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Tax Treatment of Prepaid Legal Services



STATEMENT OF THE NATIONAL CONSUMER CENTER FOR LEGAL
SERVICES

This statement is offered on behalf of S. 2051, a bill which would
grant to prepaid legal programs essentially the same tax treatment
that accident and health plans now enjoy. This legislation will remove
the last major obstacles to the delivery of legal services as an employee
fringe benefit, a goal upon which Congress embarked more than three
years ago with the amendment of Section 302 (c) of the Labor Manage-
ment Relations Act of 1947 (the Taft-Hartley Act), adding legal
services to the list of subjects of collective bargaining. S. 2051 would
amend Sections 105 & 106 of the Internal Revenue Code in order to
exclude from employee gross income both the value of the benefit
ivceived through such legal service plans, and the amount contributed
to the plan on the employees' behalf by the employer.

A BRIEF LEOGSLATIVE AND LEGAL HISTORY OF PREPAID LEGAL SERVICES

The following short history and summary of the current status of
prepaid legal services is offered as background. The first such plans
originated in California where groups desiring to assist their members
to obtain legal services contracted with law firms to provide free advice
and consultation and reduced-fee services in return for the group's
channeling its members' business to that firm. Nearly a thousand such
plans are now registered with the California Bar Association.

A series of Supreme Court cases beginning with NAACP v. Button
in 1934 and ending in 1971 with United 7'ransportation Union v. State
Bar of Miehigan established the First Amendment right of groups to
band together in order to secure high quality, low-cost legal services
for their niemtxials.

Involved in those cases were railroad unions which had established
legal aid departments to assist their members in securing competent
counsel for filing claims under the Federal Employers Liability-Act,
and other unions providing similar services out of union dues. In 1971,
the same year as the UTU decision, the Laborers International Union
Local 229 in Shreveport, Louisiana instituted an experimental legai
services program with the cooperation of the Ford .Foundation and
the American Bar Association. Later, with the UTU decision in mind,
ad after the demonstrated success of the Shreveport plan, proponents
of these new legal service plans determined to seek an amendment to

'NAAOP v. Btlon, 371 U.S. 415, 9 L.FA.2d 405, 83 S.Ct. 328 (1963) ; Brother.
hood of Railroad Trainmen v. Virginia eo el. Virginia State Bar, 877 U.S. 1, 12
L.Ed.2d 89, 84 S.Ct. 1118 (1904); United Mine Workers v. Illinois State Bar
Aasoolatton, 89 U.S. 217,19 L.Ed.2d 426, 88 S.Ct. 858 (1967) ; United Transporta.
tion Union v. The State Bar of Miohian, 401 U.S. 576, 28 L.Ed.2d 839, 91 S.Ct.
(1971)*.'

(3475)
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the Taft-Hartley Act so that legal services could be a subject of collec-
tive bargaining. In 1978, Congressman Frank Thompson and Senator
Harrison A. Williams introduced bills to accomplish this purp The
National Consumer Center for Legal Services, the AFL-CIO, the
American Bar Association, the consumer movement and a large part
of the insurance industry supported the bills, and the amendment of
section 802(c) of the Taft-Hartley Act was signed into law late in
1973. Congress was aware at that time of the tax problems created by
the amendment, and it was expected that a speedy resolution would
follow.2

Unfortunately, 1974 proved to be a year of considerable economic
and legislative turmoil, and although bills were introduced, there was
not sufficient time left for the 93rd Congress to act on the tax problems.

Legislation similar to S. 2051 was introduced in the House of Rep-
resentatives last year by Congressman Joseph Karth (Democrat-
Minnesota), as IR. 8579. Hearings on H.R. 8579 were held before
the full Committee on Ways and Means on July 14, 1975. The com-
mittee has taken no action yet concerning the legislation.

Late last year, Cong passed comprehensive legislation affecting
pension and other emp Ioyee welfare benefit plans including legal serv-
ice plans. The Employee Retirement Income Security Act of 1974
extended reporting and disclosure requirements and stiff fiduciary
standards to legal service plans. The effect of that legislation has been
to encourage the negotiation of legal service plans, now secure in a
regulatory framework.

There are bow better than fifty negotiated legal ervioe plans op-erating through a joint trust as provided in the Taft-Hartle Act,
and a smaller number of nonnegotiated but employer-financed plans
not subject to Taft-Hartley. Their tax situation is chaotic.

A SIMILAR DESCRIPON Or THE PROBLEM

Sections 105 and 106 of the Internal Revenue Code currently pro-
vide for the exclusion from employee gross income of premiums and
benefits provided under accident and health plans. S. 2051 would
amend S ions 105 and 106 so that parallel exclusions would exist
for contributions paid to and benefits received through legal service
plans.

Labor and management representatives interested in establishing a
legal service plan face two distinct problems, both of which primarily
concern the taxability of legal services contributions and benefits to
employeee. With respect to contributions made to legal service funds

' Hearings Mar. 22, 1978, on H.RI. 77 before the Special Subcommittee on Labor,
House Committee on Education and Labor, produced several witnesses who took
note of related tax problems, including: Robert J. Oonnerton, General Counsel of
Laborers' International Union of North America (at 222-21) ; Report of the
Special Committee on Availability of Legal Services, New York State Bar Asso-
ciation (at 262). Similarly, hearings Apr. 10, 11 and 16, 1978 on 8. 1428 before the
Senate Subcommittee on Labor of the Committee on Labor and Public Welfare,
produced witnesses to the tax diMculties such legal service plans would face,
including: Robert Connerton (at 28) ; Dr. Lee Morris, Vice President of Insur-
ance Company of North America (at 24) ; Russell M. Tolley, President National
Association of Professional Administrators, (at 29-0) ; National Association of
Manufacturers (at 804).
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on behalf of employees by the employer, considerable unclarity exst
as to whether or not these contributions would constitute income. De-
spite the fact that a number of plans have filed requests for revenue
rulings, none have been issued on which plans feel they may safely
rely. Careful reading of revenue rulings on related questions suggests
that the Internal Revenue Service would not consider these contribu-
tions to be taxable income to the employee because the employee has
no vested right in the funds at the time the contribution is made. How-
ever, S. 2051 would remove all question by granting an explicit ex-
clusion granted in Section 106 of the Internal Revenue Code to con-
tributions to health and accident plans.

Second, with respect to the taxability to the employee of the value
of the benefits received under such plans, the Internal Revenue Code
language is clear: "Gross income includes income realized in any form,
whether in money, property, or services." Treasury regulation 1.61-1-
(a)). Thus, without amendment., employees would- be iable for taxes
on the value of services received by them under a legal service plan.
S. 2051 would amend Section 105" of the Internal Revenue Code to
avoid this grave result, granting to beneficiaries of legal service plans
the same exclusion from taxability as is currently enjoyed by accident
and health plans.

It should be made absolutely clear at this poilt that the tax treat-
ment of the employer is not an issue here. Employer contributions
to legal service plans are deductible as "ordinary and necessary ex-
penses" of doing business under Section 162 of the Internal Revenue
Code. Nor are we dealing here with the tax status of the funds them-
selves, although there are perplexing problems unresolved in that
area. S. 2051 pertains solely to the tax consequences to the employee.

AMENDMENT OF SECTION 105, INTERNAL REVENUE CODE

Without amendment of Section 105, an employee might receive sev-
eral thousand dollars in legal services benefits and face the prospect
of having to pay taxes on those benefits as income. This could have a
serious effect, particularly since prepaid legal service plans typically
cover people whose earnings are between $5,000 and $15,000 per year.
Employees would have to ask themselves whether they can afford to
take advantage of their legal services benefit program. A recent study
by the American Bar Foundation makes clear the fact that without
some kind of legal service plan or other assistance, middle income
people ordinarily seek legal services only in the most dire emergen-
cies.' Amendment of Section 105 to exclude for employee gross income
the value of legal services received through such plans would elimi-

t the harah pro.pect of taxing employee of tw eet inom for tkis-bene/ft..
There is also a more practical consequence of amending Section 105:

It avoids the difficult problem of assessing the value of services which
may be provided by a panel or staff attorneys who do not bill on a fee-
for-service basis. Even more difficult valuation problems loom with

I Current, Barbars.A. and Spalding, Francis 0., The Legal Needs of the Public,
American Bar Association and American Bar Foundation, Chicao: 1974.
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services which are related to legal services but do not constitute legal
services per se, such as paralegal assistance, marital counseling and so
on. Since the Supreme Court's recent decision in Goldfarb, it is un-
likely that there will be any bar association minimum fee schedules
on which to base such valuations. Furthermore, the valuation prob-
lem is not merely one of plans which do not bill for services provided
(i.e., one where members are entitled to a limited number of prepai
hours of service for staff attorneys) but even more seriously, of plans
whose delivery mechanisms enable them to deliver services far less
expensively than prevailing legal practice. The use of a market valua-
tion system would now produce real injustices.

Finally, our experience suggests that both employers and employee
organizations have some reluctance about participating in a program
whose tax consequence to the employee are potentially so harsh. This
result would defeat the very purpose of the Taft-Hartley Amendment
and frustrate the intent of Congress to improve access to legal services.

AMENDMENT OF SECTION 106, INTERNAL REVENUE CODE

As indicated, Section 106 similarly requires amendment. Treasury
regulation 1.61-1 (a) defines gross income to be "income realized in
any form, whether in money, property, or services." It is presently
unclear whether the employer contribution to a legal service fund on
the behalf of the employee constitutes gross income to the employee.
Although there are Revenue Rulings which suggest that the answer
depends on whether the employee's rights to the assets of the fund
or to contributions made to the fund had vested or were non-forfeita-
ble, the uncertainty should be, ended by amending Section 106 to ex-
plictly exclude such contributions or premiums from gross income,
along lines parallel to the exclusion granted to health and accident
plans.

An additional benefit of such an amendment to Section 106 would
be the guarantee of equal treatment betweeti negotiated legal service
plans and those paid for unilaterally by the employer or through in-
iividual insurance contract plans. In other words, amendment of
Section 106 would accomplish equal tax treatment for employees,
regardless of whether the legal service benefit is provided through
collective bargaining, as an employer-instituted benefit, or by em-
ployer-purchase of individual legal instance contracts for employees.

REVENUE LOSS

This section attempts to touch briefly on the question of possible
revenue loss, although it is an area subject to widely differing esti-
mates. Employer contributions for comprehensive legal services range
between $40 and $75, the bulk of them probably approximately O.
Tax counsel advise that these amounts would probably not now be
considered income to the employee since the employee has no vested
right in the fund at the time of the contribution is made.4 Therefore,

' See the tax memorandum attached as Appendix A, prepared by John Hen-
4rlcks, at the request of the Special Committee on Prepared Legal Services of
the American Bar Association.
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if this advice is correct and if such amounts are not presently taxable,
the simple okarifeatiof of their status in S. 2051 will not generate any
revenue loss.

As to benefit limits, mostplans use either dollar amounts or hours-
of-service averaging 50 or fewer hours of service per year. Whether
measured in dollar amounts or in hours, no plan now operating offers
more than an equivalent of $4,000 in benefits per year.

Figures from the Shreveport Laborers' plan, the oldest legal service
plan currently in operation, suggest more accurate data for illustration.

SHREVEPORT LEGAL SERVICE PLAN

Number of Utilzto AVrYwu c-laim ts lAim

1971 ............................................................. 30 5 212
ion ............................................................. 56 9 223
1973 ............................................................. 65 11 243
1974 ............................................................. 92 is 211

The utilization pattern for Shreveport seems to be fairly typical for
new plans, although the first year utilization rate is low. Most plans
average 8-10 percent use the rst ear. An established plan seems to
average 15-20 percent utilization. For example the Ohio Legal Serv-
ices Fund serving employees of the City of Columbus, Ohio reported
8.5 recent -utilization in its first 8 months of operation, averaging
slighttly more than $180 per claim. The Laborer's Council (Washing-
ton, D.C.) plan, which handles 85 percent of its cases on a staff basis,
and refers 15 percent to outside attorneys, pays an average of $210 per
case to the outside attorneys. Cases handled on a staff basis probably
average $150 per -ase.

Thus, in a hypothetical plan covering 100 workers (which is in
actuality too small to effectively support a plan), assuming a 20 per-
cent utilization rate, an average claim of $200, and a tax rate of 20
percent, the revenue loss if expressed on a per employee basis would
amount to $5.25 per employee. The figures could actually be lower or
higher. Thus, for the 125,000 *orkers currently covered by such legal
service plans, the revenue loss ciuld be between $656,250 and $1,000,000.

All prepaid legal service plans now providing services limit benefits
in some way. A worker who takes advantage or every possible benefit
under a plan can still usually only receive services valued between
$2,500 and $3 000. Thus fears of excessive usage are unwarranted. Fur-
ther, most plans contain the standard ethics code language which
allows attorneys to decline matters that are "frivolous or without
merit." Even if they do not, attorneys serving the plan remain bound
by the ethical code.

It is significant that income levels for the workers served by the
plans are generally low, only rarely exceeding $15,000, and frequently

Such limits would be reached by a beneficiary only In the usual situation
where the employee claimed all possible benefits allowable In a claim year. For
example, under a plan using a schedule of benefits, the employee would have to
be divorced, sued by his neighbor, involved In a traffic accident, arrested for
drunk driving, default on a loan, buy or sell a house and request a will, etc., etc.
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ranging between $8,000 and $10 000 annually. Most workers served
by these plans are married, with children. A sizeable proportion, there-
fore, willIpay nominal or no taxes and thus would not contribute to a
revenue loss at all.

The revenue loss question is complicated by the major uncertainty
about the popularity of legal services as a fringe benefit. Bargaining
in a recently depressed economy offers no real clue in answering the
question. More sophisticated analyses must await the attention of the
Joint Committee on Internal Revenue Taxation, or perhaps the
Treasury Department.

V. SUMMARY OF SUpPORT

S. 2051 has the endorsement and support of the American Federa-
tion of Labor and Congress of Industrial Organizations, the United
Auto Workers, the International Brotherhood of Teamsters, the Amal-
gamated Clothing Workers of America, the Amalgamated Meatcutters
and Butcher Workmen of America, the International Ladies Garment
Workers Union, the Laborers' International Union of North America
and other national and local unions.

S. 2051 also has the strong support of the American Bar Association,
and particularly its Special Committee on Prepared Legal Services
:and the General Practice Section. Attached to this statement is a de-
tailed memorandum in support of H.R. 3025 prepared by the tax
-counsel to the -American Bar Assoiation's Siecia! Committee on
Legal Services. Because many State bar associations have established
legal service plans to meet the needs of moderate income citizens, they
too support H.R. 2051. State bar associations, including Georgia, Wis-
consin, Michigan, New York, Ohio and Oregon have recently endorsed
this legislation.
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T&Am In OF NAoNAL AssocIATiox or IFE CoMPAmS IN Sunrrou' 8.2759

The National Association of Life Companies (NALC) is head.
quartered at 550 Pharr Road, N.W., Atlanta, Georgia 80305. Our
association was organized in 1955 to provide progressive life insurance
-companies with a forum, both for internal communication of ideas
and for joint commentary on items of mutual interest. NALC began
with a membership of 48 companies: today its membership is nation-
wide, with over-225 companies represented. NALO companies have
more than 143,000 home office and field employees, over 340,000 stock-
holders, and more than 40,000,000 policyholders. Most of our members
are small and medium sized life insurance companies.

NALC supports the enactment of S. 2759, introduced on December 9,
1975. by Senator Fannin, and cosponsored by Senator Curtis. As
precisely described by Senator Fannin when introducing the bill (See,
121 Cong. Rec. S 21417 (daily ed. Dec. 9, 1975) ), S. 2759 would amend
4Section 809(d) (5) of the Internal Revenue Code to clarify the
-original Congressional intent that premiums on guaranteed renew-
able health and accident insurance policies qualify for the 3 percent of
premiums deduction provided for therein. This Committee and the
Senate previously approved legislation producing a result identical
to 5.2759, but, unfortunately, the Conferees for the House objected on
the stated grounds that they did not have sufficient time to explore its
technical aspects--not because of any fundamental disagreement with
its provisions.

