist of their profit shar-

ing 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 commends the drafters of H. R. 13270 for what is

clearly an effort to change the method of taxation of lump sum distributions

with a minimum of dislocating and unsettling effects upon millions of em-

ployees. 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

sincerely contends and has long contended -- that at least a part of an em-

ployee's interest in a rrofit sharing plan is risk capital and should be

treated as such. While H. R. 13270 would change part of a lump sum

distribution from a capital gain to ordinary income, it also recognizes,
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through a special averaging method, that lump sum distributions which

represent employer contributions also constitute "bunched income".

The bunched income concept, 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 con-

tained 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 distribu-

tions 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 taxa-

tion of lump sum distributions to some other averaging method, then for

the reasons which have been given above, the Councit offers the following

principles which it believes should be kept uppermost in mind in formu-

lating any alternative method of taxation:

1. Any change should recognize, as does H. R. 13270, that part

of an employee's interest in a profit sharing plin is clearly

risk capital and should be taxed as such.
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2. Any averaging method which is to apply to the balance ot a

lump sum distribution which i 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 ta:es due on

the distributions once and for all at retirement. The pos-

sibility of refunds following calculation and payment of taxes

should be avoided.

4. Any averaging method should be simple. It should not entail

complications such as those which H. R. 13270 would entail.

Since the present method of taxing lump sum distributions meets all of the

foregoing tests, it should not be lightly discarded.
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AMERICAN PENSION CONFERENCE*

Statement Concernin? Tax Reform Bill Proposals
Relating to Income Tax Treatment of Lump Sum
Payments from Pension and Other Qualified Plan

Swnxry of Principal Points

1. The Tax Reform Bill, as passed by the Houn of Representatives (H.R. 13270),
proposes to tax benefits under qualified retirement plans accrued after December 31,
1969 attributable to amounts contributed by the employer as ordinary income under
a five-yew forward" averaging formula (five times the Increase in tax resulting
from including 20% of the distribution in eros 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 yew during such five-year period, on 20% of the distri-
bution, the employee would be entitled to 6 refund.

2. The flve-yer carry-forward formula with the proposed procedure for refund
claims would involve administrative complexities and heavy burdens on Government
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, as
proposed in the Bill, the disparity between the rate of capital gains tax on lImp
sum payments and the rate of ordinary Income tax on annuity payments In lieu of
a lImp sum will be sufficiently small in the preponderance of cam to warrant
continuation of the present simple method of taxing the entire Iump 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 o lump sum in one taxable yer,
that the present method of capital gains treatment be retained.

* Subaitted by William F, lrce &nd V. ierry Rothschilds 2d.

September 8, 1%9
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AMERICAN PENSION CONFERENCE

Statement Concerning Tax Reform Bill Proposals
Relating to Income Tax Treatment of Lump Sum
Payments from Pension and Other Qualified Plans

S!!= of Proposed Changes

Under present low, 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 dis-
tribution in excess of employee contributions Is taxed as a capital gain, rather than
ordinary income. Section 515 of H.R. 13270 (the Bill) would limit this capital
gains treatment to the amount of the total distribution in excess of employer con-
tributions made during plan years beginning after 1969 Thus amounts attributable
to employer contributions made during plan years beginning after 1969 would be
treated as ordinary income, taxable at regular income tax rates.

The 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 years. Under this averaging method (which under present law
applies to lump sum 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 yea of distribution,
and then multiply the increase in tax Iiy five to determine the amount of tax on
the ordinary income portion.

The Bill further provides that on employee may recompute the tax paid on the
ordinary income part of the distribution at the end of the five taxable years by
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 hod 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 beginning
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 aver-
aging under the provisions of the Bill (1 311 ) permitting capital gains to be included
in Income averaging. However, if the employee chooses the benefit of income aver-
aging, the Bill provides that the five-year carry-forwad averaging provision for the
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ordinary Income portion of the lmp sum 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:

I. The capital gains treatment of lmp 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 yea which has accrued over several years.
Therefore, as a means of achieving an "averaging" effect for these amounts received
in one year, Congress defined a lmp sum distribution as a gain from a sale or ex-
change of a capital asset held for more than six months, subject to the more favorable
capitol gains tax rate.

2. The capital gains treatment allows employees to receive substantial amounts
of what is in reality deferred compensation at a more favoible tax rate than other
compensation for services rendered. The more significant benefits from capital gains
treatment of substantial amounts go to those with adjusted gross income of over $50,000.

Conclusions of the American Pension Conference

I. The five-year carry-forword formula with the proposed procedure for refund
claims would involve administrative complexities and heavy burdens on Government
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 lunp sum distribution attributable to employer contributions for plan years beginning
after 1969. The allocation of a distribution into portions representing employer con-
tributions, forfeitures and investment earnings w.jIld add administrative burdens and
costs to Government and employers. Such allocation would be particularly burden-
some and expensive in the case of the typical aggregate funded pension plan In
which Individual determinations are rarely mode or records kept of the amount of
employer contributions (including forfeitures) or investment 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 extremely
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 tOA bracket than he would be in the years after distribution. Thus most
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employees would be faced with the complex, burdensome task of making the refund
computation five years later if they want to receive 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 substltute for capital gain. treatment
in alleviating the bunched-income problem of a lump sum distribution, for the following
reasons:

(a) Particularly if the 25% ceiling on the tax on capital gains Is to be re-
moved and taxes on earned Income are to be reduced, as proposed in the Bill, the
disrity between the rate of capitol gains tax on lump sum payments and the rote
of ordinary income tax on annuity payments in lieu of a lmp sum will be suf-
ficiently 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 em-
ployee contributions at capital gain rates.

(b) Capital gains treatment, under the proposed new capital gain rules of
the Bill, provides 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 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 treatmehit be retained.

3.
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COMPARISON UNDER H. R. 13270 OF CAPITAL GAINS TAX
TREATMENT OF LUMP SUM DISTRIBUTION WITH

TAX TREATMENT OF ANNUITY PAYMENTS

Submitted September 16, 1969 In Connection With Testimony
Of V. Henry Rothschild 2nd On Lmnp Sum Payments

From Qualified Retirement Plans
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EXPLANATORY NOT

The following tables show the difference in taxes payable under lump sum and
annuity distributions of equal value, using tax rates proposed in H. 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 a 15-year period. The annuity payout Is assumed to
start at age 65, the normal retirement age, and the IS-year period represents
the average life expectancy of a male aged 65 (Income Tax Regulations, Sec.
1.72-9, Table I). The annuity payments are based on a 5% annual interest rate.

Taxes shown assume a married taxpayer filing a joint return under the tax
rates proposed in H. R. 13270 for taxable years after 1971, assuming that the
25% alternative capital gains rate is not applicable. Present value of the taxes
reflects the application of a 5% compound discount factor to tax payments for
the second through fifteenth years.

In Table I it is assumed that the employee has other income in each of the 15
years, beginning with the year distribution is made or the annuity commences
but that the employee's deduction and exemptions equal such other income.

In Tables 2, 3 and 4 taxes are computed on two bases: the first assumes no
other taxable income; the second assumes a specified amount of other taxable
income each year.

Computations for these tables were prepared by Theresa B. Stuchiner with
the assistance of George B. Buck Consulting Actuaries, Inc. Presentation
of these tables was prepared by Towers, Perrin, Foster & Crosby, Inc.
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TABSL I - Z.o 000 TOTAL DmTRBMVTION

Taxes (Present Value)

Taxes as Percent
of Total Distribution

Lump Sam
Distribution

$ 3,660

Annuity
Distribution

$ 3,436

13.7%14.6%

22~
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Lump Sum
Dlstribution

Annuity
Distribution

Taxes (Present Value)
Assuming No Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 21,848 $ 17,054

z2,.8% 17. 3%

Taxes (Present Value)
Assuming $5,000 Other
Taxable Income

Taxes as Percent of
Total DMstribution

0

22N

$ 23,422

23.4%

$ 20,635

20.6%



TAALIC I' -200.00M TOTAL, DIATIBUTION

Taxes (Present Value)
Assuming No Other
Taxable Income -

Taxes as Percent of
Total Distribution

Taxes (Present Value)
Assuming $10,000 Other
Taxable Income

Taxes as Percent of
Total Distribution

Lump Sum
Distribution

Annuity
Distribution

$ 40,918

2o. 5

$ 53,704

26.9%

$ 57,436

28.7%

$ S, 561

28.3%

27



TABAL 4 - 00.o0 TOTAL DITR 2 BUTION

Lump Sum
Distribution

Taxes (Present Value)
Assuming No Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 167,555 $ 157,568

33.5% 31.51%

Taxes (Present Value)
Assuming $20, 000 Other
Taxable Income

Taxes as Percent of
Total Distribution

174,939 $ 215,966

35.0% 43.2%

0

2280

Annuity
Distribution
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Honorable Russell B. Longao
Chairman
Committee on Finance
United States Senate
Washington, D. 0. 20510

Be: H.R. 13270 - Section 516(c) -
Omission of rules reardlng
deductibility of certain
fta chse aeouleition costs

Dear Mr. Chairman:

The purpose of this statement is to direct the
Committee's attention to a problem connected with sec-
tion 516(o) 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 lar majority of whom are smell
businessmen, know what tax effects attach to the payments
they make for acquiring franchises, trademarks, trade
names and similar intangible assets vital to the opera-
tion of their businesses. It would appear that in the
development of the House bill the purchaser's problems
were either simply overlooked 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
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Committee In formulating a policy and developing a set
ot rules covering the purchase ot 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 franohise, trademak, trade name or
other s llw business asset which "nt is measured
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. In
other words this statement should not be confused with
another base proposition, i.e., the tax treatment to be
afforded the payment of a lmp sum for the aoquisltlon of
an Intangible asset with an Indeterminate useful life.
That is an entirely different problem and it 11.s completely
unnecessary to deal with It in order to take care of the
very comen and Important situation at which this state-
ment 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 olar fie to permit the current deduc-
tion of franchise, tradmark, trado name, etc., payments
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 oonceptj 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 fran-
chising 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 amr equality
for the smaller taxpayer, is the fact that franchising
is probably the single larpst economic phenomenon
whereby small businesses are being established and devel-
oped 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.

Significantly, the now rules regarding the taxation of
tratdferore contained in section 516(o) of the bill have
been characterized as being simply a olrifcation of
the exists case law. H. Rep. o. 91-'1 (Part 1), p.
164. ThI clarifying process should properly be extended
to encompass transferees.

282



I3AKUt & MOKUNIzU

Honorable Russell B. Long
September 9. 1969
Page Three

The Problem -- An Illustrative C

Assume that Mr. and Mrs. John Public, a retired
but still vigorous couple who have accumulated a sam of
money by diligent savings respond to an advertisement in
a financial journal stating that "a food franchising
business with good income potential Is available for a
modest capital investment. They are contacted by the
franchisor who shows Mr. and Mrs. Public the standard
franchise agreement (which, in fact, is essentially like
many existing franchise arrangements) 1,"rsuant 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 franohisor $25 000 and Incur addi-
tional costs and expenses of 3, o6 in 1968. Accordingly,
Mr. and Nrs. Public report $12,00 ($100 000 less total
costs of operation, MR,000) on their l$8 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 deduction taken for
the $25,000 franchise payment on the ground that the
franchise agreement granted Mr. and Mrs. Public 'all sub-
stantial rights' to the trade name "Super Ribs" in the
speoified 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 capital outlay.