A substantial portion of the business of NALC's member companies
is health and accident insurance. Life insurance companies which
write a significant amount of health and accident insurance often
issue three basic types of policies. These policies may be described as
follows:1. Noncancellable policies are policies under which the insurance
company is obligat d to continue or renew the insurance coverage at
a guaranteed premum.

2. Guwmnteid Renewable policies are policies under which the
insurance company is obligated to continue or renew the insurance
coverage and may not cancel the policy or change the nature of the
risk covered, but may, after complying with relevant State law, adjust
premium rates by classes (not by reference to an individual policy)
in accordance with its experience with the entire class.

8. Oanewdable policies are policies which the insurance company
may cancel for any reason at the renewal date.

As is evident ,from the above descriptions, noncancellable and
guaranteed renewable health and accident insurance policies are very

milar in that they, both involve tie msur.nce f long-termrirjks (ie.,
-they may not be unilaterafly cancelled by the insurance company).
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Indeed, this fact has been recognized by the Internal Revenue Serv-
ice. Rev. Rul. 71-367, 1971-2 C.B. 258. The only difference between
noncancellable and guaranteed renewable.policies is the fact that
under a guaranteed renewable policy the insurance company has a
limited right to adjust premiums by class in accordance with its ex-
perience with the c ass. Cancellable policies, on the other hand, differ
from the other two types of policies in that they involve the insurance
of relatively short-term risks, since they may be individually cancelled
by the insurance company for any reason at the renewal date.

Section 809(d) (5) provides a deduction in an amount equal to 10
percent of the annual increase in reserves for non articipating
policies, orin an amount equal to 3 percent of the premiums received
on nonparticipating policies which are issued or renewed for periods
of five years or more, whichever is greater. When, as with many.of
NALC's member companies, a life insurance company's business in-
cludes a substantial amount of noncancellable and/or guaranteed re-
newable health and accident insurance,.as compared to nonparticipat-
ing life insurance, the 3 percent of premiums deductions is often sig-
nficantly larger than the 10 recent of reserve increase deduction.
Consequently, many of NALC s member companies have consistently
claimed the 8 percent of premiums deduction with respect to their
guaranteed renewable health and accident insurance policies. -

In so claiming the 3 percent of premiums deduction, these com-
panies have acted consistently with the original purpose of Section
809 (d) (5), which was to permit life insurance companies issuing
nonparticipating policies insuring long-term risks to compete on an
equal basis with life insurance companies which issue participating
policies insuring long-term risks.' Companies issuing participating
policies are able to charge a premium on these policies which exceeds
the actual cost of providing insurance coverage, and they may retain
a portion of the excess premium as a cushionl against the long-term
risks insured. Section 809(d) (5) was intended to provide companies
issuing nonparticipating policies with a similar cushion against the
long-term risks insured.

Nevertheless, and in the face of the legislative purpose of section
809(d) (5) (and the express provision of section 801 (e)), the Internal
Revenue Service has consistently refused to allow the 8 percent of
premiums deduction on guaranteed renewable health and accident
insurance policies. The Service agrees that nonparticipating non-
cancellable accident and health policies' are eligible for the 8 percent
of premiums deduction under section 809(d) (5), and that cancellable
accident and health insurance policies are eligible for the 2 precent of
premiums deduction under section 809 (d) (6). However, the Service
has taken the position that nonparticipating guaranteed renewable
policies are not eligible for either the 8 percent of premiums deduc-
tion or the 2 percent of premiums deduction. The Service maintains

'The action of these comparice in claiming the 8 percent of premiums deduc-tion on their guaranteed remewable health and accident insurance policies hasalso been entirely consistent with action 801(e, which was enacted con-temporaneousy with section O0(d) (5) and W=eNi provides that, for purposesof the taxation of life Insurance compaie, ranted renewable health andaccident insurance shall be treated in the same manner as noncancellable health
and accident ince.
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that, on nonparticipating guaranteed renewable policies, life in-
surance companies are limited to the 10 percent reserve increase deduc-
tion under section 809(d) (5)-which often is significantly less than
even the 2 percent of premiums deduction under section 809(d) (6)
available for short-term cancellable policies, and, of course, is also
often less than the 3 percent of premiums deduction under section
809(d) (5). Rev. Rul. 65-237, 1965-2 C.B. 231; RWv. Rul. 71-368,
1971-2 C.B. 259.

The life insurance industry generally has successfully sustained its
entitlement to the 3 percent of premiums deduction or guaranteed
renewable policies under section 809(d) (5) in the Court of Claims.
See, United American Insurance (o. v. United States, 475 F.2d 612
(Ct. Cl. 1973); The Lincobn National Life Insurance Company v.
United States, No. 521-69 (Ct. Cl. January 4, 1974); and Central
States Health & Life Company of Omaha v. United States, No. 276-
74 (Ct. Cl. October 30,1975). The Tax Court reached the same conclu-
sion (48 T.C. 118 (1967)), but was reversed by the Ninth Circuit.
Pacific Mutual Life Insurance Co. v. United States, 413 F.2d 55 (9th
Cir., 1969). Obviously, life insurance companies will continue to re-
sort to the courts, if necessary, to sustain their entitlement to this
deduction.

However, resort to the courts should not be necessary to establish a,
tax pay era's entitlement to a deduction which Congress so clearly in-
tendled to provide. This Committee already has concluded "that it was.
the intent of Congress in the Life Insurance Company Income Tax Act
of 1959 to treat guaranteed renewable contracts in the same manner as.
noncancellable contracts," and that guaranteed renewable contracts;
should be eligible for the 8 percent of premiums deduction under sec-
tion 809(d)(5). See, S. Rep. No. 92-1290, 92d Cong., 2d Sess. 6-7"
(1972). NALC urges the committee to reach the same conclusion again,.
and to report S. 2759 favorably so that its member companies' entitle-
ment to the 3 percent of premiums deduction under section 809 (d) (5)
for guaranteed renewable health and accident policies will be clarified
once and for all, and so that no further resort to litigation will be
necessary.

OCCMENTAL InE OF CALIORNIA,

Mr. MICHAEL STYRN Los Angeles, Calif., April 8,1976.

Staff Director. Committee on Finance, U.S. Senate, Dirken Senate
Office Building, Washington, D.C.

DEAR MR. STsni: I enclose a suggested statutory clarification of
subsection (h) of new Internal Revenue Code Sec. 819A(h) in Sec.
1043 of the Tax Reform Act of 1975 (H.R. 10612) relating to the tax
treafinent of contiguous country branches of United States life insur-
ance companies. I respectfully request that this letter and the sug-
gested statutory clarification be included in the record of the hearings
now being held by the Committee on Finance on the Tax Reform Act;
of 1975 for the Committee's consideration when it is reviewing the bill.

Presently, the Canadian branch business of U.S. life insurance com.
ianies is subject to both Canadian and U.S. income taxes whereas
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their Canadian competitors are subject only to the lower Canadian
income tax. While a foreign tax credit is allowable for Canadian
taxes, U.S. taxes on Canadian operations currently exceed allowable
credits.

U.S. life insurance companies doing business in Canada price their
policies and pay dividends to Canadian policyholders by taking into
account the higher U.S. income tax whereas their Canadian life insur-
ance company competition take into account only the lower Canadian
income tax. Subsections (a) through (g) of the new Internal Revenue
Code Sec. 819A allow a U.S. mutual life insurance company,.by mak-
ing the election described therein, to exclude from the computation
of its U.S. taxable income all of the items relating to its Canadian
branch business. This will neutralize any U.S. tax effect of having a
Canadian branch operation. Thus, after the election is made under
Sec. 819A, a U.S. mutual life insurance company will be able to price
its policies and pay policyholder dividends without taking into
account U.S. taxes in the same manner as its Canadian competition.

Subsection (h) of new Code Sec. 819A applies to U.S. stock life
insurance companies and allows-thein to transfer Canadian insurance
policies and related assets to a Canadian corporation with the same
tax effects accorded U.S. mutual life insurance companies upon their
election with respect to their branch operations. However, subsection
(h) in its present form is incomplete in not providing for full tax
neutrality from U.S. tax to a Canadian life insurance company sub-
sidiary of a U.S. stock life insurance company.

To carry out the intent of new Code Sec. 819A to allow U.S. life
insurance companies to operate in Canada free of U.S. tax, the en-
closed statutory clarification of subsection (h) of Sec. 819A provides
for the exclusion of the ownership of the Canadian subsidiary of
U.S. stock life insurance companies from their U.S. tax computation
in the same manner that U.S. mutual life insurance companies exclude
the ownership of their Canadian branch operations. The enclosed
clarification of subsection (h) also makes technical changes to bring
the statutory language into accord with the purposes of the section
as stated in the House Ways and Means Committee Report.

The Occidental Life Insurance Company of California has oper-
ated in Canada since 1928, and its Canadian operations constitute a
substantial part of its total business. Like other U.S. life insurance
companies, we have found it increasingly more difficult to compete
with Canadian life insurance companies because we must take into
account in pricing our Canadian policies and paying dividends to our
Canadian policyholders the effect of U.S. taxes. Because of state regu-
latory olistacles, we must hold the Canadian life insurance company
through which we will conduct part of our Canadian operations as a
subsidiary of Occidental:

It is requested that the Senate Finance Committee in its considera-
tion of Sec. 1043 amend new Code Sec. 819A(h) so that Occidental
and other U.S. stbck life insurance companies can do business in
Canada through Canadian subsidiaries free of U.S. tax burdens.
Under such amendment the Canadian subsidiary will be able to price
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its Canadian policies and pay dividends to its Canadian policyholders
free of U.S. taxes as does its Canadian competition.

Respectfully submitted.
0. L. FROST, Jr.

Enclosure.

SUGGESTED STATUTORY CLARIFICATION OF PROPosED SEC 819A(h) or
THE INTERNAL REVENUE CODE INCLUDED IN SEc. 1043 OF THE; TAX
REFORMi AcT OF 1975 RELATING TO TIlE TAX TREATMENT OF
CONTIGUOUS COuNTRY BRANcIES OF DoMESTIc LiF% INSURANCE
COMPAN-IES

"(h) Special Rule for Domestic Stock Life Insurance Companies.-
At the election of a domestic stock life insurance company which has
a contiguous country life insurance branch described in subsection (b)
(without regard to the mutual requirement in subsection (b) (3),
assets of the branch may be transferred to a foreign corporation
organized under the laws of the contiguous country without the appli-
cation of section 367 or 1491; subsection (a) shall apply to the stock
of such foreign corporation as if such domestic company were a
mutual company and as if the stock were an item described in subsec-
tion (c) ; and, dividends paid to such domestic company by the foreign
corporation shall be treated as an addition to which subsection (e) (2)
applies. The insurance contracts which may be transferred pursuant
to this subsection include only those which are similar to the types
of insurance contracts issued by a mutual life insurance company.
Notwithstanding the first sentence of this subsection, if the aggregate
fair market value of the invested assets and tangible property which
are separately accounted for by the domestic life insurance company
in the branch account exceeds the aggregate adjusted basis of such
assets for purposes of determining gain, the domestic life insurance
company shall be deemed to have sold all such assets on the first day
of the taxable year for which the election under this subsection applies
and the net gain shall be recognized to the domestic life insurance
company on the deemed sale, but not in excess of the proportion of
such net gain which equals the proportion which the aggregate fair
market value of such assets which are transferred pursuant to this
subsection is of the aggregate fair market value of all such assets."
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STATEMENT ON BEIIALP OF THE INVESTMENT COMPANY INSTITUTE

CAPITAL LOSS CARRYOVERS OF REoULATE) INVESTMENT COMPANIES

This statement is submitted by the Investment Company Institute
in support of Section 1403 of H. . 10612 which would amend Section
1212 (a) (1) of the Internal Revenue Code to extend the net capital
loss carryover for regulated investment companies from 5 years to 8
years. In so doing, Section 1403 would partially correct a serious in-
equity existing between the treatment of net capital loss carryovers for
regulated investment companies as compared with individual tax-
payers and other corporations.

The Investment Company Institute is the national association of the
mutual fund industry. its membership consists of 383 mutual funds,
and their investment adviser and principal underwriters. Its mutual
fund members have over 8 million share holders and assets of approxi-
mately $48 billion, representing about 93 percent of the assets of all
U.S. mutual funds. The average investment of each shareholder is thus
about $6,000.

Mutual funds, referred to in the Internal Revenue Code as "regu-
lated investment companies," provide a medium for large numbers of
persons to pool their investment resources in a diversified list of secu-
rities under professionals management. The regulated investment com-
pany represents, in general, an intermediate layer between the investor
and the entities whose securities it acquires with the investor's funds.
It does not compete with those entities but merely provides an alter-

- native means for investing in them with diversification of risk and
professional investment management.

In recognition of these functions, the Internal Revenue Code for
many years has provided in Subchapter M "conduit" income tax treat-
ment for those corporations, under which no corporate income tax is
levied on the companies as long as they distribute currently their net
income and net capital gains to their shareholders. The shareholders
pay tax currently on the receipt of those distributions. The distribu-
tion made out of net-long-term capital gains, called "capital gain
dividends," retain their character as long-term capital gain in the
hands of the shareholders.

If the regulated investment company incurs a net, capital loss for
any year, the loss is not deductible by the company against other in-
come nor is it deductible by the shareholders. The net capital loss may
be carried forward by the company for 5 years and used as an offsetagainst capital gains of the company for that subsequent 5year period.

Prior to the Revenue Act of 1964, in the. oase of all taxpayers. both
corporations and individuals,mnet capital-Josses could be carried for-
ward for 5 years but not carried back to earier'years. In the 1964
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Act the 5-year limit on capital loss carry-forwards was dropped for
individuals, but retained for corporations. In the Tax Reform Act of
1969 corporations were allowed to carry back net capital losses for
3 years in addition to the right of a 5 year carry-forward, but the
right of carry-back was not extended to regulate investment com-
panies, (Section 1212(a) (4) (B)). Thus at present corporations in
general can carry over net capital losses of any year to 8 other years
(3 prior and 5 subsequent years), and individuals have an unlimited
carry forward, but regulated investment companies can carry over net
capital losses only for 5 other years--the 5 subsequent years.

The Investment Company Institute submits that this 5-year limi-
tation on regulated investment companies is unfair and inconsistent
and believes that it should be changed. Since our surveys indicate that
only about one-half of 1 percent of mutual fund shareholders are
corp orations (exclusive of incorporated tax-exempt organizations,
such as charities), and since mutual funds distribute currently their
net capital gains to shareholders (in whose hands they are taxed)
there is considerable justification for making the unlimited capital
loss carry-forward rule for individuals applicable to mutual funds.

At the least an 8-year carry-over, as pivided in Section 1403 of
H.R. 10612, should be permitted to mutual funds, since this is the num-
ber of years to which corporations may carry net capital losses. A
carry-back to earlier years would be unavailing to regulated invest-
ment companies and their shareholders, since the companies would
have distributed their net capital gains of prior years to shareholders,
to whom they would have been taxed, and the capital loss carry-back
could not be made available to the shareholders under subchapter M.,
Hence a capital loss carry forward to 8 subsequent years should be
permitted, at a minimum, to equ te these companies at least with other
corporations.

Until recent years the limited 5 year carry-over period did not
create a practical problem for regulated investment companies and
their shareholders. However, the substantial decline of securities prices
which began in the late 1960's has created a severe problem under this
limitation. A number of Institute member mutual funds have incurred
substantial net capital losses in years going back to 1970, and have not
had sufficient capital gains in intervening years to absorb them.

Ist year the Institute made a survey of 50 of its member mutual
funds, representing approximately two-thirds of the assets of all
mutual fund members of the Institute.

'1Section 852(b) (8) (D) permits a regulated Investment company to retain net
capital gains but have the undistributed capital gains taxed to the shareholders
as though they had been distributed. The shareholders Including in their individ.
ual returns their pro rata share of the company's net capital gains are allowed
a credit for the 80 percent capital gains tax paid by the company. This procedure
is not frequently used, but even when it Is used a capital loss carry-back would
not be appropriate because the capital gains of the earlier year have been taxed
at the shareholder level and allowance of refunds to the shareholders stemming
from the car r-back would be Impractical and inconsistent with the capital loss
carry-over provious for individual investors.
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A summary of the results of the survey is as follows:

Futu yrs Number ofFisca year eming fdolng calendar year funds

19 7 0 ............................................................ . $45.2 13
1971 ................................................................ 72. 7 6
19 .......................................................................... 22.5 3
197 ............ ........................................................... 45L0 19
1974 ........................................................................... 920.9 X

Total o carryove at theenofhe m qst e r cet td y........... 1,932.3
Dolar amount f capital lossc

'Theme are iges fo the mutuZ funsluded In the Institute sampling. They do not Indude figures for: (a) Institute
members not sampled, (b) "closed4-d" regatod investment company and(c) non-Indt member muda fs

The survey thus shows that nearly a half-billion dollars of capital
loss-carryovers will very likely be lost to these regulated investment
companies after 1975 because of the 5-year limitation rule. Unless
the Code is amended to extend the carry-over period, capital gains
realized in 1976 and subsequent years would have to be distributed to
shareholders and taxed to them without regard to net capital losses
realized more than 5 years earlier. The matter is thus of immediate
importance to these companies and their shareholders. Accordingly we
urge that the Committee approve Section 1403 of H.R. 10612 so that
the present 5-year capital loss carryover period is extended to 8 years
in the case of regulated investment companies.
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CHRomALLo Y AmEcAN CoRm.,

Hon. Russm B. LjON~o, St. Louis, Mo., April 6,1976.

S Chaiwan, Senate Finance Committee, US. Senate,
Washington, D.C.

DEAR Mn. CaAuuuN : I am privileged and grateful to you, the mem-
bers of the Senate Finance Committee, for the opportunity of pre-senting to you my views as they relate to tax reform with particular
emphasis on the problems of equity financing of the nation's industries.

I serve as Board Chairman anl Chief Executive Officer of Chrom-
alloy American Corporation. We are a diversified company with man-
ufacturing and service companies located in a number of states repre-
sented by you who are serving on this committee. We currently employ
22,000 peple, a number which has decreased from 26,000 on January 1,
1974. This lack of growth in the number of employees brings me to the
subject under discussion today.

Basic to our economy is the production of food and fiber and our
ability to provide products and services. All require three ingredients.
F irst, a public need for the products or service; second, money to de-
si droucts and to house and equip production facilities; and third,
people to man the machines to produce the food, the product, or serv-
ice. Any one of these ingredients, in short supply, cripples the ability
of an industrial nation to prosper. The past few years have seen a
growing inability of American busMness to raise the money or capital
needed for its growth or survival. This ingredient in short supply is
basic to our economic problems of this period.

Over the years, due to budget deficits including costs of wars, de-fense, foreign aid and social problems of an expanding population,
our government has become annually a greater competitor for the use
of the existing money supply. The result of government financing and
refinancing ofits obligation has been to dry up sources of equity cap-
ital for the industry and commerce of the nation.

Since business and industry cannot finance these needs through the
sale of corporate securities, it became necessary to revert to credit
sources, banks, life insurance companies and other lending institutions.
They become comntitors with the government in the money markets
thus creating exorbitant interest rates Increasing interest rates, in my
opinion, represent the greatest single source of inflation represented br
spiraling costs and resultant prices. Add to this capital needs to pro-
vide nonproductive, antipollution devices and equipment to meet ever
increasing req rements of government regulations. This, I realize, is
an over-simplification of a few causes of inflation that seem apparent
to me.

In the event that the Federal Reserve System is to prevail at main-
taii a money supply growth at an annual basis of 5 percent, we
ille faced with an ever decreasing supply of money in proportion
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to the demand. If American industry is to remain viable, it must be
able to raise new funds through equity financing. Ability to do this
would be enhanced if stockholders were placed on the same footing
as individuals who acquired tax free government securities. Currently,
corporate dividends have been reduced by corporate profits tax of
approximately 50 percent and, when received by.the stockholder, are
again subject to individual income tax. In face of the risk of corporate
investment with returns sub ject to double taxation, investors find
corporate securities undesirable. Exemption of dividends paid on cor-
porate securities from individual income taxes-would place them on
equal footing with tax exempt securities.

An exemption of the corporate dividends tax at first glance would
seem to be prejudicial in favor of business and industry. However,
upon closer examination, one finds that business and industry are
largely owned by some thirty million shareholders in the Unitei
States most of whom are middle income married adults. They repre-
sent a huge percentage of the electorate which in this issue (double
taxation) has been grossly abused and neglected. In our corporation
alone, approximately ten percent of its shares are held by labor pen-
sion Iunds. While the pension funds are not taxed, it must be remem-
bered that they have a deep interest in a recovery in the marketplace
of the equity values. Certainly you are aware of how badly these values
have deteriorated.

Investment tax credit is under constant attack. In fact it is inade-
quate to enable industry to retain sufficient earnings aiter taxes to
cope with the monetary demands placed on them or capital. This
capital is necessary if industry is to expand, to provide job oppor-
tunity and to modernize to increase productivity, which the economists
claini will help defeat inflation, and to clean up the air and water to
satisfy the environmentalists.

At the risk of being repetitious, I would like at this time to attempt-,...
to again dispel an impression that-seems to prevail in the Federal
Government. This impression being that organized labor and its inter-
estR are diametrically opposed to the interests of business and industry.
This is a totally erroneous impression. We know firsthand that both
labor and business interests will work hand in hand in securing proper
and prompt remedies to our current economic problems with a con-
certed effort in the capital providing areas that will create new jobs.

Common stock representing an equity interest in the nation's busi-
ness and industry are not owned exclusively by the very rich but in-
stead are owned by an estimated eighty million Americans. This ex-
tending to pension, insurance, and mutual funds as well as private
ownership. Both labor and industry have a vital interest in maintain-
ing the value of these assets in which they have substantial invest-
ments. It would appear that government as the representative of these
same people should have a similar interest.

To return to the subject of capital formation, we must first recognize
that industry depends for its existence and its growth upon an ability
to get money permanently invested in the corporation itself. That
means through the medium of the sale of shares of its stock. Now,
with the decline in value of those shares, not actual value but at least
in selling prices which has taken place through some five years now of
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constant attrition, the - employers-the thousands like myself-are
denied the opportunity to issue additional shares because the shares arenot selling, not being bought by the public for anything near their real

-value. There are several hundred fine corporate stocks on the New
York Stock Exchange that sell today for as little as thirty percent of
their book value, which is the real liquidation value of the company.
Our own company closed today at around $14.00 per share. The actual
value of each share in goods e nd properties and machinery is some-
where in the neighborhood of $22.00.1f I want to expand my business
and I want to get capital to do so, I could not be loyal to my share-
hlders and offer $22.00 worth of value at a price of $14.00 and then
be forced,-if I want to continue to expand, to go to what is known as
the "borrowed money market".

We need a frontal attack on unemployment. We need programs,
policies and the funds necessary to turn the economy around now, and
a recommitment to the goal of full employment set thirty years ago.
This is not an impossible dream. It can and must be done.

I can best illustrate the problems and a possible solution by using
the facts contained in the attached charts which are based on the
financial functioning of the corporation that I am responsible for.
(See Exhibit A)

For these reasons we urge that you and your Committee give full
consideration to incorporation of the described amendments in any taV
legislation that is reported to the Senate for action.

Thank you very much for your consideration. We would like to re-
quest that this letter 'be made a part of the permanent record of hear-
ings on this legislation.

Very truly yours,
JOSEPH F=IDMAN.

Cui DzsCRHrno oN ELIMINATION OFDouBLE
TAx oN DIVIDE NDS

Chrt I-Amerk'a'# Hunger for Capital--Capital is the essential
resource if America is to continue in the path of economic growth and
prosperity. The demand for this resource is projected to reach the
astronomical sum of $4.5 trillion dollars

Chart I--One of the primary reasons that the demand for capital
is increasing is that the capital invested per employee has been steadily
increasing (partly due to inflation) in the past ten yqv s, In fact, it
has doubled.

Chart Ill--Capital means jobs. Historically companies, when faced
with a capital shortage, have reduced their capital appropriations
which has had the effect of increasing the unemployment rate. Simply
put, corporations without the money to expand or improve their facil-
ities cannot create the jobs needed.

Chart I V-One solution to the capital formation problem is to
eliminate the double tax on dividends. This action would place equity
securities on a parity with tax free obligations and create an upward
movement in corporate security paper, thus providing industry oppor-
tunities for equity financing to provide the funds for industries ex-
pansion, creating more jobs, more income tax revenues and a resump-
tion of a growth in the gross national product.
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Chart V-An obvious question concerning the elimination of the
double tax is the effect on federal revenues. Various Treasury and
private studies indicate a possible revenue loss of $19 billion. How-
ever, these estimates do not take into account any changes in economic
activity which would flow from the proposed change. In effect, it is
assumed that the provision will be enacted in a vacuum and that no
compensating changes would result. With respect to provisions affect-
ing available capital and productive investment, this is an unrealistic
procedure. Taking into account the increased economic activity which
would result from having additional capital to invest, we estimate that
instead of a large revenue loss, there would actually be a small revenue
gain. More importantly, by the end of 1978--1,700,000 additional jobs
would be created.

Chart IV-Elimination of Double Tax on Dividends-Effect on
Chromalloy.
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STATEMENT OF MICHAEL. E. STROTIER, -REPRESENTINO THE LAND IX-
PROVEMENT CONTRACTOR OF AmRICA

This statement addresses the problem of the Federal highway use tax
on conservation vehicles. This tax and its state counterparts are par-
ticularly burdensome to the small land improvement contractor doing
soil and water conservation work for farmers and under various gov-
ernment programs. The bills S. 17 and H.R. 2260, pending before the
Finance Committee and Ways and Means Committee respectively,
would exempt these vehicles from the highway use tax.

The bills, as written, would exempt those vehicles "not for hire" and
used exclusively in soil and water conservation work. A conservation
vehicle is a tractor-trailer or dump truck used to perform conservation
work or for hauling conservation related equipment and materials to
and from job sites. They now fall under the general Internal Revenue
Service tax classifications as outlined on the attached diagram. Con-
servation vehicles are primarily A, B, D, H models shown, depending
on axles, trailers, and weights. They are used to transport bulldozers,
trenchers, crawler loaders, draglines, materials, and earth itself.

Conservation vehicles are employed in the construction of farm
ponds and dams, waterways, terraces; and in construction of water-
sheds, floodwater retarding structures, and stream bank stabilizationproets.

Ihe local conservation operator is a small businessman with limited
operating capital. Capital formation is a chronic problem in his busi-
ness operations. He employs an average of only six full-time employees
and grosses under $100,000 a year. He is primarily engaged in work for
the Soil Conservation Service (USI)A), the Agricultural Stabiliza-
tion and Conservation Service (USDA), and local farmers. The con-
servation contractor plays an important part in keeping the cost of
food production low and in maintaining our soil, water and food pro-
ducing resources for future years.

The small business status of the conservation contractor is certified
by the attached letter from Mr. William Pellington, Director of Size
Standards, Small Business Administration, and in a corresponding
letter from Senator Gaylord Nelson, Chairman of the Senate Small
Business Committee.

There has been a chronic orhortage of private contractors in recent
years. Existing conditions have driven many qualified operators into
other fields or to reduce operations. Thus, a significant incentive is
needed to attract new contractors to this vital work. Mr. Mel Davis,
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Administrator of the Soil Conservation Service, said of such an ex-
emption in a letter to Senator Robert Dole:

In recent years, there has been a shortage of contractors to perform soil and
water conservation work approved by conservation districts with Soil Conserva-
tion Service technical help. Any incentive to encourage contractors to eater or
remain in this field of work would help ensure that more land gets the protection
It needs on time.

The present federal highway use tax on conservation is grossly in-
equitable in our estimation. These limited-use vehicles average only
5,000 miles a year-with over 70 percent of this mileage on state and
country roads. In comparison, a similar "for-hire" commercial rig
often will travel as many miles in a single week on Interstate and other
federal highways. Yet, both pay the same highway use tax.

The average federal tax paid on a conservation vehicle nationwide is
$175 a year. State taxes range up to several thousand dollars a year.
The federal highway use tax paid on all vehicles ranges from $81 to,
$240 a year. It is not unusual for an operator to pay $1,000 a year on a
tractor-trailer that carries a bull-dozer from one conservation project
to another while traveling under 1,000 miles in the year. The equivalent
tax here is over $1 per mile. Yet, the vehicle is employed in the public
interest and rarely uses federal roads.

An industry-wide survey conducted in May of 1975 showed there
are approximately 40,000 vehicles in tile country which could possibly
qualify as "conservation vehicles." Not every one of these would ulti-
mately qualify, however, unler subsequent federal regulations. Each
operator owns an average of two such vehicles.
- According to the Joint Committee on Internal Revenue Taxation,
tax revenue loss -would not exceed $7 million a ,year from such an
exemption. A copy of )r. Laurence Woodworth s letter containing
this estimate is attached.

Conservation vehicles serve the public interest, in many ways. A
majority of these vehicles are at one time or another employed in the
U.S. Agriculture department's Agricultural Conservation Program
(ACP)-. ACP has helped farmers establish conservation practices on
about 1 million farms a year. In a typical recent year, the program
helped build 45,000 water storage reservoirs, to help control erosion,
conserve water, and extend pollution abatement, and provide habitat
for wildlife. I)uring the- same year 600,000 acres were serviced by
terraces to stabilize land and reduce stream pollution; another 300,000
acres of contour and field strip cropping reduced air and water
pollution.

In recent House hearings on conservation it was demonstrated that
we started with about 500 million tons of topsoil to grow our food.
To date some 200 million tons have washed or blown away, and an-
other 100 million tons are now being eroded. This eroded soil has
caused the biggest single water pollution problem in our Nation's
waterways.
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Support for an exemption for conservation vehicles has come from
several sources. The National Association of Conservation Districts
endorsed both S. 17 and H.R. 2260 in December of 1975, in letters
to Chairmen Russell Long and Al Ullman. A copy of their letter
is attached. Mr. Mel Davis, Administrator of the Soil Conservation
Service, said of the proposed exemption:

Today, when full farm production is a major national thrust, resource protec-
tion is vital. Most acres now being brought into crop use to meet food and fiber
needs will require careful conservation measures for sustained production and
protection against air and water pollution. Thus, there is a need for more con-
servation contractors to place the practices on the land.

Six states have provided full or partial exemption from state use
taxes for these vehicles. They are Illinois, Kansas, Minnesota, Ne-
braska, South Dakota, and Texas. We offer the following excerpt from
Nebraska state law as a sample of wording now on the books:

60-M31.08. Registration fee; trucks, truck-tractors, trailers, semitrailers, For
the registration of trucks or combinations of trucks, truck-tractors or trailers
or semitrailers which are not for hire and engaged In soil and water conservation
work and used for the purpose of transporting pipe and equipment exclusively
used by such contactors for soil and water conservation construction, the regis-
tration fee shall be one half of the rate for similar commercial vehicles registered
under section 60-331; Provided, that no vehicle registered under this section
shall be registered for a fee of les than eighteen dollars; and provided further,
that such vehicles shall carry on their license plate in addition to the registration
number the letter A.

State experiences iwiti their own exemptioni prorams111.0 have '1,en
I~ili\'r .lly g(od. ()flicialS from several states have directly endorsed
,. 17 and 1It. 2260.

llinoi.-"In my opinion it is definitely in the public interest and
tratly to the advantage of rural America for (the passage of) either
,.-17 or I.R. 2260." (ion. Gale Schisler. Chairman, Agricultural
Committee, Illinois House of Representatives.)