Te Decision in sM 1. 9 9 States
In September 1968 the Court of Appeals for the

Tenth Circuit in Dunn Y. , t, 400 F.2d 679,
affirming, 259 . sp. 02U (D.C. 0 . 1966), a case
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involving payments of 28 cents per gallon of Dairy Queen
mix used by a franchisee, upheld the Internal Revenue
Service position. The gallonage payments ware disallowed
as a deprecio4on deduction with respect to the cost of
the asset purchased thereby,, viz., the franchise right
to ma t under the Dairy Queen name, solely because the
ife of the franohise was of an unascertainable length
(it could be ended by the franchisee by non-payment of
the gallonage charges or by a voluntary surrender of the
franchise or by the frachisor' upon violation of the
term of the agreement by the franchisee).

t Disastrous Sco i CorMnquences of the Dn Decision

Let us examine the intolerable economic situation
Into which Mr. and Mrs. Public have been placed by the
D decision. Now their taxable Income for 1968 has
bili increased to 137,000. Tenty-five thousand dollars
of this $3T,000 ordinary income represents an "investment"
in an asset which has little or no resale value.* The
remaining $12 000 earned by Mr. and Mrs. Public from the
operation of their franchise will probably be barely
sufficient to cover the income tax due on this alleged
$37,000 income If the audit occurs in 1972 the situa-
tion 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 unlikely
that this tax situation will force Xr. and Wr.* Public to
abandon their franohse--and another small business will
have departed from the U. S. scene.

un We lllozial. an ftd Policy

Not only is the 0 case intolerable from the
viewpoint of small business economics, it Is wrong as a
matter of law.

# It is difficult to imagine that anyone would be willing
to pay the franchisee his cost basis for the f'*anchisoe
and, in addition, assume the burden of continuing the
production payments to the original franchisor with no
tax benefit In the form of a current deduction for any
of the lyments.

*5 The increase in state income taxes must also be taken
into account.
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Depreciation Deductions ae Designed
to Cear AU eflect Ic .e

The ureme Court has said that the Oprimmr
purpose of depreoiation accounting [ia to further the
integrity of perlodic income statements by making a
meaningful allocation of the cost entailed in the use of
the asset to the period to which It contributes."* The
Court of Appeals In the D= case tailed to follow this
dictate of the Suprem 6 . Indeed, the conclusion In
M does vlolerde to the integrity of periodic Income
statement by causing the deduction of the periodic pro-

duction payments for franchise rights to be deferred in
most cases untl:t the termination of the franchise. The
practical result of this is to deprive the taxpayer-
franchisee of any deductions for the payments made to
acquire the frichise because In the year of franchise
termination there is apt to be little or no income against
which the loss represented by the aggregated payments can
be offset. Such a result can only be characterized as a
patent distort;ion of Income for tax purposes (as the
Service itself expressly recognized In Rev. Rul. 67-16,
discussed below).

Conversely, peuitting a franchise payment
based on produotlon, use 2r sale to be deducted In the
year of such production tse or sIle results in the clear
reflection of income wlboh it Is the function of sec-
tion 167 to insure. This .s so because there is a direct
relatonshl.p between the income generated by the taxpayer's
use of the asset during the period and the amount of the
taxpayer's obligation to pay during that period arising
under the franchise agreement. Furthermore, the right
to contine such use is directly dependent upon such pay-
sent because the usual franchise agreement terminates,
and the r4ght reverts to the reller, In the event of a
default In payment. Accordingly, the franchisee cannot
acquire by such payments ary residual rights in the asset.
Moreover,, the usual francwtse agreement also precludes a
transfer: or assiluent witth.ut the consent of the fran-
chisor, even if there is no default in payment.

M assey Motors v. United States,, 30 U.S. at p. 104.
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Dunn Decision Contrazy to Cases

The taxpayer-franchisee's position that franchise
acquisition costs p.ared to income generation are currently
deductible is supported by court decisions as well es
Internal Pevenue Service rulings Involving intangible
assets, other than franchise rights, having indefinite
or unsscertainable useful lives. Thus, in cases Involving
uupatented inventions* and patent applications,* neither
of which have a definitely measurable life, the Tax Court
has held that if production payments are to be regarded
as part of the cost of the [assetJ then it seems reasonable
to allow a corrispondlng deduction for each year because
the payments are measured by the profitable use of the
(assetJ in each year and will continue to be so measured
during any year in which the payments are made.*ol

The case of Associted 1atentees, Ing 4 T.C. 979
(1945) is most helpful because or the force a clarity of
its reasoning. The Ass!o&ted Datonte case is all the
more meaningful because pa e nts. The validity
of the taxpayer's position is thus very dramatically Illus-
trated since the court rejected the statutory lives of
the patents as a basis for depreciation, for which the
Government was contending, and held that the flow of income
method of depreciation, for which the instant taxpayers
are contending, should be used because it produced a
deduction which resulted in a more clear reflection of
annual income for tax purposes.

In Associted fAtonteel the taxpayer acquired
patents of varing lives. The sellers were to receive as
consideration 80 percent of taxpayer's annual income from
any license agreements covering the patents which It
negotiated. The taxpayer claimed a depreciation deduction
In the amount of such royalties It paid to the sellers in
the taxable year. The Commissioner disallowed the deduc-
tion contending that only a proportionate part of the

N. . Cunningham Co., 10 Tom 276 (1951).
*# Century Tank Mknufaoturing Co., 18 TCN 43O (1959).

eggN. R. CunnngaCo., 10 TO at p. 278.
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royalty payment should be allowed currently with the
balance prorated over the remaining lives of the patents.
In each succeeding year, the taxpayer would be allowed
a deduction for a proportionate part at the payM, In
that year plus the amount allocated to such year from
prior payments. Although the Cocmissioner used the
definitely ascertainable life of the patent as the basis
for him depreciation computation, his determination was
rejected by the Tax Court with the following statement:

It will readily be sen that although this
method of computation will give to the peti-
tioner aggregate theoretical deductions for
depreciation equalling the total ultimate cost,
its practical result will be an entirely In-
adequate allowance for depreciation at the
beginning of the terms and excessive allow-
ances for depreciation at the end. Actually,
in the later years, the depreciation allow-
ances would largely exceed Income from the
patents. tWder such a method of computation
the petitioner migt not, in tact, recover its
cost from Income.

The court then went on to prescribe the method at
depreciation for which taxpayer is contending in this
request for legislative relief--the most rational method
of depreciating an intangible asset with an indeterminate
useful life being purchased by contingent payments because
the deduotlon varies In direct relationship to the eoonoilo
exploitation of the acquired asset. The court saId:

Petitioner's contention Is that the cost
payment made each year Is subject to depre-
clation in its full amount because it is a
oast pertalrdng to that year alone and

measured by income over that period. It Is
argued that, with an allowance so made at
the close of the lives of the patents the
petitioner will have recovered the amount
of their cost prorated equitably over their
lives.

237
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Section 23 (1) provides for 'a reasonable
allowance' for depsolation. It provides no
spociflo method for Its computation. Rs-pronntg rlationsI reco0gnize theO facot thaltthere no fied rue, but that the cost

should be apportioned over the useful life In
suoh ratable aunt as my reasonably be con-
sldered n ecessay to recover during the
rem eini useful life of the property the un-

cost or other basis. The situation
here Is unusual. But we think that the method
for computing depreciation for which petitioner
argues gives It a reasonable, and not more than
a reasonable, allowance, whereas the method
urged by respondent might deny petitioner the
recovery of Its cost and would unquestionably
result In a distortion of inoome.

It Is respectfully submitted that the reasonsne
of Apsoolateg 111 is49 Is unquestionably sound and applies
to the instant situation with equal force.

Dunn Deoision Also Contr to 10R Alugims

It Is signlflcant to note that the Treasury epart-
ment has frquU taxpayers to us. the 'flow of income
method of' dop--olation in situations completely analogous
to franchise acquisitions for the very reason that such a
method assures a minimum distortion of Ince, In Rov.
Rul. 60-358, 1960-2 C.B. 68, the iervie ruled that the
proper method for depr*lating leased or rented television
film, property with an unasoertainable useful life, was
by reference to the income generated by the filas. In
pertinent part the ruling states:

. . . 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. T~hortoreIa
tOE10 do eoiaton MP1t ro low - O
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In Rev. Rul. 67-136, 1967-1 C.B. 58 the
Intern@1l Revenue Service again approved the *how or
income method of depreciation iee knventions covered
by patent applications were purchased for a continuing
purchase prSoe based upon Income produoed by the ex-
ploitation or the inventions:

. . . by the terms of the contract in the
Instant oase, the price of the assets is
tied to the benefits the taxpayer derives
trom them as the assets produce Income
their coat or basis Increases and their
period of usefulness to the taxpayer is
proven. The use of the amounts which the
taxpayer in this case Is contractually
obligated to pay on the price as the
measure of the allowance for depreciationmus distolon of - -

In the light of the logIal reasoning exprsd

in Mv. Rul. 67-136, how can the Service on one hand
allow a deduction for annual payments where a patent
application Is involved and denW the deduction where a
franchise is Lnvolvedt In either case It Is impossible
to determine with any degree of certainty what the life
of the asset will be. 2he uncertainty surrounding the
life of a franhise right contingent upon exploitation
has been outlined above. Similarly it is Impossible
to determine with any degree of oertainty when (If at
all) a patent will issue after an application has been
subsitted to the Patent Office. Although tha majority
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 son cases the period
has exoeedef t years or. more.

It is respectfully subltted that there Is no
difference in principle between the situations involved
in the foregoing cases and rulings and that involved

W8
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where a franchise Is purchased on a basis pared to the
production of income.

IRS Errors Treating Lump Su and Production-
heed Aoulsition M 8 nte in a UMics 1anner

The error In the Internal Revenue Service posi-
tion (unfortunately now embedded in the law by decisions
of a District Court and a Circuit Court of Appeals) stem
from a failure to distinguish, for purposes of income tax
depreciation, the fundamental difference between a lmp
sum payment to purchase a franchise right and a purchase
price consisting of periodic payments contingent upon the
Income derived from or other indioia of exploitation of,
the franchise. Thai 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 District Courtt

The great weight of authority appears to
hold that intangible property with an un-
ascertainable useful life Is not subject
to anrtlsatlon or depreciation. This rule
would clearly be applicable, if. for in-
stance, the corporation herein paid a fixed
sum at the start for the franchise. This
payment would have to be capitalized and
recovered when the business was ultimatelysold. at is

r os ta a E*d
no o

it should be noted that nAlther the District nor
the Circuit Court in D ever explained wt7 the foregoing
cases and rulings did-- require a "difference in the
legal conluslon" where a production bment purchase price
rather than a lmp sum cost Is bain deprecated. In other
words, the courts In jN -failed to recognize that all the
cases on which they reINi involved acquisitions In which
the purchase price ws entirely or In substantial part paid

V
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by a Iwo sumi simultaneously they ignored the authority
ot the cases and ruling# doling with non-lump sin purposes
As a result they misapplied the rule in the regulations to
the effect that "An intangible asset, the useful life of
whioh is not limited, is not subject to the allowance for
depreciation. "*

When that regulatory rule Is applied to a lump
am payment for an Intangible aset having an unasoertainable
useful life, the result reached maims sense under section 167.
In other words, slnce the total cost of the intangible asset
extends for a nmber of years--a number which is not limited,
i.e., unasoertainable, there is no basis on which a deduo-
tion can 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 spreadin; the
cost over a number of years. Accordingly, where a lmp
sun acquisition is involved the regulations, and the courts,
have reached a logical result in the light of the present
statute.*

However, slavish adherence to the literal lanuage
of the regulations in the case of non-lump sun purqhsee
oontravenes the cases and Service ruling cited above and
results in a manifest perversion of section 167.

* Treasur Agulation I 1.167(a)-3.