Nebragka.-"As Chairman of the Public Works Committee, may
I encourage consideration for . . . the proposal to exempt (conserva-
tion operators) from paying the federal highway use tax on such
trucks." (Hon. Maurice A. Kremer, Chairman, Public Works Con-
mittee, Nebraska State Legislature.)

South Dakota.--"We have not found that the exemptions granted
are difficult to enforce. In fact, the members of the State Conserva-
tion Contractors Association do a commendable job of self-policing."
(Col. Dennis Eisnach, Superintendent, South Dakota Highway
Patrol.)

Copies of the letters containing the above quotations, and others con-
cerning state experiences with the use tax exemption, are attached for
the Committee's reference.

A federal use tax exemption for these vehicles, pending subsequent
federal regulations, would be monitored by the IRS as the tax itself is
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now. In addition state motor vehicle departments would be involved
where corresponding state exemptions are in place.

As a result of various court proceedings, certain other vehicles have
been exempted from the federal highway use tax based on their limited
or special use. Now exempt are derrick-drilling trucks, certain logging
trucks, and certain over-sized vehicles. These exemptions were estab-
lished as a result of the following respective court cases: Stafford Well
Service vs. U.S.A. (Civil Action 5568--Wyoming, 1971) ; Carl Nelson
Logging Co. vs. U.S.A. (281 F. Supp. 671, 1967) ; and Rossi vs. U.S.A.
(220 F: Supp. 694, 1963) In both the Stafford and Rossi cases the de-
termning factor was that the highway se of the vehicle was merely
iwidenaZ to its industrial use. The same is true of vehicles involved
stictly in conservation work.

A study of the several existing state exemptions and current cir-
cumstances in the industry suggest that the following features might
be used as guidelines for federal regulat ions under a use tax exemption
for conservation vehicles:

(1) To qualify, equipment should be that which is used on a "not-
for-hire" basis, and exclusively for the purpose of transporting ma-
chinery used in soil and water conservation practices;

(2) The annual mileage for the vehicles over the public highways
should not exceed 6,000 miles a year;

(3) The equipment should be operated within a radius of 500 miles
from the owner's residence or place of business;

(4) The requirement of a sworn affidavit attesting to the above
stipulations to accompany the annual registration;

(5) A requirement of the states that they issue special registration
license plates to identify and control such vehicles.
• We sincerely believe the exemption of conservation vehicles from the
federal highway use tax is equitable and will stimulate more conserva-
tion. Such an incentive would encourage other states to follow suit on
their own use taxes, and thus significantly increase the incentives to
attract and hold new operators for vital soil and water conservation.
Proper conservation in turn reduces the cost of producing our food
and fiber needs. Such a move would also improve the health of one
sector of the small business community and so contribute to our overall
national economic growth. Thus, the Committee's action would have
an aggregate effect beyond the seemingly small proportions of the
exemption itself.

In closing, we urge the Committee to take the lead in exempting bona
fide conservation vehicles from the highway use tax by so amending
H.R. 10612 the Tax Reform Act of 1975.

We thank the Committee for the opportunity to submit this state-
ment and related materials in their entirety. A summary fact sheet of
background information on this provision is reproduced on the next
page for the Conmittee's reference.
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PACT ST ON H.IL 2260 AND S. 17
(1) H.R. 2260 and S. 17 are companion bills designed to exempt

vehicles used ewcki~vely in soil and water conservation from the fe-
eral highway use tax.

(2) S. 17 was introduced by Senator Robert Dole (R-Kan), and
now has two other cosponsors-Senators Dick Clark (D-Iowa), and
Paul Fannin (R-Ariz.), giving it bipartisan support. H.R. 2260 was
introduced by Rep. Charles Thone (R-Nebr). iBoth bills have been
endorsed by the National Association of Conservation Districts.

(3) Conservation vehicles are tractor-trailers and dump trucks used
solely in conservation. There are approx. 40,000 eligible vehicles na-
tionally. They are now subject to an average federal tax of $175 a year,
and state taxes up to $1,000 a year.-

(4) The annual lost revenue would not exceed $7 million, as pro-
jected by the Joint Committee on Internal Revenue Taxation.

(5) These are limited use vehicles. The average conservation ve-
hicle, as determined by national survey, travels only 3,000 miles a
year-with 807 of that over state and county roads.

(6) Other-highway vehicles have been exempted from the federal
use tax through legal proceedings. These include derrick-drilling
trucks, certainlogging trucks and oversized vehicles.

(7) Conservation vehicles are used in preventing soil erosion and
water pollution. In a single recent year they were used to build 45,000
water containment structures, 600,000 acres of agricultural terraces,
and to date, to build 400 watershed projects covering over 700 million
acres of land.

(8) In virtually every case, these vehicles are operated by small
businessmen as defined by the Small Business Administration in a
recent evaluation transmitted to the Senate Small Business Committee.
The average operator has only 6 employees and grosses under $100,000
a year.

(9)The present Administrator of the Soil Conservation Service
(USDA) formally said of a use tax exemption for conservation
vehicles:

In recent years there has been a shortage of contractors to perform soil and
water conservation work .. any Incentive to encourage contractors to enter or
remain in this field of work would help ensure that more land gets the protec-
tion It needs on time.

(10) Six states now make some provision for reduced taxes for con-
servation vehicles. These are: Illinois, Kansas, Minnesota, Nebraska,
South- Dakota, and Texas. State experiences with their own exemp-
tions have been good. In many cases special license plates are issued
to control vehicle use. Illinois Secretary of State Michael Howlett
wrote to the two Congressional tax committees:

This privilege has not been abused.... The plate has not resulted In a sig-
nificant loss of revenue and has not caused administrative problems.
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U.S. SMALL BusiNrss ADMNISTRATION,

Washington, D.C., December 10,1976.
Mr. MICHAEL E. STROTHER,
Washington Representative, Land Improvement Contractors of Amer-

ica, Washington, D.C.
DEAR MR. STROTHER: We are pleased to reply to your letter dated

December 3, 1975, concerning the size standard applicable to your
W membership.

All of. the activities listed in your letter are classified in SIC In-
dustry 1629, Heavy Construction, Not Elsewhere Clasifled. The ap-
plicable size standards for SIC 1629 are average annual receipts of
$12 million or less for the preceding 3 fiscal years for the purpose of
bidding on Government procurements, and $9.5 million or less for the
purpose of obtaining a Small Business Administration loan.

If further information is required, please let us know.
Sincerely, . WILLIAm L. PELNOTON.

Director, Size Standards Dimsion.

U.S. SENATE,
SELECT COMMITTEE ON SMALL BUSiNxSs,

Washington, D.C,, December 18,1976.
Mr. Mxciuz 1 E. Sm O'riin.

Washington Representative, Land Improvement Con tractors of Amer-
ica, Washington, D.C.

DEAR MAN. STrOTHER: This will acknowledge your letter of Decem-
ber 11, transmitting background material on thie percentage of land
improvement contractors who might be classified as small business.

We note from the article in Land and Water Development magazine
that the average payroll of a member company is about 11 persons, less
than half of which are full-time. We also noted that almost two-thirds
of your member companies have gross incomes of under $100,000 a

ear, with 96 percent grossing less than $400,000 a year, figures well
elow the SBA size standards of $9Y2 million for the applicable SIC

No. 1629.
We appreciate having this information and will bear it in mind in

considering any tax matters related to this branch of the construction
industry. We also appreciate your efforts in obtaining this material
and in informing the Committee of the situation with your small busi-
ness'member companies.

Sincerely,
GAYLOR NELSON, Chairman.

U.S. DE Hr=ENT o AoGRcuruRz,
SOIL CONSERVATION SERVICE,

Washington, D.O., July 81,1976.
Hon. ROBERT Doz,
U.S. Senate.

DEAR SENATOR Dour: This is in response to your letter of July 17,
1975, concerning the impact of the Highway Use Tax on vehicles
used exclusively in soil and water conservation work.
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Most contractors who install ponds, terraces, waterways, and other
soil and water conservation measures are small, local operators. They
usually own a few pieces of earthmoving equipment, and trucks to
transport the equipment from one farm or ranch to another.

These contractors, in most states, seldom travel for long distances
over paved highways. Many times travel is over unpaved roads that
parallel or cross major highways.

Since these small operators -use highways considerably less than
other truckers, some feel they should not have to pay the same rate
of highway tax (according to Title 26 of the Internal Revenue Code,
Section 4481, now based on a taxable gross weight of more than
26,000 pounds at the rate of $3 per year for every thousand pounds
of taxable gross weight or fraction thereof). We must recognize,
however, that to exempt only these vehicles, when farmers and others
use highways on a comparable basis but would continue to pay the tax
would also be unfair.

In recent years, there has been a shortage of contractors to perform
soil and water conservation work approved by conservation districts
with Soil Conservation Service technical help. Any incentive to en-
courage contractors to enter or remain in this field of work would
help ensure that more land gets the protection it needs on time.

Today, when full farm production is a major national thrust, re-
source protection is vital. Most acres now being brought into crop use
to meet food and fiber needs will require careful conservation measures
for sustained production and protection against air and water pollu-
tion. Thus, there is a need for more conservation contractors to place
the practices on the land.

Your concern for soil and water conservation work is greatly
appreciated.

Sincerely,
R. M. DAVIS, Adminiitrator.

Cow€omsS OF TmE UNrED STATES,
JOINT COMMn-rrM ON INTERNAL REVENUE TAXATION,

Hon. RoBT DOLE,, -"Wahngton, D.C., September 8,1975.

U.S. S eate, Washington, D.C.
DEAn SENATOR DOLE: This refers to your letter of August 5, 1975,

in which you ask us to assess revenue impact of two bills in which
you are interested.

1. S. 17 (94th Congress) would exempt highway motor vehicles
used exclusively in soil and water conservation and in transportation
of equipment used for soil and water conservation from the highway
use tax. It is estimated that enactment of this proposal would reduce
the excise tax liability for the first full year by about $7 million.

2. S. 1105 (93rd Congress) would permit an immediate deduction
for expenditures to remove architectural and transportational barriers
to handicapped and elderly. It is estimated that enactment of this
proposal would reduce the income tax liabilities for the first full year
by about $10 million.

Sincerely yours,
LAuimiwoz X. WoowwolRr,
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NATiONAL ASSOCIATION OF CONSERVATION DISTRICT,
Washington, D.C., December 5, 1975.

Hon. RussELL B. LONG,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR SEXATOR LONo: We would like to make known to you and
your committee the support of the National Association of Conserva-
tion Districts for S. 17, the bill that would exempt motor vehicles
used exclusively for soil and water conservation work from highway
use taxation.

We believe that enactment of this legislation would significantly
aid the small land improvement contractor who now has to pay sub-
stantial taxes on vehicles that are principally used over short distances
to carry heavy equipment from field to field for the construction of
terraces, farm ponds, and other vital conservation practices. The
services of these contractors are essential in accomplishing soil and
water conservation work on farms and ranches, and this exemption
would aid materially in helping them to remain solvent and available
for service.

We hope that your Committee will approve this legislation.
Sincerely, DAVID G. HUNGER.

ILLINOIS HOUSE OF REPRESENTATIVES,

Re S. 17 and H.R. 2260. Springfield, Ill., September 16, 1975.

Hon. AL ULLMAN,
Chairman, House Way8 and Means Committee,
U.S. House of Representatives, Washington, D.C.

DEAR CONGRESSMAN ULLMAN: It was a pleasure serving and work-
ing with you as a member of the House of Representatives in the 89th
Congress.

I am writing you as Chairman of the Agriculture Committee of the
Illinois House of Representatives.

In my opinion it is definitely in the public interest and greatly to
the advantage of rural America for either S. 17 and H.R. 2260, which
provide that any motor vehicle used exclusively in soil and water
conservation work and in the transportation of equipment used for
soil and water conservation is exempt from the Federal highway use
tax.

In 1971, the Illinois General Assembly passed the following law:
"3-809.1 S 3-809.1 Vehicles of second division used for transporting

soil and conservation machinery and equipment-Registration fee.
Not for hire vehicles of the second division used, only in the territory
within a 75-mile radius of a designated point, solely for transporting
the owner's machinery and equipment used for soil and water con-
servation work on farms, other work on farms and in drainage
districts organized for agriculture purposes, from the owner's head-
quarters to a farm, from farm to farm, and returning to the head-
quarters, shall be registered upon the filing of a proper application
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and the payment of a registration fee of $325 shall be paid in full and
shall not be reduced even though such registration is made during the
second half of the registration year." (Ill. Rev. Stat. 1978, ch. 95--,
S 3.809.1)

We refer to the license as thV"conservation plate." I regard this as
one of the constructive laws enacted by the Illinois General Assembly
in recent years.

A survey conducted by the Illinois Land Improvement Contractors
Association in 1967 showed that vehicles used exclusively for soil and
water conservation purposes used the highways very little when com-
pared with other vehicles.

Because of the limited use of the highways and the need to encourage
soil, water, and natural resource conservation, the law providing for
the "conservation plate" was enacted.

The law is working very well and is accomplishing its objectives. I
am informed by the Office of the Secretary of State that only 233 ve-
hicles have the "conservation plate." The law has not resulted in any
difficult administrative problems or a significant loss of revenue.

If S. 17 or H.R. 2260 become law, the Office of the Illinois Secretary
of State could furnish you with the names and addresses of the persons
who have the conservation plate.

I respectfully request that you use your considerable influence to
obtain passage of this legislation that is very important to rural
America.

Best regards, SCHILR,

State Representative.
SEPTEMBER 29, 1975.

Hon. AL ULLMAN,
Chairman, Hoi.wqe Way8 and Mea Committee,
U.S. House of Representatives, Washington, D.C.

DEAR CONGRESSMAN ULLMAN: It is my understanding that the Land
Improvement Contractors of America are engaged in a campaign to
gain an exemption from paying the federal highway use tax on trucks
used exclusively for the activities necessary for soil and water conser-
vation construction projects.

Several years ago the Nebraska Legislature provided for a reduced
rate for licensing such vehicles. We in the Legislature felt that was
justifiable in that these vehicles travelled only short distances generally
and made little use of out roads and highways.

Soil and water conservation is vitally important to the economy of
our State, and construction of such projects needs to be encouraged.
As Chairman of our Public Works Committee, may I encourage con-
sideration for these people in the proposal to exempt them from paying
the federal highway use tax on such trucks.

Sincerely yours,
MAunicr A. Kg~mnr.,

State Sewtor.
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SEPTEMBER 12, 1975.
Hon. AL ULLMAN,
Chairman, Hou8e lVay8 and Means Commnittee,
U.S. House of Representatives, Waehington, D.C.

DPARMR. LuMAN: This office has been contacted regarding pend-
i legislation. This action involved certain exemption and fee reduc-
tions for vehicles utilized for soil and water conservation construction
projects.

From an enforcement viewpoint, our Division has experienced only
very minor problems with the special exemption granted to these ve-
hicles by our State Legislature. We have not found that the exemptions
granted are difficult to enforce. In fact, the members of the State
Conservation Contractors Association do a commendable job of
self-policing.

The only area that enforcement encounters any difficulty is an un-
clear or insufficient legal definition as to precisely what soil and water
conservation practices entail. If legislative action could more clearly
define this, it would help enforcement considerably.

If we can be of further service, please communicate with us.
Kindest personal regards,

DENNIS EISNACH,

Superintendent.

OFFICE o TirE SECRETARY OF STATE,
Springfield, Ill., September 12, 1975.

Re S. 17 and I.R. 2260.
Hon. AL ULLMAN,
Chairman, House Way8 and Means Committee,
U.S. Hluse of Representative8, Washington, D.C.