6* This i not to say that the Code Is perfect in this
respect. To defer deduction of the lump sun 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 deduo-
tion. A reasonable compromise might be to permit an
amortization of such cost over sow arbitrary period
,,such as 120 months. However, such legislative fiat Is
not required to solve the Instant problem created by
the IRS position and the D.um cases. The solution of
the instant problem liss a ly in a Congressional reaf-
firmation of the correctness of the flow of income method
of depreciation. Thus the legislation sought does not
require the adoption of a novel untested oonept but is
merely olarifying in nature, simply applying a rule which
has been endorsed by both the courts and the Internal
Revenue Service.
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Ase IUf-- llel freatm t of ha ller MAs

Te case, A the second pao-raph o
Item 10 in thetinatlve oditjoaton oft t treatment
of capital gain and loses set forth in the July g5, 1969

a role&"* ot the Ways and bans Camlttee an sm
=44aiest har the tax treant received by the seller oy
affect the manner In which the puWches Is treated. Ap-
rently it Is felt by SeM that it the seller me a sal
at capital &aIns rates the purchaser should be preoluded
from depreIatln the cost of acquiring the frnhse or
other intangIble asset purchased. There is no basis in
law, logic, or equity for such a position.

Apparently a cause for sam of t thinking along
this vein arises frm analisln the periodic purchase
payments in question to rental or royalty pejunts. How-
ever, it is submitted that the character of the payment
from th Viw oLnt of the Eeis no different where
the transaction s an il lment jlk a lease or a royalty
arranpment. If, under the new st rds of section 516(c)
of H.R. 1570,0 the transferor of a fraclse has not re-
taMd any significant power, right or continuing interest
with respect to the 8006ect matter of the fraohise (or
If amounts are attributable to the transfer of all sub-
stantlal rights to a patent, trademark or trade name) why
should the transfemee automtially be Ielfdedrom
deducting the cost of aoqeing the franchise, patet, trade-
mark or trade name? The question of deductibility does not
hing upon what happens to the transferor ta-.vise, We
Mut look to the nature of the item n the hands of the
transfere and apply the pertinent rules of deductbility
to him 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 taG laws against deducting
the cost of assets used in the trade or business. Indeed,

This press release Item also Indicates that the problem
of deductions by the purchaser was an Inherent aspect of
Intangible asset transfers. Thus, it seem most
private that the Fnaoe Comittee ooapleti the job by
spelling out such deduction rules.
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depreciation deductions are the classic example of such
deductions. Certainly no one has suested that depre-
olatlon deductions should be denied Utthe seller ot the
depreciable property realized capital galn on the sale
rather than ordinary Income. moreover, no one would
suggest that depreciation deductions sbuld not be alloweda ply because the "viptal gan a a me on an n
.sa21ment bas.. The sam resnigapplaes to the instant

situaton.,*

Failure to Clarity Deduction Rules May Place
fanchAies in Worse Poition

One final observation may be worthwhile. If
H.R. 13270 is not clarified along the lines suggested in
this letter, franchisee and purchasers of other intangibles
meay 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 Yans Committee may be re-
garded as lending support to the 'parallel treatment"
Mroac h of the c case. In other words, one might argus

tth DM osa,"-octrine, i not expressly codified, has
at least received Implicit Congressional approul. Thus,
If the D error is not rectified by statutory rules ex-
pressly permttlng the deduction of contingent annual
payments, the franchisee, Invariably a small businessman
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 deduction only when he abandons or
disposes o the franchise. This will usually be a large
capital loss which In most ashes will be of little use to
him. (The utility of capital losses will be further ani-
mized when section 512 of the bill becomes effective.)
The net result will be an extreme distortion of taxable
Ime in the cas. of a olass of taxpayers the law usually
tries to help rather than hinder.

It Is signiflant to note that in the above discussed
oases and rulings permitting Us purchaser current
deductions under the principle of flow of income depre-
olation the tax treatment of the transferor played no
pr t In determining whether the transfer should get
such deductions.
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Therefore, not only the correct appliostion ot
depreciation prinolple., but policy considerations based
on equity as well require that contingent annual payMnts
for franchises and other intangible assets be made deduc-
tible by express statutory provisions.

Conclusion and a sted Solution

The IRS position on the deduction of franchise
costs represents a fundamental departure from the logic
of section 167. The signifioance of this erroneous posi-
tion has been oompounded 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 mall business taxpayers will be deprived of
deductions to whoh they are rightfully entitled, Accord-
ingly, It is appropriate that the problem be resolved by
legislation--whioh can proeed with promptness and pre-
olsion, particularly now that Congress has specially dealt
with the seller's slde 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 sub-
section (a) In the case of a purchased intangible asset--

(1) having unascertainable useful
life, and

(2) the ownership of which is acquired by
and oontingent 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,
BAUA & NoKZIKI

By0
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STATEMENT OF ARNO HERZBERG, CERTIFIED PUBLIC ACCOUNTANT
1

1961 MORRIS AVENUE, UNION, N. J.

Sir: In response to your request for a statement on the capital

gain provisions of H.R.13270 I submit the following comments.

Action on Capital Gain Provisions should 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 structure. This study should solicit the
views of authorities in this field, should extend to laws of for-
eign countries, and shodild examine the possibility to separate the
capital gain taxation from income tax laws in general. The House
Ways and Means Committee began such a study in 1959, but the dis-
cussions 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-reaching economic effects of tax changes
on national income, savings *" 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 taxation and does not change present short-
comings,

5. The bill does not consider the staggering prob-
lems 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,

6. The House bill continues the unfortunate trend
in recent legislation to perpetuate contradictions,

7. The bill shows inconsistencies in applying the
capital gain concept.

1 Author "Saving Taxes through Capital Gains' (Prentice-Hall).



'Criticism of Bill (Sec. 511-516(c),461) - Recommendations

1. The proposed change in alternative capital ain 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 other-
wise would go into new ventures. The fact remains that many
authorities have recommended not a higher but a lower tax
for true longterm capital gains. An increase was and is con-
sidered as very harmful by them.

The reason given for the change in the bills i.e. that it is
not appropriate to allow high-income taxpayers to reduce their
effective tax rate by-means of the alternative capital gain
tax, is at variance with all past thinking, which was influ-
enced by the need for capital formation and unlocking invest-
ments.

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 rea-
son 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 difficulties because the loss
to be carried forward indefinitely will have to be proven every
year.

It is therefore recommended not to adopt Sec.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.

3. Letters, memorandums, etc., especially in the form of collec-
tions, are typical assets. The bill, in its present form taxes
gains from their sale as ordinary income, 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.
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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 opportunity to stop any misuse.

4. The bill proposes to extend the holding period that distin-
guishes long-term and short-term capital gain from six months
to one year. In the list of the reasons 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 1962 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 cap-
ital gains. It seems that these figures dating back to 1962
cannot tell the story of 1969. In the first place, they ex-
lain something which seems to be natural. Taxpayers in the
ower rackets are inclined to invest in mutual funds. Their
long-term capital gains from these sources do not show on a
tax return with a specific holding period. Even in 1962
these gains make up 13.3 per cent of all long-term capital
ains. Since then we have experienced the boom of the mutual
und industry and the number of security holders has increased
to 26 million. Secondly, taxpayers in the higher brackets
will always be in a position to hold investments longer or
they will not change them at all. Legislators have always
been presented with the effects of the holding period as far
as gains are concerned. Their attention has never been drawn
to the fact that a short holding period can have a very sta-
bilizing effect in a bear market. The following table shows
how much of his profit of $1,000 a taxpayer can lose in 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 period 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 reinvestment to be made with the proceeds of
sale after taxes. Up to this day, all authorities 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.

-3-
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Percentage Profit of $1,000 can shrink if sold long-term
(married, joint return)

Percent Profit
Taxable Rate Left of $1,000 Can Drop
Income Including After Tax If Sold If Sold
Up To Surcharge Short-term Long-term Long-term

$ 10,000 24.2 $758 $879 13.8
20,000 30.8 692 846 18.2
30,000 42.9 571 786 31.5
40,000 49.5 505 753 32.9
50,000 55.0 450 725 37.9

100,000 66.0 340 725 53.1
675* 49.6*

200,000 75.9 241 725 66.8
675* 64.3*

* proposed 1971

5. The proposed provisions affecting pension and other plans add
again to the complications that plague the Revenue Code. The
revenue raised through these changes is negligible; there is
no relation to this revenue and the cost of enforcement for
the taxpayer and the government.

Since distributions from profit or pension plans constitute
deferred compensation, they should be treated as ordinary in-
come. 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 as a consequence of such
a treatment, distributions would be spread over more than one
year.

6. The proposed provisions for sales of life estates, casualty
losits and franchises 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 modernize machinery will no longer receive
recognition through tax legislation. This will effect especial-
ly the small manufacturer who is under constant pressure to
raise working capital. Without much loss on revenue an exten-
sion 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

-4-
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with us in an inflationary period. The incentive to buy ew
machinery and replace old one is being reduced by the fact
that the sale of old machinery results in a tax which is high-
er 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
gnin on the sale is figured as heretofore, but
the gain is used to reduce the basis of the new
asset. In cdse of a plant the one year period
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. Further complication of the tax structure, espe-
cially elaborate recordkeeping, 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,

S. The effect on the revenue through a decreased
depreciation allowance would be negligible.

General Observations
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 formation
or still has anything to do with increased income. The bill does
not make any attempt to attack this problem.

The bill wants to lower income taxes in a period of inflation.
So far economists have held the opposite to be true.

The bill wants to increase the standard deduction hitting the
average homeowner in favor of the apartment dweller. So far any
Tax Act has favored the homeowner.

Unfortunately, the spiritual climate in the country has undergone
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radical changes since the last Revenue Act was passed. The air
is polluted with negativism, extremism, hysteria, and demagoguery.
The question arises whether in such a climate a meaningful and
durable Tax Reform Act can be enacted at all.

Respectfully submitted.

ARNO HERZBERG
Certified Public Accountant
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STATEMENT OF HAROLD M. SHAPRO, ESQ.
ON THE EFFECTIVE DATE OF SECTION 511
OF H. R. 13270, THE TAX REFORM BILL OF

196§9

My purpose in requesting appearance before the Committee was

to seek a clarification of the language of Section 511 (c) so that it will unam-

biguously state that Section 511 eliminating long term capital gain alternative

tax will not apply to transactions made pursuant to a binding contract of sale

or disposition entered into on or before July 25, 1969 rather than the present

ambiguous provision making t applicable to "sales or dispositions made after

July 25, 1969". Since the Cimmittee was uttable to grant my request for ap-

pearance, this statement is being submitted instead as suggested by the staff.

I am an attorney-at-law, a member of the firm of Shapero, Shapero

& Cohn, with offices at 2525 Cadillac Tower, Detroit, Michigan, 48226,

WOodward 2-8164. 1 have actively practiced law for forty-eight years and have

done considerable corporation, ral 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 am-

biguous 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 cons-

truction is given to the words "sale or disposition".
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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 tax-

payer'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 provisions of Section 511 would not apply to a transaction entered into

by a written contract binding on the taxpayer before July 25, 1969 notwithstand-

ing 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 ambiguous, and if not changed will undoubtedly lead to 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 tax-

payer had irrevocably 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 inapplicable 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.
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Analagously, Section 703 of the Tax Reform Bill repealing

the Section 38 Investment Credit, provides, in a new Section, being Section

703 (a)# that the elimination of the Investment Credit shall not apply to prop-

erty "aoqurod pursuant to a o001. which was on April 18, 1969, and at all

times thereafter binding 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 factor, 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 amaided

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." //1

OL . MA

Detroit. Miohigan, 6
WO. 2-8164

Dated: September 9th, 1969.

-3-
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INVETMENT C(NdANY INfITF3

ON THE TAX REFORM ELL OF 1969 (H.R. 13,270)

PILED WITH THE SENATE COMMITTEE ON FINANCE. SEfTBMR 16. 1969

This sttement is presented on behalf of the Investment Comiany

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, 70 la the federal capital gans tax

structure.

We oppose removal of the 25% "ceiling" rate on "loog-term" capital

gains aind extension of the holding period from 6 to 12 months. In this connectim, we

note that the Administration, speaking through Secretary of the Treasury Kennedy.

strongly recommended on September 4, 1969 to the Senate Finance Committee the con-

tinuation o( 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

additional 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 S 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 funded

ePreaented by John C. 30F16# ChAiruen of the Board.
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(technically known as openread investment companies) and their investment advisers

and principal underwriters. Our member mutual f(nds have over 5 million share-

holders, asts of over $45 billion and represent approximately 93% of the total asses

of all U.S. mutual funds.

Mutual funds provide their shareholders with diversiflcatlon of inveatment risk.

skilled professional management and a variety of other services. Mutual funds thus

nuke available to the investor of modest means the type of Investment 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 n that, in addition to contLnuously

offering its shares to the public, it stands ready to redeem Its own shares at any time

at the then current net asset value per sham. 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 30, 1969, the mutual fund members of the Investmet Company Institute

had in their shareholder accounts:

2,605, 892 regular shareholder accounts where the dividends and

capital gain distributions were being automatically reinvested is

mutual fund shares. This Is a favored form of systematic sevinsp;

02-

2W8



257,770 starebolder acouM whic were "systematic w .t

draul" accounts - provide for periodic psyms (sualiy

mathly) to the shareolder. lbese are a favored type of account

for retired persons.

Over $2.3 billion dollars of long-term capital gain dividends were distributed

to shareholders of mutual funds in 1968.

1. GENERAL

We believe that the provisions of Sections 511 and 514 of H.R. 13, 270 which

would eliminate the alternative capital gains tax rates and extend the holding period

from 6 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 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 unhealthy 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

-3-
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a powerful factor Is freezing an investm ubs sound nwumestmm discretion calls for

disposing ot M.

0& the other band, we have seen nothing tht 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. 13, 270"

prepared for the Finance Committee, do not rest on any statistical or economic base.

They rely wholly on discussions of "equity" as between taxpayers and the need for deriving

additional tax revenue from the "super rich" (Summary, p. 81) and "high Income" tax-

payers (Committee Report, p. 146).

We urge that these are superficial and far too limited considerations (n whih

to erect a sound capital gains structure. The Importance of capital transact iuns to

the economic Ufeof the country demands that capital gains tax rl 1r .A i i

balance between revenue yield to the government from a capitalI gain ax, Ill Iit X, a

an capital formation and mobility.

Tested by these criteria we do not 1*lieve th,4 Hwi t, it H! ttlb k

the federal income tax on capital gains more but&I-.,iou, onih if i, -1y iii

11. INCREASE IN CAPITAL. G I X 3t

REMOVING fill!

Aremovalof the25% ceiingon ca~i-l ! I

gains tax on MaLY txai , ,4,.

The present capital gains (ax Utl .lk 1u ,It lk£ lvt h,00

the government as divi ox figtj qq the Ud lii g t;i ic:
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IiI I in Aliwoit' I 010oss income
on lax lettinfs.

Year Anniout Number o tax returns

1963 5, 10o, 1', t1,OW 4.900,000

1'4(4 7, 91 K), (0), 000 5,300,000

1965 10, 201, 00)0, 1(IM 5,900,000

I'1 9,950, 000, 000 6, 0O, 000

1967 13, 500, (A1l1 (i0 6,900, 000

(litc a ie the amiuwas Included in adjusted giu4s income on iCunee tax
retutis; tax colloctlons on capital gains are not reported separately.
Firm Commissioner's Annul Report and Statistics of Income.]

'I111'se fih.i. I 'lc- Ily bho O z- lnq0 )itanvt of capital gains revenues to the

rIiAli.1 , Ad ,ala that only a well dti n'oltil statlstical and economic

ca 1 111 d I 1 11ti 0" ~ 0 h Atoj ig vth the atmu ture producing these

V t I, lit , 'n La i se against the present capital gains

tax i i m cnii 1,c metic out on thielwis ol a relatively few taxpayers of very

The fact Is, as C ngiess has iccognized, that increased burdens on capital gains

I i ii Jjopardy the tax reveiuti from capital gains. People with savings available tox

investment will naoitiliy 1.: m.oie reluctant to risk their savings in capital transactions

.5 -
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when the prospects for capital pins are diminished by an increased rote of tax

or by an undue protection of the period when their Investment must remain at

risk despite an adverse change In circumstances. To the extent that people

refrain from sales of capital asses, whether it Is a relatively richer person

selling stock or a relatively poorer person selling his private home to move Into

an apartment, the determination of whether these sales will take place will be

substantially affected by how much of the proceeds will be taken from the investor

by federal and state taxation. With respect to those transactions which do not

take place because of adverse effects of these proposals the federal government

would be in a position of having given up 25% of something in return for 38-1/2%

or 32-1/2% of nothing.

What seems to have been glossed over in the proposal for an increase from

25% to a 38-1/2% capital gains tax ceiling in the last five months of 1969, 35% in 1970,

33-3/4% in 1971 and 32-1/5% 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 pins tax.

ThIs has been repeatedly recognized by the Congress. In 1942 the House Ways and

Means Committee stated:

-6-
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"It has been shovm that too high a capital gains tax
will result in loss of revenue to the Government. This
is because the question of whether or not a in will be
realized is entirely within the discretion of the taxpayer."
(underscoring supplie)

In fact, the validity of this reasoning has been publicly recognized by the House

Ways and Means Committee and Senate Finance Cormmittee tn 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.

III. 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 justificatiopo supporting the proposal which are contained

in the House Committee Report and the "Summary" (p. 85), are -

I. 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 primarily interested in obtaining speculative gains * which
may be taxed at favorable rates."

-7-
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" * 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 gais tax"

cannot be considered separately from revenue collection and capital formation and mobility.

The speculator versus investor "finding" seems to be no more than an unstudied

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 Committee 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

Revenue Act of 1950 (Int. Rev. Rul. C.B. 1950-2, p. 523) stated:

"In the opinion of your committee the 6-monh 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 markets for capital assets,
which is most unfortunate. When prices rise, as has been the
case in the security markets during 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 move-
ment which would otherwise appear Is missing.

-8- a
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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 favor-
able 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 thee findings support a reduction to three months they certanly

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 companies

and their shareholders. Extension of the holding period is bound to he seriously

disruptive of the depth and liquidity of the securities markets of the country and will

therefore tend to inhiblt 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 shareholders

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 r%asonable amount of stock at prices reasonably related to

previous transactions within a reasonable time.

* See Report of Special Study of Securities Markets of the Securities
and Bxchange Commission (1963), Part 2, pages 17-20, 828-829.
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An efficient market will have sufficientt depth or liquidity to

maximize the likelihood that both sides of a transaction will be availabke

and to prevent disruptiveWirce fluctuations in response to relativtly small

fluctuations in supply and demand... [T) 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 liquitlity should not be

threatened by what clearly seems to be an undocumented case that 12 months

is the proper period of time for defining a long-term capital gain.

Certain statistics, based entirely on corporate stock transactions during

1%2, have been advanced, from 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 year. Thus the House Report (p. 150) states that almost

90% of all capia.ll gains on corporate stock in 1962 arose from sales occurring

after I year of possession." In evaluating such statistics we think It most important

* Brief of the U.S. Department of Justice, Inquiry into proposals to modify
the Commission Rate structure of the New York Stock Exchange, (Aprl 1,
1968), page, 19, 26.

-10-

264



that 1962 saw the greatest market break since the great depression. In a break

as deep and as serious as that which began in May 1962 a very significant part

of the volume of selling comprised distress sales, forced sales and sles out of

sheer panic. * To take the holding periods of sales which occurred in the year

1962 and insert them as a "norm" to prove a case for a 12 month holding period

seems subject to serious question.

Not only would the ability of individuals and institutional investors

to achieve fair prices in the securities markets be compromised by this

proposal but a complicating adverse factor would be added to portfolio manage-

ment. The requirements of the federal securities laws - primarily the

Securities Act of 1933 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 faltering enterprise on

the basis of current and timely information and reinvest It elsewhere as a result

See Report of Special Study of Securities Markets of the Securities
and Exchange Commission, Part 4, pages 812-859.

-l-
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of continuing investment analysis and e-appmralea. The tree enterprise system

is streqthened by such capital mobility. The creation of an adttim 6 month

holding period to addeve capital Fins treatment would Involve an artificial

roadblock against the free mobility of capital based on pure investment considera-

tion.

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 nstltutlonal and individual

investors by holing 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 sme considerations thus far outlined in this statement as to the e'Zect

of a more burdensome capital gains tax on (a) capital gains tax revenues, and

(t) 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 allocation proposal seems to be based on an assumption

that the 50% 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

25% on the tax.

-12-
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Perhaps the bigpt impact of the allocation o( deduction provision

would be in the area of reducing the deduction for state tans. For xampi,

a taxpayer in New York City In 1970 cetmplatlag whether or not to make

a sale resulting in long-term capital gal would, as to 100% of such p, he

a federal ceiling rat of 35% and a New York ceiling rate ot 8% (7% state and

1% city) - a total of 43%. Actual rates imposed ou the one-half of long-term

gain used in the income computation on the tax return (if the taxpayer decides

to "realize" the gin - 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 f he realizes that gain and

pays a Nev 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 othe,

words, the burden of the New York tax on his gain will be increased by using

the 50W% 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 extenoded period. The problems this creates are dis-

cussed in the earlier part of this statement.

-13-
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V. CONCLUSION

For the foregoing reasons we respectfully urge that it is not In the

public interest to place further burdens on capital pains and recommend that

if consideration is to be given to changes in the federal capital Saint 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.

THM INVESTMENT COMPANY INSTITUTE

By John C. Bogle, Chairman
Board of Governors

-14-
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FOR THE SENATE COMMITTEE ON FINANCE

TO THE STATEMENT OF THE INVESThENT COMPANY INSTITUTE

ON H.R. 13,270

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 and reduce capital formation In the United States.

This history Is a matter of public record, In some detail, in the
reports of the House Conittee on Ways and Means and the Senate Com-
mittee on Finance on major federal tax bills that have been reported
by these Committees over the years.

II, Brief Chronuloay

A brief chronology of the federal capital gains
(individuals) from 1913 to date is as follows:

1913 to 1921:

1922 to 1933:

1934 to 1938:

tax structure

no distinction between capital gains and
ordinary income; such gains included In
taxable income.

two year holding period to determine capital
gain.

ceiling rate: 12 1/2%

capital
taxable
variety

gains taxed at regular rates, but
capital gain amount determined by a
of holding periods:

269
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Hoidliw period: Taxakle Portgi:

1 year 100%
I to 2 years 80%
2 to 5 years 60%
5 to 10 years 50%
over 10 years 30%

1938 to 1942: ceiling rate of 30%, and taxable capital gain
4sount determined by holding periods:

Holding period: Taxable portion:

18 months 100%
18 to 24 months 66 2/3%
over 24 months 50%

1942 to date: ceiling rtte 25% - holding period 6 months.

-Notes to forefoinf:

1. Over this period there have been u number of variables in rules
for the deduction of capital losses, including the portion
deductible against ardinary income; also as to capital loss
curry-overs.