DEAR CONGRESSMAN: I have been requested by the Illinois Land
Improvement Contractors Association to write you about S. 17 and
H.R. 2260, which provide that any motor vehicle used exclusively in
soil and water conservation work and in the transportation of equip-
ment used for soil and water conservation is exempt from the Federal
highway use tax.

n 1968 the Illinois General Assembly passed the following law:
"3-809.1 § 3-809.1 Vehicles of second division used for transporting

soil and conservation machinery and equipment-Registration fee. Not
for hire vehicles of the second division used, only in the territory within
a 75 mile radius of a designated point, solely for transporting the
owner's machinery and equipment used for soil and water conservation
work on farms, other work on farms and in drainage districts orga-
nized for agricultural purposes, from the owner's headquarters to a
farm, from farm to farm, and returning to the headquarters, shall be
registered upon the filing of a proper application and the payment of a
registration fee of $325 shall be paid in full and shall not be reduced
even though such registration is made during the second half of the
registration year." (Ill. Rev. Stat. 1973, ch. 95-1/2, § 3.809.1)

We refer to the license as the "conservation plate."
The law was enacted following a survey which clearly indicated that

vehicles used for soil and water conservation work travelled a rela-
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tively small number of miles on the highway when compared with
other vehicles. In addition, those using the conservation plate make a
great contribution in the areas of soil, water and natural resource
conservation. Further, there is a shortage of land improvement con-
tractors in Illinois. It is hoped that the plate will encourage young
people to enter the field.

This privilege has not been abused. Only 233 vehicles in Illinois have
the conservation plate. T1e plate has not resulted in a significant loss
of revenue and has not caused administrative problems.

The Illinois Land Improvement Contractors Association has carried
on an effective educational program to ensure that the plate is used
only on vehicles it was intended for.

f S. 17 or H.R. 2260 should become law, this office can provide rep-
resentatives of the Federal Government the names and addresses of the
persons in Illinois who have the conservation plate. It appears to me
that if either one of these bills become law. the vehicles in Illinois en-
titled to the exemption would be those with the "conservation plate."

Sincerely,
lICIiAFJ, J. HoWLErr,

Secretary of State.

STATE DEPARTMENT OF HIGWAY8
AND PuBic TRANSPORTATION,

MOTOR VEHICLE DIVsIoN,
A u~tin, Tex., November 17,1975.

Hon. Bon DoL,,
U.S. Senate, Washington, D.C.

DEAR SENATon DOLE: This is in reply to your letter of November ',
1975, requesting an evaluation of the Texas provisions for soil conser-
vation vehicles, for use in connection with legislation to exempt such
vehicles from the Federal Iighway Use Tax.

Article 6675a-2, Section (h) (1], Vernon's Texas Civil Statutes, pro-
vides for a 50-percent reduction in registration fees for vehicles used
in soil conservation work. Each owner of such vehicles is entitled to
register only one (1) truck or truck tractor and one (1) semitrailer
or lowboy trailer at the reduced fee.

In order to qualify for the reduction in fees, each owner must sub-
mit with his application for registration (1) an affidavit that the
vehicle is to be ied exclusively to transport on the highways his own
soil conservation machinery or equipment used in cleaning land,
terracing, building farm ponds, levees or ditches, and (2) a certifica-
ton by the County Agricultural Stabilization and Conservation Com-
mittee that the applicant has been ap proved as a vendor of conserva-
tion services or materials. These ualifying requirements, of course,
result in additional expense to the Mato for the maintenance of special
files; however, this procedure does provide a degree of regularity
and control to insure that those who receive the reductions in fees
are actually entitled to them.

For the i974 Registration Year, we registered 893 vehicles with Soil
Conservation license plates. A portion of these were semitrailers or
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lowboy trailers, which means that the number of trucks or truck
tractors registered with such plates would range between 446 and 893.
We do not have the Soil Conservation registrations broken out as to
power units versus semitrailers.

There are, no doubt many others engaged in soil conservation work
who do not avail themselves of the Soil-Conservation license plates,
due to their restrictive use. Instead they purchase regular license
plates at the full registration fee so they may use their vehicles in all
types of hauling.

The special provisions for soil conservation vehicles have been on
the Texas Statute Books for several years and, admittedly, there is
some misuse of the special plates; however, we do not believe that such
violations are flagrant. Enforcement against misuse of the Soil Con-
servation plates is rather difficult because the operator of the vehicle
must be apprehended while actually operating in violation of the
provisions of the law, and this is often times difficult to prove. Suffice
it to say that we do not hear of too many violations for misuse of the
Soil Conservation plates.

Self-policing by individuals or associations of persons engaged in
conservation work might have some merit ;however, it is doubtful that
it would be very effective with regard to the issuance of license plates.
If an applicant for Texas Soil Conservation license plates submitted
the necessary affidavits required by law, we would be obliged to issue
such plates irrespective of what some other individual or group of
persons might say.

Senator Dole, if we can be of further assistance to you, please let
us know.

Sincerely yours, B. L. Di B mn y,

Engineer-Director.
R. W. TowNSLFY,

Director.

POSMON STATEMENT ON FEDERAL ITHWAY USRE TAX

This material has been summarized as a result of a survey conducted
by LICA in 1974 among its members.

LICA, the Land Improvement Contractors of America, consists
of 2,500 members in 33 states whose primary occupation is perform-
ing conservation work for the American farmer. LICA members are
representative of conservation contractors in the United States and
comprise approximately 15 percent of all conservation contractors in
the United States.

Equip ent ownwd.-Conservation contractors pay Federal use tax
on lowboys and dumi) trucks which they use on a not-for-hire basis
in performing their work on agricultural projects. Their lowboys are
used to hail earth moving equipment to the job site while dump trucks
are uied in earth moving work on the job site.

Tares paid.-About 80 percent of tIe contractors own equipment
on which they are required to pay Federal use taxes. Taxes paid by
the contractors ranged from a low of $90 to a high of $240 per unit
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owned per year. The average contractor pays an average of $175 per
year taxes on each piece of equipment they own.

Since the average contractor owns more than one piece of equipment
(usually a lowboy and a dump truck) his Federal use tax bill amounts
to $235 per year.

Mileage drvenm--The survey revealed that conservation contractors
drive their equipment an average of 5,000 miles per year. Most of this
mileage is over county and state highways. About 30 percent of the
contractors ever use the interstate highway system. 70 percent drive
entirely on county and state roads and never use the interstate
system. Those that do use the interstate systems average about 2,000
miles per year per contractor. 80 percent of conservation contractors
drive less than 5,000 miles per year on vehicles on which they pay
the Federal use tax. Most contractors engaged in conservation work
perform their work within a radius of 50 miles or less and 95 percent
of these contractors do their work within a radius of 100 miles or less.

SUMMARY OF NUMBER OF CONTRACTORS WITHIN CERTAIN ANNUAL DRIVING DISTANCES

Cumulative
Percnt e

Drove less than 1 -000 m -... ... ... ... ... ... ... ... ... ... ... ... .. .14 ..............Drove between !,00| to 2,000 Mms ........................................... 22 k;Drove between 2,001 to 5,000 miles --------- --------------------- 43 79

iDrov* between 5,01 to 16,000 mies- -- -- . . . . . . . . . . . .14 93
Orove between 10,001 to 2,000 miles--------------------------------------5 .
Orove between 20,001 to 40,000 miles...................................... I Ig
Drove over 40,000 miles .....-- --..-.. 1 100

Proected U.S. oet reve-ue.-Assuming that there are between
20,000 and 80,000 land improvement contractors in the United States
who use their equipment almost exclusively for work connected with
soil and water conservation and each of these contractors, as is true of
the LICA member, pays $285 per year, the total revenue lost from sub-
ject bills S. 17 and H.R. 2260 would be between $4,700,000 and $7,050,-
000 which is an insignificant sum as far as the U.S. budget is concerned
but is a considerable sum to the small contractor business man.
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T xomoNY op EuoEN M. LERNER, CHAIRMAN, FINANce D ARTMrNT,
GRADUAT SCHOOL Or MANAGEMENT, Normwsnr UNIVErry

My name is Eugene M. Lerner. I am a Professor of Finance at the
Graduate School of Management of Northwestern University.

I am pleased to have the opportunity to submit a statement before
the Senate Committee on Finance with respect to proposed changes in
the tax law. Specifically I want to urge that dividends that are auto-
matically reinvested by shareholders be treated as stock dividends.
The effect of this change would be that shareholders could defer the
payment of taxes on these dividends until such time as they actually
sell the new shares that they purchase.

The reason why I urke that this legislation be passed is that it will
improve the effectiveness of the nation's capital market. As a conse-
quence, our economy will be stronger and investment will be stimu-
lated. Employment will be raised and productivity will be increased.

Why will such a relatively modest change in the tax law have such
a significant and desirable effect upon the economy as a whole? The
answer lies in the fact that it will contribute to improving the capital
structure and therefore the financial soundness of companies.

Firms can raise the money they need to paylfor their new plant and
equipment through either their own operations (profits and deprecia-
tion) or through the sale of securities (debt instruments or new stock).
If they issue new debt instruments, they can sell either short or long -
term securities. When firms sell new shares, (raise new equity) they
raise permanent capital because these monies will typically never beretired.

One of the most important business decisions that a firm must make
is to determine how it will finance its growth. Should it restrict its
plant and equipment outlays to only the funds that it generates
through operations or should it seek outside funds ? Some firms only
spend their internal funds because they simply do not have the busi-
ness opportunities for continued growth. Most firms in as dynamic an
economy as ours however do have the opportunity to invest more funds
than they generate internally. These firms must then determine
whether they will raise the additional funds they need through debt
or through equity

The method tLt a firm will use to finance its expansion depends
critically upon its present level of risk. The cost of the new funds,
and the return thnt it anticipates from the new investment.

Raising short term debt money is the most risky way to expand. The
reason for this is that short term money constantly falls due and
must be either repaid or rolled over. Since these funds may fall due
at a time when the firm does not have the cash to repay the debt or
credit markets are stringent, borrowing short term funds may lead to
several financial problems.

(3523)
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Raising long term debt money is an acceptable way to finance ex-
pansion if it is not carried on to excess. The payments that are re-
quired to service the lone term debt, if they are modest, can be
structured so that they coincide with cash inflows. If the payments
are too large, i.e., if a company has an-excessive amount of debt, it
will have difficulty in meeting either the actual cash payments that are
required or the covenants of the debt instrument itself. These cov-
enants typically require that the companies' earnings be sufficiently
high so that it covers the required payments by a specified margin.

Equity is the least risky way to finance expansion. Equity rep-
resents the investment by the owners of the firm in the enterprise. It
is permanent capital and it provides a measure of safety to the
bondholders.

While equity is the least risky way to finance expansion, it may also
be the most expensive. The reason for this is that firms have earnings
targets which stated in terms of "earnings per share" or "return on
equity" i.e., the ratio of profits to equity, the larger a firm's equity, the
more difficult it is to reach P. stated target.

The financing decision that a firm faces therefore involves a tradeoff
between expected return and risk. As it increases its reliance upon
debt, it may improve its return and achieve its earnings targets. How-ever this gain comes at the cost of increasing the riskiness of the firm.
If it finances by equity, risk will fall but the earnings targets that it
sets may not be achieved. Of course, if the riskiness of the firm is such
that management does not want to see it increased, and equity is difficult
to raise, the firm may simply cut back on its new plant and equipment
outlays.

Each firm in a free and competitive society must decide for itself
what is a prudent level of risk and what is a reasonable earnings target.
The decision however is influenced by what other firms are doing. If
competitive firms are earning high returns, new equity investors will
be reluctant to invest their monies in firms that earn low returns.
Similarly, if competitive firms offer creditors low risk, lenders will be
reluctant to advance funds to high risk firms.

There are several measures that are used to indicate the amount of
financial risk that a firm incurs. One of these measures is the ratio of
total debt to total equity. The higher this ratio, the risker the firm.
A second measure is the ratio of profits to interest payments. The lower
this ratio (called "the interest coverage ratio") the riskier the firm.

Unfortunately, over the past decade, both of these ratios have deteri-
orated sharply. This is especially true in the case of utilities. For
example the interest coverage ratio for all electric utilities declined
from roughly 6 times in 1966 to less than 3 times in 1975. For inde-
pendent telephone compares, the decline was from 4 times to 8 times
over the same period. Similarly the ratio of debt to debt plus equity
has increased from 52 to 55 percent for electric companies, from 88 to
49 percent for AT&T, and remained at roughly 57 percent for other
telephone companies.

The deterioration in the capital structure of utilities is alarming.
Changes should be made in the tax law to encourage the use of equity



3525

so that these firms can be restored to some level of financial strength
and health.

If the equity position of firms were improved they could finance
the plant and equipment outlays that they must make without adding
to their overall evel of risk. Th.ir willingness to take on new outlays
would be enhanced and these expenditures would both raise the pro-
ductivity of their own labor force and the level of employment
throughout the economy. One way to raise the equity would be to
defer the taxes on dividends that are reinvested.

At present if a firm elects not to pay dividends but rather to reinvest
all of its earnings, the shareholder need pay no taxes on these earnings.
However, if the same firm distributes all of its earnings and then seeks
to sell new shares to its owners equal to the dividends it declared, the
shareholder must pay taxes on the dividends. Simple equity demands
that the tax law recognize that from the point of view of raising funds
these two situations are basically identical, and that relief should be
granted to shareholders that reinvests their dividends.

There is however an important distinction between the two cases. In
the first case, the firm made the decision for the shareholder to reinvest
his earnings. This denied the investor the option of choosing how to
allocate his own funds. In the second case, the investor can elect to re-
invest the funds he receives in the company that paid him the dividend,
in another firm, or spend the money in another way. An efficient capital
market would permit the shareholder to make his own decision as to
how his funds should be allocated. If the shareholder wants to switch
his commitment from one firm to another, he should be given the oppor-
tunity to do so. If he wishes to reinvest his dividends in the company
he now owns because he has confidence in its management, he should be
permitted to do so too.

Firms need more equity. Shareholders and others should be encour-
aged to make additional equity commitments. As the tax law now
stands, however, the taxation of dividends discourages this reinvest-
ment and encourages firms not to make any distributions at all.

I therefore urge that this committee move to correct this inequity and
treat reinvested dividends on a par with retained earnings.

SUMMARY

There are many compelling reasons that the tax laws should be
changed so that dividends which are automatically reinvested by
shareholders will be treated as stock dividends. Among the major rea-
sons are the following:

1. The.distinction for tax purposes between stock dividends and-cash
dividends which are automatically reinvested is arbitrary, artificial
and discriminatory.

2. Enactment would improve the effectiveness of the Nation's capital
markets help to provide needed equity capital and thus strengthen the
financial structures of corporations.

3. Enactment would stimulate investment, improve productivity and
provide additional job opportunities.
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STATEMENT OF HON. GuY VANDER JAGT

Mr. Chairman, I am pleased to submit the following statement to
your distinguished Committee. I believe you will find it constructive
and that it represents an opportunity to correct an undesirable situa-
tion in our tax structure, a situation discouraging capital formation
and the creation of jobs. I know both of these major economic issues
have the strong interest of this Committee. I am referring to the Fed-
eral excise tax on trucks, buses, trailers, parts and accessories.

As this Committee well knows, the current Federal excise tax of 10
percent on the above products has been in effect since July 1, 1956
and was established to provide revenues for the Federal Highway
Trust Fund. You will recall that passenger automobiles were likewise
taxed, but the Congress, in its wisdom, repealed the excise tax on those
vehicles under Public Law 82-178. I propose that this Committee in-
clude repeal of the excise tax on trucks, buses, trailers, parts and ac-
cessories as part of its 1976 tax reform proposals.

It will be recalled that your Committee incorporated this proposal
as an amendment, to the Tax Reduction legislation, H.R. 2166, in 19 75.
The Senate adopted the recommendation of your Committee, but un-
fortunately it was dropped in the Senate-House Conference.