2. In the development of the Revenue Act of 1950 both the House
Committee on Ways and Means and the Sendte Committee on Finance
and the House of Representatives, approved reduction of the
holding period from six months to three months. For reasons not
explained in the conference report, this provision was dropped
from the bill.

III. Proposals of H.R. 13.270

H.R. 13,270 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

individuals - the 25% "ceiling," as of July 25, 1969.

Thus imposing these rate "ceilings" as to individuals:

Balance of 1969 38 1/2% (with surtax)
1970 35%
1971 33 3/4%
1972 32 1/2%
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(c) To increase the corporate "alternative" capital gains tax
rate to 30M.

(d) To reduce by 50% the amount of loss that can be deducted
by individuals agqkinst "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 individuals. (Section 302)

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 stens from (a) impact of state tax on top of federal, and (b)
ignoring the severe effect of the deduction allocation rule In denying
part of the Impact of state income taxes on the taxpayer. Host states
have income taxes; many states are federalized; state 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 Con.:

(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

2713.
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of a prohibitive tax, the pixopobed bill, iu ju
206, adds a new Leetion (207) to the ic, ,- i pjo-
viding that where the net gain dvrli f oi sale or
other disposition of capital assets would, wuider 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 Con.:

(page 189) "Section 206 limits the rate of taxation upon gain derived
from the sale of capital assets. Under the present .1aw many
sales cf 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 permit such transactions to take place without
fear of prohibitive tax, section 206 provides that only 40
per cent of the net gain derived from the sale or other dispo-
sition 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 surtax)
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 pro-
vision would permit a taxpayer to deduct the entire loss
sustained in a capital transaction and is applicable to all
classes of taxpayers. In Great Britain capital gain or loss
is ignored or eliminated in computing the riet income.
Section 206 takes an intermediate position between the ex-
treme views embodied, respectively, in the present American
and British laws."
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V. Revenue Act of 1934

This Revenue Act begins the period when the two tax writing
conttces fell Into error - which they confessed later In 1938 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. 1492. 73rd Cong. :

(page 561) "Our 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 Im-
posed on the mere increase 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 gains until
the 2-year period has expired, thereby reducing their taxes.

"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.

"Fifth. In some Instances, normal business transactions are
still prevented on account of the tax.

"Your Committee has examined the British system, which dis-
regards these gains and losses for income-tax purposes.
The stability of the British revenue over the last 11 years
Is in marked contrast to the Instability of our own. In
that period the maximum British revenue was only 35 per cent
above the minimum, while in our own case the percentage of
variation was 280 per cent.

"Your Committee, however, has 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 Committee
recommends the following plan:
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"First. To measure the gain or loss from the sale of
property by an individual according to the length of time he
has held the property, only the following percentages of the
recognized gain or loss are taken into account for tax
purposes:

"One hundred per cent If the capital asset has been held
for not -ore 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 account
as above exceed the gains so taken Into account, the excess
losses are etirely disallowed.

"Third. In the case of corporations the graduated percentage
reduction of gains and losses does not apply. However,
capital losses sustained by corporations are allowed only to
the extent of capital gains. Under the present law corpora-
tions are allowed to offset capital losses against ordinary
income.

"Fourth. The plan outlined above Is not made applicable, for
obvious reasons, to stock In trade or property which is included
in the taxpayer's inventory.

"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
losses can not be used to reduce ordinary income, while gains
are taxed in full or In part in proportion to the time for
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 Finance Comittee Reort No,. 558. 73rd Conz.:

(pp. 594-596) Restates the Ways and Means Committee comment and adds a
very significant statement. It Is "significant" in the sense
that it is shown by later events to be erroneous:
"Substantially Increased revenues are expected from this new
system of treatment of capital gains and losses. The changes

it
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made are either to prevent tax avoidance or to bring about
greater equity. & consequenlial amount of revenue is lost
by these changes." [emphasis supplied]

VI, Revenue Act of 1938

These are the reports when both committees confess the 1934
error and begin the retreat to a more rational capital gains tax
structure (page references are to the reprint of these reports in
C.B. 1939-1):

Ways and Means Report No. 1860, 75th Cone.:

(pago .32) "Considerable complaint has been made in respect to the
present method of taxing the capital gains and losses of
individuals. It is claimed that the present tax is so
high, especially in the case of taxpayers subject to high
surtax rates, that assets become frozen and few transactions
take place. It is claimed that, if some relief were given,
transactions would take place and the revenues be increased.
Some fault has also been found with the percentage brackets
governing the amount of gain or loss to be taken into ac-
count. * * * It has been claimed that these sharp reductions
in the percentages of gain or loss taken into account
encourage taxpayers to delay taking gains and, on the other
hand, stimulate them to realize losses.

"It must be recognized that differences exist in the charac-
teristics of ordinary income in comparison with the charac-
teristics of income from capital gain. For example, no
matter how high the rates, a taxpayer always benefits from
an increase in salary. On the other hand, there is no tax
on the appreciation in value of property unless such ap-
preciation is realized through sale or exchange. Thus. It
becomes optional with a taxpayer whether to pay a tax on
capital gains, since he avoids the tax by refraining from
making the sale, It is the opinion of the committee that too
high taxes on capital gains Prevent transactions and result
in loss of revenue, On the other hand, the committee is
also of the opinion that there is no Justification for a
lower tax on a speculator on the stock market than on an
individual receiving& a like income from salary or business.

"The committee has endeavored to revise the tax on capital
gains so as to improve the system without loss of revenue;
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in l,;t, it is hoped the revenue from this source may
even be increased.

"The principal improvements which will be obtained from
the adoption of the proposed system are believes to be as
fo l lows:

"(1) ifhe suddbn ri'uction pecrtitted at certain annual
i)eriods in tihe percentagr brackets under existing law has
been eliminated,

(2) The , ixivwujn rat e of tax on a tp i tal g in, where
the a .t has beei held over 5 ye a's, will be 10C per cent.
This i,. because iiily 110 1,r ,ciat oJ ihe gaiin is, takeii into
account, ,and a IrixiinUM tc a raite on is reduced ,,miouLit of
410 per cent Js provided for. 'flit 11) p' cont r,te will !,so

ive limited tetiet" in the vase OJ property held for more
in one yeor :! for not wore thani five yvais. It .is believd

t ,t this proposal will tend to stimulate busnitess traiinactions.

"(3) Spculative transactions, in a practical way, are
o(,paratod from investment transactions by the system of rhort-

te.in capital gainis and losses and long-term capital. gains
and losses.

"(1) The present minimum percentage bracket of 30 per
c( t is changed to 110 per cent, which rjhould increase the
re. ,nue to some extent.

"It is the hope of the committee thb7L L,,- changes proposed,
if adopted, will. be of benefitto the vs iec ted in
making long-teii, investments ind will permit transactioloto
be made which ar' now prevented by the existing tax system.
The proposed system is explained in detail in the latter part
of this report. (emphasis supplied)

Senate Finance Committee Report No. 1567, 75th Cong.:

(page 783) "While it may be recognized that the House provision is a
considerable improvement over existing law, the committee
believes that the plan proposed in the House bill is excessively
complicated and will not permit of a free flow of capital into
productive enterprises. The Committee is convinced that at
the present time transactions are prevented by the capital-
gains tax and that the result has been a material hindrance to
busir-qs and a considerable loss of revenue.
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"There is an essential difference between income derived from
salaries, wages, interest, and rents and income derived from
capital gains. It is always to the advantage of the taxpayer
to receive the first class of income, no matter what the rate
of ta: as long as it is less than 100 per cent. On the other
hand, the tax in respect of capital gains is optional--the
taxpayer is not obliged to pay any tax unless he realizes a
gain by the sale of the asset. There is no tax under existing
law If a taxpayer transfers his money from one bank to
another, but there may be a very heavy tax if he wishes to
transfer his investment from a bond in one company to a bond
in another company. Thus, an excessive tax on capital gains
freezes transactions and prevents the free flow of capital
Into productive investments. The effect of the present
system of taxing capital gains is to prevent any individual
with substantial capital from investing in new enterprises.
This is most unfortunate, because it adversely affects the
employment situation. (emphasis supplied)

* **

"The committee believes thdt this treatment of capital gains
aa~losses will stiulate Tansactions. laciItate the r =ow
of' capital into new enterprises, release froen capital and
increase the revenues of the Goverment." (Pinphasis supplied)

VII. Revenue Act of 19112

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 gains - "short term"
and "long term." The present six months holding period resulted from
Senate changes In the Revenue Act of 1942 (page references ae to the
reprint in C.B. 1942-2):

House Report No. 2333, 77th Congr.:

(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 tax will result In a Loss of revenue to the
Cnpringnt. Thj"sbcas the uestion of whether or not a
apita igain will be realized is entirely within the discretion

qf the taxpayeL. If the rates are too high. taxpayers will
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not dispose of their proTehiy, Ws will result in the
oervnt losig not only income taxes but also stamp

taxes on transfers of property. T70 high a cgital g
will also have the effect of discouragIng taxnavers fm
1it-Ig In new or producive eaterrIses Suppose an

Iduv'al 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
If accompl;Whedis 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 193'; 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 taking of gains and on the other hand stimulated
the realization of losses. Statistics for 19311 indicate that
of taxpayers with incomes of over $100,000, 70 per cent 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 ryalize that since the realization
of a caltal gan Is solely a matterwithin the discretion
Of the taxpayer, a too high capital aian tax rate will lose
rather than gain revenue for the Government. With a top
normal tax and surtax rate of 88 oer cent- It is not believed
that a moderate increase in the caoital taiIn rate will retard
qaital transactions." (emphasis supplied)

Senate Report No. 1631. 77th Cong.:

(pp. 544,545) The Finance Committee 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:

278



-11-

"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 Governent will lose not only
income taxes but also stamp taxes upon the transfer of
property. The net receipts from capital gains and losses
have been steadily declining as shown by the following table:

X~Orn sod rOMNO frm us freaI Of eNptOW #,uu a"4 tou ef 4invdd-gl ead IB..N* Ddwvle J9#.'W

um ii# i

I ~u I =. I hI

MII O L6"S

" .................................................. M 'i"
S W ............................ .. ... .. .. ... .... ... .. ",......................... ................................. - , M 11
n ............. ........................ . . . ............. I NW i e

-,................. NO. . .. ...
M . L ... . m.. eli t .. w. .Is.....e. "I 2m w. 4aL94 1 .ftle

"Your cO"tte believes that ;the oweri"I of the holding

D~~jgd wiU. have the efect of encourasing the realization of
eanital gains and thereby result in added revenue to the
Treasury.I It is believed that a holding oeri od of six months

will be a sufficent deterrent to the sneeulatJpr ascontrastedwith the dewi IatI hestor'" (emphasis suppi ed)
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VIII. Revenue Act of 1950

This Revenue Act is significant in that both of the Com-
mittees and the House approved a provision which would have reduced
the holding period froi 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 continued at six months
(page references are to the reprint of these reports in C.B. 1950-2):

Ways and Means Report No. 2319. 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. Es-
sentially 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"
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 during 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 consequence is that a check on
the price movement which would otherwise appear is missing.
Your corrmittee's action In reducing the holding period from
6 months to 3 will reduce this tendency, thus contributing
to the stabiization of the Security markets which is hlg7y
desirable, since It tends to encourage the flotatin of new
issues and improve the flow of venture captarso essential
to the continued progress of our economy. (emphasis supplied)
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"In the 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 confining the more favorable tax
treatment to the investor's group."

Senate Committee on Finance Report No. 2375, 8lst Cgon,"

(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 require-
nent is the tes: 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 ophion 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 holdin
period has a disturbing effect on prices In M market or
capital assets, which is most unfortunate. When prices rise,
as has been -thecase in the securt markets uring the last
ear an not-bly n the commodity markets durin recent weeka,

sales that would otherwse have occurred do not take-place
Ease the owners of the assets desire"; hold them until
th;y can qualify the gains as long-term and obtain the re-
s. The consequence is that aheck on the
erice 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." kemphasis 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 no changes were made in the two basic fundamentals of the
capital gains tax structure - the 25% ceiling rate and the six months
holding period. These included:
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1. The Revenue Act of 19I - proposal to Increase capital
gain. 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 Renue ft of D51, there is more instructivehistory as to the Iaportance of b ji redsing the rate of taxation
of capital gains.

The Revenue Bill of 1951, as it left the House, proposedgeneral income tax increases, including an Increase in the Alternativecapital gains tax ceiling rate of 12 1/2 percent - to a little more than28 percent. The Senate Finance Committee, with the later support ofthi Senate, feusEd to agree to the increase in the capital gains taxceiling rate. the Senate Finance Committee stated in its report
(I.R.5. 1951-2, page 463):

"Although the House bill increases the Alternative
tax on capital gains to A little over 28 percent,
your committee's blal 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. oarticularly
high tax rates tend to discourage the realization
of gains. Congress hits recognized thitt as far
back as the Revenue Act of 1942 by placing an effective
ceiling rate of 25 percent on capital gains income.
Since that tvet A thot individual income tax
rates have been bot uh tntlally increased and
decreased, tb~s ce 1l1na rte has rmained the .aw.
In view o t#his ur commiittee does not believe that
It Is aroiae to cose d nti
celing rate at atuppled.]

The House-Senate conference on the Revenue Act of 1951 wasone of the longest of tax bill conferences. Finally, to settle thedispute between the two Houses on the ceiling capital gains rate,
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a compromise was reached of adding one percentage point, for one
year, to the 25 percent selling rate.

X. The "Very High" Individudl Income Tax Rate Brackets -
1942 to Date

It Is especially to be emphasized that the 25% ceiling rate
•s to capital gains, and the 6 months holding period, have endured
since 1942 - and that during these 27 years the individual income rate
brackets have been very hith Indeed.

38%

65%

89%

91%

1950

38%

6S%

89%

91%

19-55

38%

65%

89%

91%

196

38% 32%

65% 55%

89% 70%

91% 70%

To these rates should be ddded the 3% "normal tax" in effect in
this year.
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September 9, 1969

Senate Finance Committee

Washington, D. C.

Gentlemen:

The undersigned is representing a client who will suffer sub-
stantial economic detriment if Section 511 of H. H. 13270, relating to the
repeal of alternative capital gains tax for individuals, is enacted without pro-
viding 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 statement, 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 incurred as a result of
such transaction and not with the gross amount they may receive. It is only
the after tax dollar that can 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 transitional 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.

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
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Senate Finance Committee

the true nature and purpose of the alternative tax. The alternative tax is a
limitation on the rate structure and not a part of it and was designed for the
purpose of allowing "***transactions to go forward without fear of a pro-
hibitive tax." (1920) H. Rept. 350, 67th Congress, lot 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 contract 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 appr ximately 94% of the outstanding common stock. In the early
part of the yt r 1969, he was approached 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 willing 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 involving 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 assets 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 tax-
payer was required to make distributions after such date without rega.'d 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 con-
tracts who will be similarly effected. It is submitted that such retrospective
taxation is unfair to those persons who were induced to sign executory contracts
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Senate Finane Committee

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 Revenuo Act of 1938,
"***the question of whether or not a capital gain will be realized in entirely
within the discretion of the taxpayer. If the rates are too high, taxpayers
will not dispose of their property." If persons 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 for 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 cor-
poration 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.

Reaw.tfully su fitted,

Robert 0. Ro re

ROR:jmw
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Restricted Stock -,Summary of The Sinper Company's Poa4ttion

t.

No abuse exists and therefore no reformd" 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.

j

,2. Rave been approved by the shareholders of
the company.

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 provisions for forfeiture in the event of
termination of employment.

5. Make eligible a broad class of participants -
in an executive incentive 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 same holding rules
established in the stock option revisions for capital gains
treatment, such would be regarded as consistent and
reasonable.
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VAn SiDner Cgqpany Statement,

C6 Restricted stock Proposals

We are concerned that legislation designed to curb abuses

in the use of "restricted stock" would unnecessarily (and

presumably unintentionally) adversely 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.

Under the Executive Incentive Compensatibn 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 Committee. 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 shareholders

of The Singer Company, was designed to provide participating

employees not only with incentive pay for past services but

also, by awarding them restricted stock with forfeiture
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Page Two

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

provide an inducement to continued employment 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 commitment 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 acquisition of the stock,

*the Company has the right to re-acquire the shares upon

repayment 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.
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Page Three

Noting that the Congress in 1964 in reforming the rules

with respect to qualified 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 make 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 restricted

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.
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SOUTJila NATURAL GAM COMPANY
vo mn Sox so"

818MIXONAN.ALAnMA 06900

September 10, 1969

Honorable Russell B. Long
Chairman
Committee on Finance
United States Senate
Washington, D. C. 20515

Re: Section I(10) (Restricted Stock) of
Press Release Concerning Public
Hearings on the SubJect of Tax Reform

Dear Sir:

This written statement is submitted by Southern

Natural Gas Company ("Southern") of Birmingham, Ala-

bama, on the question of whether the present tax treat-

ment of restricted stock plans should be modified.

I

STATEMENT OF SOUTHERN'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 pur-

chase its stock subject to reasonable restrictions.

Therefore, we support the present tax treatment afforded

by existing Regulations to our restricted stock plan

whereby only our own common stock is distributed to our

employees. We oppose the modification of such tax treat-

ment as proposed in H. R. 13270.
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If, however, the Committee sees fit to adopt such

proposals or any similar 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 opposed to

a cut-off date of February 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 rea-

sonable phase-out period such as, in Southern's case, four

more years.

-2-
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II

SUMMARY SHEET
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III

ANALYSIS OF SOUTHERN'S PLAN

A. Brlef Dean ntlon of Southern.

Southern is a publicly-held natural gas company

engaged in the production and purchase of natural gas

and in the operation of an interstate natural gas pipe-

line system throughout the Southeast.

B. Brief Description of Southern's
Restricted Stock Plan.

Pursuant to, and in strict accordance with, exist-

ing 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 adopted a restricted 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 purchase,

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 daga after

the date of grant, to purchase stock subject to re-

strictions 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 at the purchase price.

-3-
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Such restrictions remain fully in effect for one year

after the employee purchases the stock, and then gradu-

ally 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 optionees 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 South-

ern and its participating employees under its Plan.

(n 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 emloyee will realize compen-sation at the- time the restric:tions on the

shares lapse or the shares are disposed of
by theiempoyee in an arm's length trans-
action (whichever event occurs first), in
an amount equal to the lesser of:

"(i) The difference between the
nurmhase rice and the fair
arket value of the shares
(determined without regard
to the restrictions) a
time of murmhage by the em-
ployee, =,

"(ii) the difference between the
purchase nrice and the fair

- j -
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market value of the shares
(determined without regard
to the restrictions) At the
tima tha regtletiona lAnjg
or, in the case of earlier
disposition, the considera-
tion 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 Enonomlc and Social PurDoAe.

Southern believes that its Plan, with tax conse-

quences under present law as stated in the Ruling of

the Internal Revenue Service, achieves certain very

specific, and undeniably valuable and valid, objectives.

First, it assists Southern in attracting and keeping

qualified management-level people in our Company and

in our geographical area. Second, It enables South-

ern's key personnel to acquire a substantial propri-

etary 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 stock for at least nine years

if he wants to realize its full benefit. This will

-5-
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result in maximum effort for our Company and community

for a sinificant period of time.

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.

In analyzing the tax consequences which should re-

sult 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 compen-
sation.

Upon the sale or distribution to an employee of

restricted stock, he has received property intended as

compensation. However, because of the restrictions,

which in Southern's case include a requirement of con-

tinued 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 determina-

tion must await the lapse of th9 restrictions, or at

least the lapqe of substantial restrictions such as

-6-
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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 occur-

rence of the taxable event - that is, the receipt by the

employee of the restricted stock. On the other hand,

Section 321 of H. R. 13270 would determine tho 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 forfei-

ture 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 difference between its fair market

- 7 -
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value at such time and the amount invested by the employee

will be treated as compensation and taxed as ordinary In-

co.i~e. A portion of this appreciation, however, would rep-

resent an increase in value of the 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 Siock Plans
to Non-Exempt Trusts is Misleading.

The Report of the House Committee on Ways and Means

(Rept. 91-413, ParL 1, p. 86) and the Staff Summary of

H. R. 13270 (Committee Print, p. 51) undertake to Justify

the House proposal by comparing the issuance of stock to

a non-exempt employees' trust and the issuance of re-

stricted stock -to an employee. The result stated when

stock is issued to a non-exempt trust - that is, receipt

by the employee of taxable compensation at thR time of

the transfer - occurs aalX 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 ?.ose his rights in the contribution (Internal

Revenue Code Section 402(b); Regulations Section 1.402

(b)-l(a)(2)(i)). The House Report states that if stock

is transferred 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

- 8 -
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taxed on the' value of the stock at the time of trans-

fer. This statement is apparently based on the pro-

vision in Regulations Section l.402(b)-l(a)(2)(il)

that the mere fact that an employee may not live to

the retirement date does not make his beneficial in-

terest In contributions by the employer. forfeitable.

In its context, however, this statement in the Regu-

lations has reference to a plan for pension or, annuity.

payments, the duration and aggregate amount of which

would be related to the lfe 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 the trustee of the trust

would presumably be entitled to these benefits on be-

half of the employee as beneficiary, so that he has

them indirectly.

-9"
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If the present treatment of restricted stock and

non-exempt employees' trusts 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

contribution is = required to be included in the in-

come 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 in-

come at the time the restricted stock is purchased, since

it is "forfeitable" at that time, but is required to recog-

nize income and pay tax at the later time when the re-

strictions 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 South-

ern's that contains a number of restrictions, including

the requirement of continued employment. We submit that

this example contained in the House Report is of question-

able value and certainly does not justify the drastic

change from present law that H. R. 13270 proposes.

- 10 -
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C. Modification of Present Tax Treatment
Will Not Result in Increased Tax
Revenues 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 Treasury

Department or, conversely, that any new lai will result

in any significant increase In revenues. For example,

your Committee'- Print entitled "Summary of H. R. 13270,

The Tax Reform Act of 1969," explaining arguments for the

proposed 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 adverse 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 restrictioas which imposed a sub-

stantial risk of forfeiture, to an employee having

taxable 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:

- 11 -
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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 3,500

Year of Sale 35,000 9,920 5,540

Corporation's tax reduction would 
be $4,800 9,40

(48% of $10,000).
Net revenue to the Government - a $4,240 gain.

($9,0 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 22,300 17,920

Year of Sale (Sale price 20,000 4,380 -
and tax basis are same) 17,920

Corporation's tax reduction would be $19,200
(48% of $4o,ooo).
Net revenue to the Government - a $1,280 loss.

($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 revenue gain
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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 par-

ticipation by an employee in a given restricted stock

plan will vary according to the circumstances of such

employee's financial situation and the facts surround-

ing 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 cf the Committee the fact that mathe-

matical results will flow from any modification of the

present tax treatment of restricted stock plans and the

further fact that such mathematical results almost al-

ways have an adverse effect upon the Government's reve-

nues. 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 Com-

mittee Print, Au=r, p. 52).