The logic of repeal of this tax is substantial. While you are no doubt
aware of many of the arguments favoring repeal, let me list those of
which I have direct knowledge.

1. The excise tax is an inappropriate means of applying direct high-
way user charges to truck operators. Because the tax is imposed at the
point of manufacture, it does not matter if the vehicle is driven 10
miles or 1 million miles, the tax remains the same.

2. The philosophy behind an excise tax is normally to restrict or
discourage the use of the product on which the tax is imposed for some
socially desirably purpose. However, this particular excise tax tends
to discriminate against a specialized segment of our transportation
system.

3. The tax is difficult to administer fairly. The tax may be higher
or lower depending on the step in the distribution chain at which it is
imposed. The tax on a truck part installed by the retailer will be higher
than it would be had the part been installed by the original manu-
facturer, for example. The result is a competitive disadvantage for one
manufacturer versus another.

4. The tax discriminates against the consumer who is dependent
upon truck transportation. More and more of our population is located
in suburban and rural areas not served by rail.

5. Congress over the years has substantially reduced excise taxes as
a source of Federal revenues. As a consequence, and particularly in this
instance, a very small segment of industry is now required to pay such
taxes, a burden increasingly unfair as more excise taxes are eliminated.

(8529)
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6. The excise tax on heavy duty trucks now averages about $3,000. A
reduction in price of this amount would provide a very substantial
stimulus to scales resulting in increased production with concomitant
increases in jobs. Because the trucking industry today employs in man-
ufacture and distribution about 500,000 people, it is apparent that
increased sales would effect a very substantial ]ob base.

7. Trucks and truck equipment are capital goods. It is an unfor-
tunate irony that we seek to increase investment in capital goods
through the investment credit while continuing to impose a penalty
on the trucking industry through the excise tax. Mr. Chairman, in
the deliberation of the 92nd Congress, the Report of the Committee
on Ways and Means accompanying the repeal of the passenger auto-
mobile excise tax contained language highly appropriate to the ques-
tion of truck excise tax repeal. I quote:

* . . the excise tax on passenger automobiles is repealed in this bill both to
provide a stimulus for the purchase of cars and becanse of the jobs this is
expected to create. In addition, Congress has previously concluded that excise
taxes, such as the one on passenger automobiles, are uudesirablevbecause they
Interfere with the fredom on consumer choice...

Finally, the report indicated that this repeal:
* . . continues the trend begun in 1965 to repeal excise taxes which place dis-

criminatory tax burdens on the consumers and producers of the taxed products.
Mr. Chairman, to remove the excise\tax on trucks, buses, trailers,

parts and accessories would contribute to the slowing of the inflation
rate. Lowering the purchasing cost of these vehicles would be bene-
ficial to small businessmen, farmers, and independent-owner operators
of semi-trailer rigs, who have been hard hit by the recent bout with
inflation. And, it is not fair to continue this tax-a tax that applies
to no other form of transportation.

Mr. Chairman, I know your Committee recognizes the importance
of the jobs and new investment in capital goods which would result
from repeal of this Federal excise tax. Such repeal would provide
relief to the consumer, stimulate truck manufacturing and its related
industries, and end a burdensome tax.

Thank you for this opportunity to present this statement to this
esteemed Committee.
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STATEMENT OF THE SOCIETY' OF AMERICAN FLORISTS AND ORNAMENTAL
HORTICULTURIST, SUBMI'rED By PERRY A. Russ, DIRECTOR OF
NATIONAL AFFATRs

SUMMARY

INTRODUCTION

The Society of American Florists and Ornamental Horticulturists
is the national trade association which through affiliation represents
over 50,000 American businesses engaged in all forms of commercial
floriculture. Our members grow, distrute, and market fresh flowers
green plants, bedding plants, florist greens, ferns, etc. which add
beauty to the environment and express the deepest of human emotion.

In all Federal regulation and all legislation heretofore enacted by
Congress commercial flower and plant growers have been classified as
"farmers' and fall within the purview of those acts covering agricul-
tural producers. It is on behalf of SAF grower members that we sub-
mit the following comments to the Senate Committee on Finance in
regard to H.R. 10612, The Tax Reform Act of 1975.

ROLE OF EXISTING LAW AND PRESENT FARM TAX RULES

Generally, the rules of existing law provide workable and admin-
istrable solutions to the problems of farm tax accounting. These rules
have survived for many years and have been sanctioned by the Treas-
ury Department and the Courts, including the Supreme Court. Our
members have for many years, both in legislation and as a matter of
practice, been treated as farmers and have been permitted to apply
these rules -to report their income for tax purposes. Farmers, under
the current tax rules, are permitted to use the cash receipts and dis-
bursements method of accounting without the keeping of inventories.
Farmers are permitted to deduct the costs associated with planting
and raising their crops even though income associated with such crops
may not be earned until a subsequent taxable year.

in the case of our members, these methods will, over a period of
years, accurately reflect their income. Moreover, these rules permit
our members to accurately reflect their income without requiring the
keeping of complicated records or requiring arbitrary cost allocations.
Further, although there are a number of complex rules already in the
Code to prevent abuse of the farm tax rules, the present rules are, in
general, comprehensible for the small agricultural businessman.. We believe that existing law provides substantial limitations to pre-
vent abuse of the farm tax rules. For example, section 183 of the Code
provides that certain deductions will be disallowed if a transaction is
not entered into for profit. This rule, if applied in appropriate cir-
cumstances, is a strong weapon against those who would market tax
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shelters based upon the farm tax rules. Moreover existing law has
been interpreted to restrict the use of non-recourse dancing to gener-
ate tax losses. There are also judicial limitations applicable where tax
consequences are the sole motivation for a course of action. We believe
that if new provisions are to be adopted by the Congress to restrict the
application of the farm tax rules, that such provisions should be nar-
rowly drawn so as to apply only where necessary to prevent abuse
which cannot be p roper.Il deaIt With under existing law. These new
rules should not be applicable to the ordinary farmer. The members
of our association should not be required to comply with a new and
complex set of rules which are unnecessary to cope with any abuse of
the farm accounting rules.

PROVISIONS OF TAX REFORM BILL RELATING Th FARM) TAX RULES

H.R. 10612 , the House passed Tax Reform -Act of 1975, contains
several provisions which impact upon the farm tax rules. The most
significant provisions are the so-called "limitation on artificial ac-
counting losses" ("LAL") provision and the requirement that farm-
ing corporations and partnerships with corporate partners adopt the
accrual method and capitalize "pre-productive period expenses." These
new provisions are not limited to large corporate enterprises or tax
shelter syndicates. They are applicable to small farmers and farmers
whose income derives solely from farming.

H.R. 10612 RULES INCONSISTENT WITH SOUND TAX POLICY

We believe that many of the principal effects of H.R. 10612 are
contrary to sound tax policy. First, we believe that the LAL provisions
of House Bill discriminate against new investors in farming ventures,
and those who, in expanding their farming operations realize start-up
losses. Such persons frequently operate at an economic loss during
these years, but would not be permitted to offset their economic loss
against non-farm income under the LAL provisions. At the same time,
te LAL provisions preserve the farm tax rules for those who have
been in the farming business for several years and are operating at
a profit sufficient to absorb their "accelerated deductions." Second, the
LAL provisions are an enormously complicated and arbitrary set of
rules which will impose difficult and burdensome requirements upon
small farmers and upon large full-time farmers who in one year have
substantial income unrelated to farming. These persons are not the
proper or intended target of any "tax reform" effort. The complexity
of these rules will, in many caes, render voluntary compliance with
the law difficult or impossible. Third, the rules applicable to corpora-
tions engaged in the business of farming are overly broad and largely
unnecessary. There are bona-fide business reasons for adopting the
corporate form and the tax rules should not arbitrarily discrimnate
against this form of business organization.

ooM =moDAITONU OF MXRAN SOCIETY O3 FLORI OUL URI

Our basic recommendation to the Senate Committee on Finance is
that the approach of the House Bill be abandoned. It is unworkable
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and contrary to a sound tax policy. The provisions of the House Bill
arbitrarily discriminate against new business ventures, small farmers
who are unable to pay for costly accounting services, farmers growing
various crops, and the corporate form of business oranization.

Assuming that the Senate Committee on Finance determines that
the approach of the House Bill should be followed, we have specific
recommendations that would permit reform of the farm tax rules
where necessary and, at the same time, not interject an unworkable set
of rules into the average farmer's April 15th income tax filing require-
nients. Our specific recommendations are:

(1) The amount of unrelated income which can be offset by "ac-
celerated deductions" before application of the LAL rules should be
increased from $20,000 to $50,000. This revised test should apply to
taxable rather than adjusted gross income. Only if the taxpayer has
substantial nonfarm income otherwise taxed at the higher progressive
rates will he be likely to embark upon a tax shelter program of any
kind. In applying this floor to corporations the nonfarm income of
individuals owning more than 10 percent oi the stock should be a
gregated with the corporation's nonfarm income. These changes would
focus the LAL provision upon the wealthy nonfarm investor and limit
to a very few cases the likelihood that a full-time farmer will be
caught in the web of LAL.

(2) The carryback of deductions which have been deferred by the
LAL provision, should be permitted where nonfarm income drops
below $50,000 in a subsequent year.

(3) The LAL farm rules should not apply to any person for whom
gross income from farming is a substantial portion (perhaps 50 per-
cent or more) of his gross-income.

(4) The required use of the accrual method of accounting should
be eliminated. If the other suggested changes are agre l to, this pro-
vision is not needed.

(5) There should be no requirement that expenses allowable under
the accrual method be capitalized by a corporation engaged in the
business of farming.

(6) Partnerships that happen to include a corporate partner should
not be required to use the accural method, unless t6z corporation owns
in excess of 50 percent of the capital interests in the partnership.

STATEMENT

INTRODUCTION

The Society of American Florists and Ornamental Horticulturists is
the national trade association which through affiliation represents over
50,000 American businesses engaged in all forms of commercial flori-
culture. Our members grow, distribute, and market fresh flowers
green plants, bedding plants, florist greens, ferns etc. which add
beauty to the environment and express the deepest of human emotion.

In all Federal regulation and all legislation heretofore enacted by
Congress, commercial flower and plant growers have been classified as
"farmers" and fall within the purview of those acts covering agricul-
tural producers. It is on behalf bf SAE grower members that we sub-
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mit the following comments to the Senate Committee on Finance in
regard to H.R. 10612, The Tax Reform Act of 1975.

The Tax Reform Act of 1975, H.R. 10612 ("the House Bill") was
enacted by the House of Representatives for the purpose of prevent-
ing "investors" from taking ... advantage of the special farm tax
rules to deduct farm expenses in a year or years prior to the years
when revenue associated with such expenses is earned." 2 In an effort
to accomplish this purpose, the House Bill provides a bewildering
array mandatory accounting practices for farmers. Individual farm-
ers may continue to use the cash-method, but, depending upon the
source and amount of their income, are required to adopt a highly
complex system of deferred deduction accounts. The rules relating to
"deferred deductions" are necessarily arbitrary since the entire con-
cept falls wholly outside presently recognized accounting practices.
moreover, under the House Bill, certain farmers operating in corpo-
rate or partnership form are required to adopt the accrual method of
accounting. In addition, such farmers are required to establish capital
accounts for certain expenses which are allowable as deductions to
other taxpayers on the accrual method of accounting.

Although there are special rules in the House Bill for "farming
syndicates," the rules of the House Bill are not limited to "investors,
or "farming syndicates," but are applicable to all who are engaged in
farming, large and small, including many of our members.

The effect of the House Bill will be to require ordinary farmers to
seek sophisticated professional and accounting assistance in order to
comply with the law. We feel strongly that the Committee should
weigh the cost of an increasingly arbitrary, complex, and unadmin-
istrable tax law against the benefits which the provision seeks. 'he
Committee on Finance should consider specific provisions which deal
with any problems directly, without penalizing the independent busi-
nessman engaged in agricultural production. In doing so, we will be
happy to work with the Committee and its staff in addessing the few
problems in the application of agricultural tax rules in a responsible
way.

We would like to bring-to the attention of the Committee certain
features of the House Bill which are particularly distressing to The

-SQciety and its members.

PRESENT LAW PROVISIONS

The provisions of existing law which are under attack in the House
Bill are the cash basis method of accounting and the deduction of cer-
tain expenditures (luring the development period of an agricultural
commodity. The present farm tax accounting rules and adininistra-
tive interpretations of tho.% rules provide simple and administrable
procedures for farmers. At the same time, they have been attacked
as tax loopholes or tax subsidies to the farmer.

The farm tax rules have been promoted by marketers of tax shelters
which promise investors, generally wealthy high tax-bracket individ-
uals, that they will be able to deduct farm tax losses from their other

IH. Rep. No. 94-58, 94th Cong., lit am. 39 (1975).
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income. In 1969 and 1971, provisions were added to the Code to deal
with certain tax shelter arrangements. Three of the principal provi-
sions of existing law that are relevant to the farm tax rules are: (1)
recapture rules which treat as ordinary income gain derived from
selling certain farm assets; (2) the "hobby loss" provision, which dis-

allows deductions in the case of an activity not engaged in for profit;
and (3) the provision requiring capitalization of certain develop-
mental expenses in the case of citrus and almond groves.

The tax accounting rules for farmers, and the limitations of existing
law on the use of these rules for tax shelters are described in more
detail in subsequent sections of our statement.

USE OF CASH METHOD OF ACCOUNTING

A taxpayer engaged in the business of farming is permitted to adopt
the cash receipts and disbmsements method of accounting. Under this
method, items are included in income in the year received (actually
or constructively) and items of deduction are allowed in the year paid.
Farmers are also permitted to deduct the cost of seeds and young
plants purchased during a year for cultivation prior to sale. Farmers
are not required to, maintain inventories of their growing crops or
supplies on hand at theend of the year.

The cash method of accounting has been accepted as a method for
reporting income and expenses of agricultural operations for more
than fifty years. It has withstood the test of time and been approved
by the Treasury Department-and by the courts for the reason -that
it is well adapted to the needs of the small agricultural businessman.
The cash method of accounting is simple to apply and requires a mini-
mum of complicated record keeping. It has been recognized, more-
over, that the allocation of costs necessary to inventory growing crops
is difficult and arbitrary in many ordinary situations. To illustrate
this problem, consider the effect an inventory requirement would have
on a grower of ornamental plants. Since the plants are sold at dif-
ferent prices for different sizes each of several thousand plants would
have to be measured at year end and an allocable portion of the farm-
ers cost assigned to each plant in order to properly value the year-
end inventory and determine the farmer's cost of goods sold.

It has long been recognized that the cash method of accounting
does not have as a primary goal the matching of income and related
expenses. That is the primary goal of the accrual system. In particu-
lar situations the effect of the failure to match income and expenses is
to permit a deduction of losses from farming operations against in-
come unrelated to farming and reporting of the related farm income
in a subsequent year. Nevertheless, the cash receipts method of account-
ing is authorized for individuals and many businesses other than agri-
cultural. This method gives considerable latitude in the timing of
income and deductions. For example, payment of a medical expense,
or a gift of property to a charity on the last day of the year will be
allowed as a deduction even if the effect may distort the taxpayer's true
income for the year.
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CURRENT DEDUCTION OF DEVELOPMENT 0OTh

Costs associated with cultivation of orchards and vineyards and
similar products, and those associated with-raising of farm animals
may be deducted although they result in an asset having a productive
life of several years. Income from the sale of fruit or the livestock
is realized in subsequent years. In certain situations, the income real-
ized is capital gain, and the capital gain is taxed at a preferential
rate even though the deductions were used to offset ordinary income.

The deduction of development costs is justified on the same grounds
as the cash method of accounting. That is, the farmer is not required
to allocate his costs of cultivation or raising livestock to particular
plants or animals in order to determine his income or loss.