D. Southern's Employees Should Not Be
Penalized or Punished for Any Abuses
Resulting From the Plana of Others.

Southern's employees should not be penalized or

punished for abuses - if abuses there be - by other

- 13 -

809



companies which have adopted peculiar or undesirable

plans or plans whereby property other than the em-

ployer's own common stock is distributed. We sug-

gest that your Committee leave unchanged those por-

tions of the tax laws which permit tax benefits to

restricted stock plans whereby a company 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 with-

out interfering with plans, such as ours, to which no

taint of abuse attaches.

V

SOUTHERN SUPPORTS THE PRESENT TAX TREATMENT
OF ITS PLAN AND OPPOSES MODIFICATION OF SUCH

TAX TREATMENT

A. Present Tax 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 l.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 pur-

chase price of such stock and the lesser of the market
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value of the stock (i) when originally transferred

to him or (ii) when the restrictions lapse.

The plain facts are that the present tax conse-

quences 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 substan-

tiated 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 re-

stricted stock plans as set forth in H. R. 13270.

B. The Effects of Changes as
Proposed in H. R. 13270
ame lndentr'able.m

The proposed amendments contained in H. 1R. 13270

will have the effect of changing existing Regulations

- 15 -
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Sections 1.61-2(d)(5) and 1.421-6(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:

"(1) ...discourage employees' stock owner-
ship of their employers' business.

"(2) ... immediately tax the receipt of property
which, in many instances, 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 arrangements,
but rather are a means of allowing key em-
ployees to become shareholders in the busi-
ness.

"(5) It is necessary to have these preferred
stock plans so as to obtain and retain key
employees.

"(6) These tax incentives increase the eco-
nomic productivity of business; 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 benefits

- 16 -
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and merits of plans which have no abuses and which have

been sanctioned by private rulings of the Internal Reve-

nue Service. And, as Argument (7), sunra, succinctly

notes, adoption of such amendments will not produce sig-

nificant additional revenue, if any at all.

Therefore, for all of the reasons contained herein,

we are opposed to the amendments of H. R. 13270 and we

urge that such proposed legislation be rejected, in tote,

by the Committee. After all, if "no real benefit" will

accrue from the proposed changes, there is no real rea-

son 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, a , 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 ap-

plied to any restricted stock plan adopted prior to the

- 17 -
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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 retro-

activity 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 years 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, amend-

ing Section 85(f) oZ 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

- 18 -
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Revenue Service should be permitted to continue 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 contributions

deductions and Section 401, relating to multiple cor-

porations, 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 Section 442, relating to bad debt deduction of

mutual savings banks based on percentage of income,

provides a phase-out period of ten years beginning

in 1969. These, as well as other examples contained

in H. R. 13270, indicate very clearly a legislative

intent to provide relief to those who have adopted

courses of action in reliance upon prior legislative

or administrative rules and regulations. Fairness

dictates, we submit, that comparable relief be af-

forded to companies which have adopted plans and

employees who have accepted or continued employment,

- 19 -
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in good faith, in reliance upon existing law. Although

the suggested cut-off date of February 1, 1970, indi-

cates the desire to afford some relief such date fails

to permit plans - such as Southern's Plan - to continue

for a reasonable phase-out period, in our case only an

additional four years.

VII

CONCLUSION

We support the present treatment afforded by ex-

isting 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 loop-

holes, nor do we deny our nation's acknowledged need

for funds. Thus, it is important to note, without

unduly repeating w:hat we point out elsewhere herein,

that the existing tax treatment of restricted stock

plans is consistent with existing law, permits the

- 20 -
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amount of tax to be related to the taxable event and

produces maximum revenue under the circumstances.

In sum, we believe that the Committee will ulti-

mately conclude that the present tax treatment is fair

and adequate, that modifications are unnecessary and

that changes need not be made merely for the sake of

change.

We very much appreciate the opportunity afforded

by your Committee to submit 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 COMPANY

Lewis Carroll
P. 0, Box 2563
Birmingham, Alabama 35202

Harry C. Howard
King & Spalding
Trust Company of Georgia Building
Atlanta, Georgia 30303

cc: Honorable Tom Vail

- 21 -
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GEUDER, PAESCHKE & FRE CO.
324 North 15th Street

Milwaukee, Wisconsin 53201

September 10, 1969

STATEMENT TO SENATE FINANCE COMMITTEE IN LIEU OF A
PERSONAL APPEARANCE

TOPIC: CAPITAL GAINS AND LOSSES

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 remain.

1. Workers covered by pension plans are the backbone
of the United States economy. They have worked hard
*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 supported
relief recipients, other underprivileged people,
and provided old age assistance for people who had
not saved 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.
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TOPIC: CAPITAL GAINS AND LOSSES
Page 2
September 10, 1969

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 the 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.

5. 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 used 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 delibe,ations, and eliminate
this confiscatory provision in House Bill HR 13270.

Sincerely,

GENDER, PAESCHKE & FREY CO.

Bonner Hoffmann, Secretary

BH:MK

320



STATEMENT SUBMITTED TO

COMMITTEE ON FINANCE

UNITED STATES SENATE

on

TAX REFORM HEARINGS

by

INDEPENDENT RADIONIC WORKERS OF AMERICA

Chicago, Illinois

3eptember 11, 1969

TOPIC: CAPITAL GAINS AND LOSSES

SUMMARY OF PRINCIPAL POINTS

I. House Report No. 91-413 (Part 1, 91st Congress# lst Session,

pp. 9-10) clearly shows that the general purpose of the Tax Reform Act of

1969, H.R. 13270 is to:

(A) Eliminate loopholes whereby a small minority of high income

individuals escape tax on a large proportion of their income.

(B) Provide for payment of substantially the same tax by those

with substantially the sama incomes and to insure that the graduated income

tax structure is working fairly as between different income levels.

IX. 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 affected by Sec. 151, H.R. 13270 on distributions

from employee pension and profit sharing trusts is, to correct the present

capital gains tax treatment of qualified lump-sum distributions to highly

compensated employees (which constitute deferred compensation) by taxi.g
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employer contributions after December 31, 1969 as ordinary income.

II. Neither the general purposes of tax refona, nor the specific

purpose of Sec. 515 are applicable to distributions from employee pension

and profit sharing retirement trusts to hourly paid production and mainte-

nance workers because:

(A) Limitation of capital gains treatment to distribution froa

eaployeeaspension and profit sharing trusts to such employees do not con-

stitute $substantial aw'unts of deferred compensation* which Sec. 515 taxes

at ordinary income tax rates.

(B) Such distributions to such employees constitute their° pri.ci-

pal, and in most cases, only asset for retirement purposes (in -ddiloion to

Social Security Retirement Benefits).

(C) Sec. 515 imposes an additional tax burden on those lcast aV.c

to afford it.

(D) Sec. 515 is inequitable in that it penalizes the laio mn

(hourly paid employee) to get at the big fellow (highly paid corporate

executive).

IV. Independent Radionic Workers of America recommends to the

Committee o4 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 omployo -,

computed on an annual basin, exceeds $25,000 annually or

(B) Whose lump-sum distribution from qualified employee pension

and profit sharing trusts exceeds $100,000.
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STATEMENT SUBMITTED TO

CO4IITTEE ON FINANCE

UITED STATES SENATE

on

TAX REFORM HEARINGS

by

INDEPENDENT RADIONIC WORKERS OF AHERICA

Chicago, Illinois

September 11, 1969

CAPITAL GAINS AND LOSSES

TO: Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator
Senator

Russell B. Long, Chairman
Clinton T. Anderson
Albert Gore
Herman Talmadge
Eugene McCarthy
Vance Hartke
J. William Fulbright
Abraham A. Ribicoff
Fred R. Harris
Harry F. Byrd, Jr.
John J. Williams
Wallace F. Bennett
Carl T. Curtis
Jack R. Miller
Lon B.. Jordan
Paul 3. Fannin

The Description of Submittor of Statement

This statement in opposition to the enactment into law of Sec. 51S --

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 of America, Ronald T. Berg, President, 5812 West Grand
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Avenue, Chicago, Illinois, 60639 (.R.W.A.). The r.R.W.A. is an independent

,local union affiliated with the National Pederation of Independent Unions,

910 17th Street, .W.., Washington, D.C. The I.R.W.A. t the certified .

bargaining representative of approximately 10#000 production and maintenance

employees employed by Zenith Radio Corporation in Chicago, Illinois.

Reason Statement Submitted

On April 28, 1950, Zenith RadioCorporation (Zenith), Chicago, Illinois,

established 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.R.W.A. mbers (1) have

been able to retire from lifelong service of producing for the American

economy with self-sufficient dignity not possible on Social Security bene-

fits alone; (2) have received lump-me benefits (having qualified by length

of service) even though they did not continue in Zenith's employ unt.l re-

tirement; and (3) have left lump-sua benefits to designated beneficiary(es)

when death terminated Zenith employment.

The distribution .payments to mmber-retirees or members whose employ-

sent 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,OO.00, 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 of all eoloyees is the same, -the groug of employees to whom this

Plan means the most. -articularly in retirement, are the hourly rated

-2

324



!.%.W.A. mezber-enployees.

The foregoing comment is stressed to emphasize that the Zenith Plan

is not 4 "favorable tax shelter3 for deferred compensation of high-paid

corporate employees designed for the purpose of avoidance of an equitable

&%ar.e of the tax burden. On the contrary, the Plan provides the economic

subst4nce by which senior citizens who have labored as blue-collar workers

all o& their working lives can retire or look forward to retirement au a

decent level of living without burdening national and state welfare funds.

They are thus enabled to live the evening of their lives in self-respect

Ls free and independent American citizens. It is submitted, 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

bast interest and welfare of all of the citizens of the United Statcsof

America.

The Issue

The specific issue presented by this Statement to this honorable

Co..;3izoe,in consideration of H.R. 13270, is whether the Committee should

:-ocor_-ond passage of Sec. SlS of H.Ro 13270 as it is now written. That

section provides that part of the distribution from a plan such as Zonith's,

b¢4;ining with the plan years commencing after December 31, 1969, which

consistS of what has accrued to the benefit of an employee during any plan

yaa.' bogiaining before January 1, 1970, plus any part of the benefits accrued

- December 31, 1969, which does not consist of an employer's contributo.

Zor the benefit of an employee shall receive the favorable long-ter. capi--..-

gain tax treatment provided for by Sec. 402 (a)(2) of the Internal Revenue

-3-
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Code. The effect of Sec. 515 in to subject to income tax rates &.n employer'.

(such as Zenith's) -ontribution to each employee's account made for each

plan year beginning after December 31, 1969. This places additional

ordinary income tax burden under the five-year forwarding income averaging

formula or readired employees, beneficiaries of deceased employees and

ozloyoes whose employment is terminated for other reasons. In the latter

caso, the income would be added to earned income, thus raising the eoctiv

rate i= most cases on earned taxable income.

-.. iys-s of he Reasons for Revision Effected by Sec. 515. H.R. 13273

On the surface it appears that the revision affected in Sec. 515 is

z~od on the equitable theory of closing a loop hole for avoidance of

i.couo tax cn deferred compensation. The general principle is not opposed.

::;.4cver, Sec. 515, HR. 13270 employs a shotgun approach that shoots down

te little sparrows and the economic tat geese with one blast.

Ex-L.ination of House Report No. 91-413 (Part 1, 91st Congress, 1st

Session) makes it crystal clear that Sec. 515 was aimed at subjecting

large amounts of deferred compensation'paid by corporations to their highly

paid corporate executives, by means of contributions to profit sharing or

pension trusts, to ordinary income taxation treatment. Sec. 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 accomplished by Sec. 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, 1st Session, p,. 154):

-4-
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"The capital gains treatment afforded lump-sum distributions
from qualified pension plans allows employees to receive substantial
amounts of what is in reality deferred compensation et. a mor
favorable tax rate than other compensation received for nervico.n
rondored. Moreover, it appears that the more significant bonefltits
accrue to taxpayers with adjusted gross incomes in excess of .150,00.