LIMITATnONS OF EXISTNO LAW

1. Recapture of certain fam lose.
Section 1251 of the Code treats as ordinary income gain from the

disposition of farm recapture property in certain limited situations.
Thus, if a taxpayer has nonfarm income in excess of $50,000 in a year,
uses the cash method of accounting, and has a farm net loss in excess
of $25,000 the excess must be placed in an "excess deductions account."
If, in a subsequent year, farm recapture property is sold, any gain ree-
ognized will be ordinary income, and not capital gain to the extent of
the amount of the excess deductions account.

Section 1252 of the Code operates in a similar manner to recapture
income derived from sale of farm land which has benefitted from the
deduction of soil and water conservation expenditures.
2. Deductions in the case of bufinee. not engaged in for profit

Section 183 of the Code limits the current deduction of expenses in
the case of an activity not engaged in for profit. Thus if a farming
venture is engaged in, the venture operates at a loss, and the taxpayer
is unable to show a profit motive, only deductions such as interest and
taxes, which are allowed whether or not a taxpayer is engaged in a
trade or business will be allowed. Deductions for depreciation, pur-
chase of plants and expenses of cultivation will not be allowed in ex-
cess of the income from the venture.
3. Capitalization of development costs of eitru and almond groves

Section 278 of the Code requires that taxpayers engage in the busi-
ness of planting, cultivating, and developing citrus and almond groves
must capitalize their development expenses during the first four years
after planting.

H.R. 10612 PROVISIONS RELATING TO AGRICULTURAL OPERATIONS

There are two provisions in H.R. 10612 which are directed toward
the agricultural tax rules and affect our members. These are: (1) the
limitation on artificial accounting losses ("LAL") provisions in sec-
tion 101; and (2) the requirement that certain corporations engaged in
agriculture adopt the accrual method of accounting (section 204).
Other provisions in the Bill are intended to restrict the tax benefits
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of certain tax shelter partnerships. These latter provisions include
those relating to partnerships first-year depreciation (section 210(a) ),
special partnership syndication fees (section 210(b)), and retroactive
partnership allocations (section 210(c)). Other provisions of the Bill
restrict the deduction of non-business interest (section 206) and the
deduction of pre-paid interest (section 205). Another provision (sec-
tion 207) relates to the use of non-recourse financing for livestock ven-
tures and for certain crops. These provisions, which are related to the
syndication of partnership tax shelters and in several cases correct
doubtful interpretations of existing law are not objectionable to the
members of our association. Our concern is with the LAL proposal
and the requirement that certain corporations adopt the accrual
method of accounting and capitalize pro-productive period expenses.

THE LAL PROVISION

LAL ("Limitation on Artificial Accounting Losses") was first pro-
posed by the Treasury Department in testimony before the 'louse
Committee on Ways and Means on April 30, 197T. The basic tenet of
the proposal is that certain tax rules permit the deduction of ex-
penses involved in a business prior to the time the income from the
activity is realized. Assuming that it is the intention ofgood account-
ing rules to associate expenses and related income, the LAL proposal
treats these deductions as "accelerated." If the accelerated deductions
result in a loss for tax purposes, the LAL concept is to defer the loss
until the property is disposed of or the income from the activity is
realized. As the Treasury statement indicates, "We do not propose that
any of these deductions be disallowed. Nor do we propose that they be
capitalized. WNe propose only that if they create a loss from the activity
to whith they relate, that loss may not be used to offset or shelter other
unrelated income of the taxpayer."

The LAL proposal, as applied to farming is as follows.' First, the
general rule is that the farmer's accelerated deductions are not allowed
to the extent they exceed the taxpayer's net income from related
sources. These deductions which are disallowed are deferred until the
property to which they relate is sold or there is an excess of net related
income in a subsequent year. The LAL provision does not apply to dis-
allow any portion of a farm loss unless the farmer has more than$20,000 of non-farfn income in a taxable year. If the farmer has more
than $20,000 of non-farm income, his allowable farm loss cannot ex-
ceed $40,000 minus his non-farm income. This threshold rule is in-
tended to assure that full-time farmers are not subject to LAL. Thus,
as it applies to farming, the LAL proposal is supposed to affect only
non-farm wealthy individuals who are seeking to shelter their non-
farm income. However, if the farmer has more than $20,000 of non.
farm income, and his non-farm income plus his farm loss would ex.
ceed $40,000, the LAL provision is applicable and the farmer must
apply the entire panoply of LAL rules in order to determine when he
will be entitled to the deferred farm loss. Thus, if the phase-out rule
is applicable the taxpayer must compute his income and deductions
under the LIL system until that farm loss is allowed.

$there are special rules applicable In the case of farming syndicate and these
special rules are not considered in this summary of the LAL provisions.

69-510-76--pt. 8-
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Accelerated deductions are defined as (1) pre-productive period ex-
penses, (2) pre-paid feed, fertilizer, and supplies, and (3) accelerated
depreciation of animals, trees or other property. The pre-productive
period expenses include any amount attributable to crops, trees, or ani-
mals during the pre-productive period except (1) interest and taxes,
(2) casualty losses, (3) expenses attributable to wheat, alfalfa, barley,
oats, rye, sorghum, and cotton, and expenses attributable to livestock
other than poultry. The pre-productive period includes the period be-
fore the disposition of the first marketable crop or yield (in the case of
proprt having more than a single crop or yield) or the period prior
to the disposition of property (in the case of all other crops).

The definition of net related income, for purposes of the LAL farm-
ingproposal, is any income from farming.

The LAL provisions apply to individuals (inclfiding estates and
trusts) and corporations which are not subject to the rules regarding
the accrual method of accounting (section 204 discussed infra). LAL
may be avoided if the individual or corporation adopts the accrual
method of accounting, and agrees to capitalize pre-production period
expenses.

The special threshold rule discussed above is applicable only to indi-
viduals. Thus, a corporation that is not required to adopt the accrual
method of accounting under section 204 of the Bill (generally family
corporations electing to be taxed tinder Subchapter S of the Code) are
required to refer any farm loss if the corporation has $100 or more of
nonfarm income.

REQUIREMENT THAT CERTAIN CORPORATIONS AND PARTNERSII!P8 ADOPT THE
ACCRUALM--METHOD AND CAPITALIZE PRE-PRODUCTIVE PERIOD EXPENSES
(SECTION 204)

Section 204 of the Bill would amend the Code to require that cor-
porations (other than "family" corporations and corporations electing
to be taxed under Subchapter S of the Code) and certain partnerships
with a corporate partner which are engaged in the business of farming,
use the accrual method of accounting and capitalize pre-.productive
period expenses. Thepre-productive period expenses which are re-
quired to be capitalized are those described above in the summary of
the LAL provision. Unlike the LAL provision, this provision is ap-
plicable regardless of the crop or horticultural commodity which is
grown. In the case of a partnership, this provision means that each
partner is required to compute his farm income under the accrual
method of accounting used by the partnership even though the corpo-
rate partner has only a one percent interest in the partnership.

The Bill provides a special ten year spread for income which is
bunched as a result of a required change to the accrual method of
accounting.

TAX POLICY CONSIDERATION OF CHANCES IN FARM TAX RULES

Our association believes that the approach of H.R. 10612 to the farm
tax rules is defective on the grounds of tax policy. The LAL provisions
are, we believe pool conceived and misdirected. Analysis will demon-
strate that the provisions will apply in many unintended situations,
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will result in a greatly increased cost of compliance by many small
farmers and growers of ornamental foliage, and will not be effective
to prevent abuse of the farm tax rules. As our recommendations and dis-
cussion indicate, we believe that the limitations of existing law, com-
bined with the special rules designed to prevent abuse of partnership
tax provisions and interest deductions, are sufficient to prevent abuse of
the farm tax rules. Moreover, even if it were demonstrated that these
provisions would not be sufficient to present all abuse of the farm tax
rules, the complexity and accounting problems which will result if
H.R. 10612 is enacted are wholly unwarranted by the magnitude of the
problem. The association believes that the Senate Finance Committee
should review the provisions of existing law to determine whether any
additional changes are needed. We believe that the Committee will
reach the conclusion that existing law provides a sound basis for deal-
ing with tax shelter speculators who are abusing the farm tax rules
without the addition of a new and enormously complicated set of
provisions.

LAL IS INCONSISTENT WITH A SOUND TAX POLICY

The LAL proposal, as applied to farming, has the effect of preserv-
ing the farm tax rules for those established operations which are op-
erating at a profit, while suspending those rules for new ventures and
farmers who-are expanding their operations and suffer losses. The
effect will be to discourage new ventures in agriculture and to penalize
small farmers who wish to expand their farming operations. In the
very situations where a farmer is most in need of funds, i.e., the start-
up period or expansion period, the LAL proposal requires the farmer
to suspend the rules permitted for his more established competitor.

The LAL rules will also discourage the introduction of new capital
into agricultural operations. It is widely recognized that farming ven-
tures require substantial capital investments and that there is fre-
quently a considerable period during which the new farm venture will
operate at an economic loss. If these economic losses cannot be offset
against other income, the taxpayer is in effect required to make an in-
terest free loan to the Government at a time when he can least afford
to do so. The effect of this disincentive will be less capital investment
in agricultural business and a decrease in the supply of tarm com-
modities with correspondingly higher prices.

The LAL provision also a(iopts arbitrary rules which discriminate
against different agricultural commodities and different forms of orga-
nizations. In making these (list inctions, and in distinguishiing between
agricultural, real estate, oil and gas, and manufacturing operations,
the LAL provision erects internal barriers to capital investment which
cannot be evaluated or measured accurately. Thus, for example, wheat,
alfalfa, barley, oats, sorghum, and cotton farmer are not subject to
the LAL provision regarding pre-productive period expenses. There
would not appear to be any tax policy consi(lerations to sul)port this
distinction. Perhaps such exceptions are justified by economic con-
siderations, however, the fact remains that one class of farmer is
singled out for favored treatment while other classes, including our
members, are not treated equally.
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The provisions of the House Bill discriminate against different lorms
of business organizations. We have not directed our attention to the
rules regarding farming syndicates and, we do not support the tax
shelter operations entailed in farming syndications. Nevertheless, H.R.
10612 provides very burdensome rules in the case of corporations en-gaged in farming. That is, corporations which have $1.00 of nonfarm
income are subject to LAL unless they are required to use the accrual
method of accounting and capitalize pre-productive period expenses.There are very sound business reasons for incorporation of farming
ventures. There appears to be no sound tax policy reason for the puni-
tive effect of the LAL provisions of the Bill in corporate farming ven-
tures. Presumably, the nonfarm income threshold is not applicable to
corporations in order to prevent a wealthy investor from sheltering-
nonfarm income through a corporation.

However, we believe that a corporation should be permitted to de-
duct farm losses against nonfarm income if the individuals owning the
corporation would have been able to do so had the farming venture not
been incorporated. For example, if there were a corporation which had
a farm loss of $20,000 and the nonfarm income of the corporation and
its shareholders were $15,000, the full amount of the loss should be
deductible against the corporation's non-farm income.

LAL IS TOO COMPLICATED

The LAL rules are not limited to wealthy nonfarmer investors
seeking "tax shelter" through the use of rules developed for-farmers
and others who are engaged in producing agricultural commodities.
Instead, they are appicable, by their terms to all agricultural pro-
ducers, large or small. For this reason, the burdens of compliance are
relevant to our industry as a whole. The provisions of LAL are eccen-
tric and complex; therefore, many individuals may find compliance to
be beyond their own abilities, and beyond the competence of the pro-
fessional advisers who may be found in rural areas.

The integrity of our tax system is maintained through "self-assess-
ment." This means that taxpayers each year must compute their own
tax liability and pay the taxes so determined. Our tax system cannot
operate when the rules are so complex that the average person simply
cannot comply with the requirements. The present Internal Revenue
Code has reached a point where many experts believe that further
complexity will be self-defeating. But the new proposals add several
layers of complexity on top of our already over-burdened tax system.

A former Assistant Secretary of the Treasury called the Tax Re-
form Act of 1969. "The Lawyers' and Accountants' Private Relief
Act" because that legislation's complexity necessarily required greater
reliance by the average person on professional help in computing his
taxes. The LAL provisions, if enacted, will make complexities of the
1969 Act provisions look rather simplistic. The producer under the

j1roposed Bill must take time and money away from his productive
activities to seek professional advice to attempt to comply with the new
Act.

lHearings on Tax Reform before House Committee on Ways and Means, 94th
Cong., let Bess., June 24, 1975, at pp. 125-394.
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One of the-most respected of modern judges, Learned Hand, wrote
about the tax law as follows:

In my own case the words of such an act as the Income tax, for example,
merely dance before my eyes in a meaningless procession: cross-reference to
cross-reference, exception upon exception--couched in abstract teims that offer
no handle to seize hold of-leave, in my mind, only a confused sense of some
vitally important, but successfully concealed, purport, which itis my duty-to
extract, but which is within my power, If at all, only after the most inordinate
expenditure of time." Hand, Learned, in Irving, "The spirit of Liberty" (New
York: Alfred A. Knopf, 1960), p. 213.

This is what the House Bill LAL provisions present for farmers,
i.e., exceptions on top of exceptions, cross-reference on top of cross-
reference, all of which successfully conceal the practical application of
the law to the day-to-day activities of the producer.

One example, based upon provisions in the existing law relating to
farming, may illustrate the problem of administration and compliance
with such legislative confusion. Section 1251 of the Internal Revenue
Code was enacted in 1969. Its objective was to prevent the offset of
ordinary farm deductions against ordinary income, followed by a sale
of farm property at capital gain. Although the provisions were en-
acted in 1969, today, more'than six years later, there are no final regu-
lations which interpret this provision. There are only proposed regular
tions which do not even deal with certain of the more difficult problems
in the field. These proposed regulations appear on eighteen small type,
single-spaced pages of the Federal Register for December 28, 1971. Is
it any wonder that no one understands these and similar tax provisions
when the Internal Revenue Service has taken more than six years to
determine its own position? The problem of drafting regulations
under section 101 of the House Bill will be many times greater than
those under section 1251 of the Code.

The complexity of application of the LAL provisions can be shown
in the case of a hypothetical small producer of floricultural products.
As is true of many products produced by our industry, each fall lie
expends money in the cultivation of a crop which is harvested and sold
in the following spring. His calendar year tax return reasonably
reflects his income in each year, since it contains the income from the
sale of one crop, reduced by the money expended in that year for plant-
ing and cultivating the next year's crop. In the first few years he
has less than $20,000 of nonfarm income and does not operate in
corporate form. Thus the new -rules would have no impact in those
years. In one year, however, he sells some property and has a $20,000
capital gain which together with other income not from agricultural
operations, gives him nonfarm adjusted gross income of $25,000.

In this year our member must enter the web of LAL. It may help
to illustrate the arbitrary nature of the House Bill to note that LAL
would not be applicable i he happens to grow wheat, alfalfa, barley
oats, rye, sorghum, or cotton. Our members, however, grow floricultural
crops, so they cannot escape.

cordiny ur hypothetical grower muist first determine whether
he has any 'accelerated deductions." The House Bill's' efinition of
"accelerated deductions" is not limited to solving a specific area of
concern, but would include any purchased seed, fertilizer or other
supplies purchased and paid for in the ordinary course oi business,
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and on hand at the end of the year. The statutory definition of "accel-
erated deductions" also includes the costs associated with raising
products which are sold after the close of the taxable year. Although
our grower has been in business for many years and continues to
operate in the same manner, the costs of cultivation which are incurred
during each year are now I"accelerated deductions" and these may not
be "deferred." .

But our grower has not coiiiplef6d-the LAL cycle yet. His accelerated
deductions will still be allowed in full provided he has sufficient related
income from his growing operation. In order to determine whether
this test is met, he must compute his income from farming, taking into
account only "non-accelerated deductions." Let us assume that the
grower in our case did not make a profit on his farming operations in
the year under consideration. In this situation, the grower must pay
an income tax on a portion of his $25,000 of nonfarm income and cannot
deduct the cost of raising his winter crop. This grower has taxable
income, and must pay a tax, even though financially he operated at
an economic loss. LAL distorts his income, which had been accurately
reported over the long period of operations.