"The manner in which the present treatment of qualified lump-
sum pension distributions enable highly compensated employees to
convert substantial amounts of deferred compensation from its regular
ordinary income treatment to capital gains may be illustrated by thc
following examples: Assume the case of a corporate oxecutivo who has
an average taxable income of $100,000.00 for the 4 years prior to
the distribution; receives a $500,O00.00(net of any employee co.-tri-
bution) lump-sum pension distribution 1n January, 1970, after ro-
tiring in December, 1969. ............... (emphasis suppliod)

Then follows a detailed explanation of the income tax effect of the rovision

written in Sec. S15 compared to the existing law. This is the sole example

cited by the Committee on Ways and Means of the House of Represenfa.ivc.s

illustrating the general reasons for the revision incorporated in Soc. 51.

The Report then continues (supra, p.lSS):

"Your Committee therefore considers it appropriate to rc&6ric'.
the extent to which lump-sum pension distributions receive the
favorable, capital gain treatment, as compared to pension inco:.r.! v;-
ceived over a period of years of retirement. Moreover, it J ,,
desirable to tighten the tax treatment of the amounts of distr~bw o
represented. by employer contributions made to purchase employer
securities for the plan, as those amounts are presently accordcd
capital gains treatment when the securities are distributed. T-C c. -
of the employer contributions in the stock would properly be co.;'rci
as deferred compensation subject to ordinary income treatment whon
eventually received by the employee."

The Report of the Committee pn Ways and Meansleaves no doubt Lha.

Soc. 515 was aimed at the specific category of highly paid corporate

employees who received large amounts of deferred compensation as co.'por.At.c

contributions to tax exempt employees' trusts and the favorable lor.g L!r.r.

capital Pains treatment on payment of distributions from such trus,s.
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The result, however, on I.RW.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 $3.00 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 assumed 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 overwhelmingly with

the $20,000 - $25,000 that might be received by the $3.00 per hour member-

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 -;o 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. Thio

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. 1 noose-producing invest-

ments 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 $35,000 annually in addition to

the lump-sum pension distribution.

Sec.. 515 does not distinguish between those who are 'getting away

with murder' and those 'who will be murdered.' Under Sec. 515, as now

written the I.R.W.A. member-employee will pay ordinary income tax on all

of Zenith's contributions to his account after December. 31, 1969. It will

be paid him in lump-sum in the year of his retirement or termination of

employment for other reason, albeit this income will be averaged on the

,five-year *forward" averaging method.

-6-
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h. A

It is submitted that this tax treatment of the comparatively lower

income group, W,4ch includes all members of I.R.W.A., is not consistent

with the stated reasons for tax reform as written by H.R. 13270. 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 o :;ors
are paying their fair share of the tax burden. It is essential i;a.
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 of our tax system, depend upon solf-.-.es1..t;.L
and the operation of the taxpayers. The loss of confidence on
their part in the fairness of the tax system could result in a
breakdown of taxpayer morale and make it far more difficult to collcct
the necessary revenues. For this reason alone, the tax system should
be improved.

TaLx reform is necessary boUtto be sure that those with sub-
stantially the same incomes are paying substantially the same t.ax
and also to make sure that the graduated income tax structure is
working fairly as between different income levels. Present. law,
because of various tax preferences, permits a minority of high-incomo
taxpayers to escape payment of tax on a very large proportion of
thoir economic income by arranging to receive various kinds ol" Lax-
free income and by taking advantage of a combination of 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 Sec. 515 of the

highly paid corporate president and the comparatively low-paid production

and maintenance employee is utterly inconsistent, with the above-stated

reasons for tax law revision. The Z.R.W.A., therefore, submits that the

Committee on Finance of the United States Senate very carefully review

Sec. 515 with specific emphasis on its contention that Sec. 515, as it now

standsp is not equitable. Neither the purpose for the specific revisior

-7-
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incorporated in Sec. 51S5 nor 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, Sgc. 515 subverts that purpose and those reasons.

Accordingly, I.RWA, makes the following recommendation to the Committee

on Finance of the United States Senate.

r.RW.A.Recommendation.. as to Amendment of Sec. 115 as Proposed by If.R. 13270

I.R.W.A. respectfully recommends to the Committee on Finance of the

United States Senate that Sec. $15 be amended by restricting the limitation

on capital gains treatment (H.R. 13270, 91st Congress, lt 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 distri-

butions paid after December 31, 1969 which exceed $100,000 in total.

This amendment to Seq. 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 heroin stated that is is not equity to

penalize the little man in order to get at the big fellow. This recomnen-

dation, if adopted, would further .the social and moral welfare of the nation

by encouraging the vast majority of AmericaL 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.

Counsel: Respectfully submitted,

INDEPENDENT RADIONIC WORKERS OF AMERICAJacob N. Gross " ... . ..

33 North LaSalle Street y , ,
.. Chicago, Illinois 60602

Area Code 312 346-0936 Ronald T. Berg, Presidet
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September 11, 1969

STATEMENT

submitted to the
SENATE FINANCE COMMITTEE

on behalf of
FIDtXIRY TRUST COMPANY OF NEW YORK

by

WALTER S. ROTHSCHILD
Cleary. Gottlieb, Steen & Hamilton

52 Wall Street, 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.

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 Sec. 511). and the allocatiop of deductions

to tax preference income (Bill Sec. 302).
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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

at retirement rather than an annuity or fixed income for life.

The lump sum gives the retired employee the flexibility to en-

joy his retirement through the purchase of a retirement 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 retire-

ment distribution) is treated as a long-tesm capital gain. Sec-

tion 515 provides for the treatment of that portion of a retire-

ment distribution under a qualified pension plan equivalent to

employer contributions subsequent 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

2
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gains tax is that the receipt of capital gains will always

affect the rate of tax on incremental amounts of ordinary in-

come. This side-effect creates an undesirable result when

applied to the income averaging provisions under Sec. 515.

Our principal objection to Bill Sec. 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-Zifth 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 tax-

payer 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 progres-

sive rates, the rate of tax applicable to the deferred compensa-

tion being received in a lump sum distribution remains abnormally

high.

It is interesting to observe that the result is dif-

ferent in the case of lump sum distributions from plans cover-

ing self-employed persons, after which the forward averaging

provision is patterned. These distributions are all ordinary
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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 H.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 dtimnstrates 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 distribution suffers the

inequities of the high tax in the fist year but never receives

the full five year benefits of the look-back.

The look-back provision has another defect. Under

Bill Sec. 302, the capital gain portion of the retirement dis-

tribution will constitute a substantial tax preference under

proposed new IRC Sec.. 277. As a result, a portion of the tax-

payer's personal deductions arq 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.
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This application of the disallowance of tax preferences

to retirement distributions is unfair. The Committee's Report on

Sec. 302 justifies the dioallowance of deductions on the grounds

that the personal expenses giving rise to the deductions (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

reti rement 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 Sec. 515, and it is unfair

to require virtually all recipients of retirement 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 distributed distribution to excessive

tax. Moreover, there is no indication in the Ccinittee 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 treatment, as follows:

1. Exclude both the capital gains and ordinary in-

come portions of the retirement distribution from the effect

of Sec. 302 (relating to tax allocation of deductions in tax

preference inrcst) *

2. In calculating the tax on the forward averaging

method, the capital gain portion of the distribution should be

ignored; and

* We also believe such distributions should be excluded from Bill
Sec. 301, but this is beyond the scope of this statement which
is limited to Sec. 515 and other Sections which directly affect
Sec. 515.
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3. Bliminate the look-back refund.

Our first recomeendation is the exclusion of both the

capital #ain and ordinary income portions of the distribution

from the effect of See. 302. A retirement distribution in by

nature non-recurring and because it involves a bunching of in-

come, does not really result in an unduly low tax burden on the

recipient even with respect to its capital gain component.

Therefore, to subject the distribution to additional tax through

allocation of deductions in inequitable.

Our second suggestion is that the tax on the ordinary

income portion of the retirement distribution be computed with-

out regard to the portion of the retirement distribution capital

gain. Thus 20% of the ordinary income would be taxW on the

same basis as can be expected to be the taxpayer's normal re-

tirement 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 incre-

mental tax on which the averaging is based normally would be

the approximate amount of tax payable if the distribution were

received over five years.

The tax on the amount averaged will still be cal-

culated 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
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outside income. The income averaging provision viii aid the

mass of taxpayers who must rely upon a lump sum distribution to

meet their needs during retirement 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 prin-

cipally 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 nov is the case.

Our proposals are not intended to benefit high paid

taxpayers. The Committee should consider that substantial re-

tirement distributions may be made under qualified plans to

modestly compensated taxpayers. For example, a taxpayer with

average career income of $15,000 who benefits from an employer

contribution of 15% of compensation for 30 years would receive

ordinary income of $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 automatic lump sum distributions

to simplify administration, and for other reasons. Even where

taxpayers have a choice in the form of distribution, moderate
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income taxpayers may request a lump sum without realizing the

adverse tax it may have compared to an annuity. Thus, the an-

nuity alternative may be denied to many taxpayers or they may

unwisely fail to elect it. They should not be penalized, 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.

Walter S. Rothschild
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Statement of Eastman Kodak Company*
with regard to

Proposed Change in Tax Treatment of
Total Distributions from Qualified
Pension and Profit-sharing Plans.

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 purticipants 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 be

made either in a lump sum or at the request of employees may be made

in installments. From the inception of our plan in 1960 through

May 31, 1969, 5,847 employees or their beneficiaries had received

lump-sun distributions totaling $31,792,000--an average of only

$5,437 per employee. 684 employees had elected to receive install-

ment settlements.

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-sum distributions

is, therefore, of serious concern to us.

* Submitted b7 R. L. McKnight, Manager, Tax Department.
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The present method of taxing lump-sm distributions was

acted in 1942 as an equitable moans 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 accunulation in the true

sense of th: word. This distribution enables the employee to use

funds, which, although accumulated for him, have not been available

to his, for any necessary purpose at the time'when he retires. The

plan is an important element In assisting our people in retirement.

Participation therein should not be discouraged by increased taxation.

Very sociologist in the country would applaud efforts such as the

Kodak plan to meke 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 affect.d. 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 distributions under the profit-sharing

plan. In effect employers will have to describe two plans from now

on--before and after January 1, 1970.
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It would be unfortunate if, as a result of the proposed

change in tax treatment of distributions under profit-sharing and

pension plans, there is a reduction 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 mrrant con-

tinuing the present provisions of taxing lump-sun distributions

entirely as capital pin.

We emphasis that under the revisd capital gains pro-

visions contained in the Tax Reform Dill the maximum tax on these

distributions will be increased from 25% to 32 1/2--a substantial

increase in tax particularly on employees whose tax rates are in

the maximum brackets.

We also suggest that in lieu of the complicated averag-

Ing provisions the Comittee consider continuing to tax these

distributions as capital gains but at rates no less than 20, up

to the maximum of 32 1/2. It would be preferable, however, if the

present capital gains provisions were continued, having in mind the

proposed increases in capital gains tax rates.

We also note that under the bill amounts subject to

ordinary income tax when received in a lump-sun distribution will

not be entitled to the maxium rate on earned income provided by

Section 802 of the bill and Section 1348 of the Code. We recomend

that if a part of the lump-sun distributions from profit-sharing
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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 Section 403(a)(2) applies should be deleted from

Section 1348(b)(1).

Thank you for your consideration of our suUeetions.

EASThAN KODAK COMPANY
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