Our hypothetical grower could have a bumper year in the next year
and be allowed to deduct his "deferred deduction." Since he could be
in a higher tax bracket in the second year, he might actually save taxes
by deferring the deduction. If there were no changes in tax bracket, the
effect of LAL in such a case .may be likened to an interest free loan
by the grower to the Government.

These then are the consequences to our growers of the LAL pro-
vision-distortion of income, variation in the tax rate, administrative
costs, discrimination against-new- ventures. We do not believe that
these results are warranted in order to deal with abuses of the agricul-
tural tax rules or consistent with a sound tax system.

MANDATORY USE OF ACCRUAL METHOD

The House Bill requires that all corporations engaged in farming,
except certain family corporations or those electing to be taxed under
Subchapter S of the Internal Revenue Code, adopt the accrual method
of accounting and capitalize their pre-productive period expenses.
There are sound nontax reasons for farm businesses to incorporate and
many of our members conduct their business in corporate form. They
do so in order to limit their liability, to increase their ability to attract
additional capital, and for other substantial nontax reasons. The fact
that the House Bill deals selectively with tax shelter syndications
should, we believe, wholly eliminate the need for this provision in any
other situation.

Section 204 is quite unique. In no other indu8 y is a_ epecifedmethod of accounting required by Congreee. Nor is the method of
accounting made to depend upon the form of business organization.
The Congress, in fact, has mandated that the accounting profession
cannot dictate how certain types of tax credits are to be treated.' In
the case of'farmers and agricultural producers, however, the House
Bill does exactly the opposite, it dictates the use of the accrual method
of accounting.

" See section 101(c) of the Revenue Act of 1971.
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Section 204 of the House Bill does not stop there. In addition to
use of the accrual methodthis provision requires that certain expendi-
tures otherwise allowable as deductions under the accrual method must
be capitalized. Unlike all other accrual taxpayers who may deduct
expenses paid or incurred which are not properly included in inven-
tory, the grower must capitalize these costs. This arbitrary rule is
necessitated. by the fact that in many situations, growing crops simply
cannot be inventoried. Thus, the Bill arbitrarily disallows deductions
which are allowable to taxpayers in other types, of businesses.

Even if a farmer has been using the accrual method of accounting,
the requirement that certain pre-production expenses be capitalized
can lead to a "bunching of income." This problem is ameliorated by
the House Bill through another complex mechanism. The "bunched
income" can be spread over a ten-year period, subject to the provisions
of section 481 relating to a change in a method of accounting. If, how-
ever, the taxpayer happens to have been in business for ten years, has
used an accrual method throughout that period, and his products
mature no sooner than the second year after planting, he is exempted
from the requirement that he capitalize pre-production costs. Is this
discriminatory ? Of course. If such a taxpayer can continue to deduct
his pre-productive costs, he has an enormous competitive advantage
over newly formed competitors.

Certain provisions in the Internal Revenue Code specifically allow
deductions for certain pre-productive period expenses which are not
considered deductible under generally accepted accounting principles.
See, for example, section 174 of the Code relating to research and
development expenses. The ability to deduct research and develop-
ment expenses, is not generally considered to involve a tax abuse.
This proposal suggests that the average grower is being subjected to
punitive legislation.

These punitive features of the Bill will have a wide effect in the
floricultural industry, where many farming enterprises are carried
on in the corporate form, or in the form of a partnership with a corpo-
rate partner. The inclusion of partnerships in the class selected for
this drastic treatment is worthy of particular note. Generally, a
partnership is viewed as a conduit, and the tax consequences of its
operations are reported by each of its partners. If, therefore, three
individual floricultural producers form a partnership to produce com-
modities for their business, they may be subject to the snares of LAL,
but not forced to use the accrual method of accounting and to capital-
ize their pre-productive period expenses. If, however, they want to
include a fourth partner which is a corporation, even as a one percent
partner, the rules drastically change. All of the partners of a partner-
ship with a corporate partner are subjected-to the accrual method of
accounting and the capitalization pre-productive period expenses
This discrimination amonw forms of business enterpise ios wholly
unwarranted.

SUMMARY AND RECOMMENDATION
Agriculture is capital intensive. The economics of farming make it

a very risky operation. We believe the tax laws, at a minimum should
be neutral as between farmers and other types of economic endeavors.
The House Bill violates neutrality. Agriculture is singled out and
subjected to restrictive burdens not imposed on other forms of busi-
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ness in the economy as a whole. Are the "abuses" of the farm provi-
sions worthy of such measures? Again, relatively speaking, -the cost
to the Treasury of the farming provisions id minimal compared to
those in other tax shelter areas. Yet the farming area is single out for
the "at risk" provision and the requirement of the accrual method of
accounting and capitalizing pre-productive costs.

The basic recommendations of The Society of American Florists and
Ornamental Horticulturists is that the House approach be totally
rejected. If there are abuses in the tax system which must be eliminated,
then legislation should be developed which is targeted specifically to
the abuses-and does not punish our industry with a keen eye to the
costs of compliance which must be borne by the small businesses when
complex laws are enacted. We believe that provisions of existing law
may be adequate to deal with abuses of the farm tax rules. They should
be applied to "tax shelter" abuses in agriculture as well as other areas.
Thus, for example, under present law deductions are only allowed if
the organization is in business for profit. This rule is a reasonable and
effective weapon against the abuses of the farm tax rules. Another il-
lustration is the treatment of nonrecourse financing as equity in-
v'estment (see, for example, Rev. Rul. 75-350, 19T2-2 C.B. 394)
and the disallowance of deductions based upon inflated nonrecourse
financing. The rules of present law are in many cases adequate to
protect against abuses of the farm tax rules if these provisions are
applied as intended.

If, however, the approach of the House Bill is to be considered, we
recommend the following specific changes:

(1) The anount of unrelated income which can be offset by "ac-
celerated deductions" before application of the LAL rules should be
increased from $20,000 to $50,000. This revised test should apply to
taxable rather than adjusted gross income. Only if the taxpayer has
substantial nonfarm income otherwise taxed at thie higher progressive
rates will be likely to embark upon a tix shelter program of any kind.
In applying this floor to corporations, the nontarm income of indi-
viduals owning more than 10, percent of the stock should be aggregated
with the corporation's nonfarm income. These changes would focus the
LAL provision upon the wealthy nonfarn investor and limit to a
very few egses the likelihood that a full-time farmer will be caught
in tho Web of LAL.

(2) The carryback of deductions which have been deferred by the
LAL provision, should be permitted where nonfarm income drops
below $50,000 in a subsequent year.

(8), The LAL farm rules should not apply to any person from
whom gross income from farming is a substantial portion (perhaps 50
percent or more) of his gross income.

(4), The required use of the accrual method of accounting should be
eliminated. If the other suggested changes are agreed to, this provision
is not needed.

(5) There should be no requirement that expenses allowable under
the accrual method be capitalized by a corporation engaged in the
business of farming.- :

(6) Partnerships that happen to include a corporate partner should
not be required to use the accrual method, unless the corporation owns
in excess of' 50 percent of the capital interests in the partnership.
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STATEMENT or AMERICANS UNITED FOR SEPARATION OF CHURCH AND
STATE

Americans United for Separation of Church and State is an inter-
denominational organization founded in 1947 for the sole purpose of
defending religious liberty and the constitutional principle of separa-
tion of church and state. Americans United has been a co-sponsor of
a number of the lawsuits in recent years which have resulted in United
States Supreme Court rulings banning as unconstitutional a variety of
forms of tax aid for denominational private schools.

We believe that 8. 2356, introduced by Senator Buckley, raises seri-
ous constitutional and public policy questions.

S. 2356 would provide income tax deductions up to $1,000 per year
per student for tuition to public and private schools and colleges. Since
public elementary and secondary schools do not charge tuition, and
since public. college tuition is generally under $1,000 per year, it is
obvious that the primary purpose of S. 2356 is to aid private and
church-related schools and colleges. The benefits of such legislation,
therefore, would go disproportionately to the institutions enrolling the
9 percent of our students attending nonpublic elementary and second-
ary schools and the one quarter or so of our students attending nonpub-
lic colleges and universities. We do not believe that providing tax
benefits disproportionately to nonpublic educational institutions is
fair or in the public interest.

Moreover, since tax deductions increase in relative value as family
income rises and since the likelihood of enrollment in a private school
rises with family income, S. 2356 would benefit the affluent far more
than families of modest means. Further, schools and colleges charging
higher tuition and serving more affluent families would benefit from
S. 2356 to a greater extent than institutions charging little or no tuition
and serving families of lower incomes. S. 2356, therefore, would aid the
more well-to-do and slight the needy.

Nonpublic schools, and to a lesser degree nonpublic colleges, tend
toward religious homogeneity of faculty and student body, and, espe-
cially on the lower levels, tend to inculcate particular denominational
tenets. S. 2356 would therefore not only promote the division and sepa-
ration of students and faculty along religious and other lines but also
provide public aid for the teaching of religion. This would be divisive
and of dubious constitutionality.

Donations for general purposes, to private schools and colleges ar.e
presently deductible. Senator Buckley's bill would provide deductibil-
ity not to general donations but to tuition payments earmarked for
specific students, students related to the payer of the tuition. Such a
practice would, in our opinion, conflict with the Supreme Court's ruling
in Pearl v. Nyquit (350 R. Supp. 655, 410 U.S. 907; 1973) striking
down tuition reimbursement grants and tax credit/deduction reim-

(8549)
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bursements as unconstitutional for having "the impermissible effect of
advncing religion."

S. 2856 would also cost the U.S. Treasury a not inconsiderable
-eum. As there are 4.5 million students enrolled in elementary and
-secondary nonpublic schools and 1.1 million enrolled in nonpublic col.
leges, S. 2356 would cost the U.S. Treasury an estimated 1.1 billion
,dollars annually just for the nonpublic educational sector. With
public schools and colleges suffering already from fund shortages, we
do not believe that we can afford the luxury of further federal aid to
nonpublic institutions and their more affluent than average patrons.
We-believe that any benefits which Congress wishes to extend to edu-
cation should be confined to public institutions.

For these public policy and constitutional reasons, we urge the Sen-
ate Finance Committee to reject S. 2356 as socially and constitutionally
unsound.

Respectfully submitted.
- EDD Doirc,Educational Relation, Director
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STATEMENT OF FRED THORNTHWAITE, GzkEiRAL MANAGER, COOPERATIVE
StRvIcEs, INc., DmOIT, MICH., TREASURER, NATIONAL ASSocIATION
or HoUsINO CooPRnTIvEs

(Concerning I itle XIII, Secti on 1301 of the "Tax Reform Act of
1975," H.R. 10612.)As a person involved with cooperative housing since 1940,1 appreci-
ate the opportunity to talk with you about the impact of both tax
policy and housing policy on the people who are housed and on the
communities where the housing is built.

It is important to recognize that tax programs and benefits are as
much a part of housing programs as the loan programs themselves.
And our purpose here is to ask you to think'about the impact of the
tax policies on both people and the housing.

The management of multi-family projects is increasingly difficult
for many reasons. But multi-family, housing is a crucial part of
America s housing supply.

Current statistics show that multi-family housing is in serious
trouble. Tenants have obtained rent control legislation to protect
against unaffordable rent increases. Rent controls have discouraged
inVestors from entering the multi-family market. Older buildings go
unrepaired because investors will not get a return on their money.
Homeowners abandon houses which they cannot maintain and no
longer meet their needs.

ne approach to this dilemma is in arrangements that permit multi-
family building occupants to take responsibility for their housing.
Our experience is that the cooperative offers a way to achieve owner-
ship concern and individual responsibility in a group setting and is
especially useful for low or limited income persons. In fact, most hous-
ing Co-ops are owned by persons of moderate or low income.

In pioneer days when houses were far apart, there was no apparent
need for people to be involved with their neighbors. The situation is
different today since for multi-family projects people must live close
together. The cooperative is a means whereby the group can under-
take to maintain standards. An important f=ature is the fact that title
is held by the corporation and that member-tenants own an undivided
interest in the entire project,

A CO-OP IS GROUP OWNERSHIP-AND NOT A CONDOMINIUM

By supporting a reasonable tax policy, Congress can encourage the
development of a sound cooperative housing program. But you must
recognize that cooperative housing is different from individual home
ownership and also from condominium ownership. Because the title
to all the property is held by the corporation, there is no such thing as

(355)
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"common property" or "privately owned property" as referred to in
the House Committee report. The member-owners work as a group;
participate in board meetings, committees, and group projects; and
take responsibility for the entire project--not just their individual
living unit.

A CO-OP I NOT A CONDUIT

The cooperative corporation, therefore, is not "merely a conduit".
The housing cooperative is a group creation which develops standards
and policies and requires member education and support. The Co-op
member is-under certain constraints that are not imposed on an indi-
vidual homeowner nor even upon the owner of a condominium unit.
The cooperative is concerned with policies that preserve the quality of
all the housing-both physically and as an emotionally supportive
community.

A CO-OP ASSURES 00D MAINTENANCE

The advantages of group ownership and responsibility are possible
because the members' home ownership concern is combined with the
ability of the cooperative to accumulate reserve needed for good
maintenance. Cooperatives we are involved with are for people with
limited incomes. The membership and occupancy agreement vary with
the amount of financing available. The required equity investment
stays the same for the entire life of the mortgage. If the equity pay-
ment were to increase, the housing Co-op would not be able to serve
people of limited, means.

WHAT ARE THE RESULTS?

In the Cooperative Services buildings for senior citizens, the mem-
bership investment is still $400. The monthly rents average $93.20 for
a one-bedroom apartment and $79.60 for a studio apartment. Rentsare subsidized--comparable projects with same subsidies have rents
that are 50 percent higher than co-op projects. Because the members
work together, there have been only two rent increases of between
$2 to $6 a month in the past ten years. The buildings are well main-
tined and are a secure, happy environment.

In contrast, there is little chance that limited income people living
ap private homeowners or as condominium owners would ever set up
needed reserves or i- he care of the property.

An individual, low income person faced with a sick child and a leak.-
iig roof goes to the doctor and lets the roof rot off. For this reason,
the HUD program of getting mothers reeiving Aid for Dependent
Children into home ownership was a disaster. A cooperative with a
low fixe4 membership investment could have been a success at one-
tenth the cost. The reserve is paid in regardless of other bills and is
used tQ fix the roof when it goes.

Another example of the importance of cooperative ownership is in
the ability of the housing cooperatives to keep down their operating
costs and to serve the income groups intended under government flnanc-
ing programs. In a suburb east of Detroit, part of a housing devel-
opment sold as a condominium has not been fully occupied and is not
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as well -maintained as the cooperative across the street. The Williams-
burg project discussed before has largely family occupancy with in-
comes averaging $9,017 a year. Monthly charges average $186, not
including electricity.

TAX TREATMENT

Over the years, the tax treatment of cooperatives which combined
group ownership with private ownership concerns raised a number
of issues. These issues include whether tenant cooperators should be
allowed to deduct the interest expenses and real estate taxes incurred
by their housing on their personal income tax return and whether a
co-op owned building can be depreciated and who is entitled to deduct.
that depreciation.

PERSONAL DEDUMCONS

Internal Revenue Section 216 enacted by Congress in 1942 answered
the first issue. The rationale apparently was that co-op owners should
have a tax benefit similar to homeowners because they do take an
ownership responsibility. Practically all interest and tax payments of
any kind are deductible by individuals. Cooperators are individuals
who have joined together to undertake the financial risks and obliga-
tions incurred in any multi-family project. It is their money which
goes almost directly for the interest and tax expenses. Hence coopera-
tors are allowed these deductions on their personal return, even though
they are acting, through the legal vehicle of a corporation. Without
this benefit there might be less incentive for individuals to use any
capital on their own housing and to assume any of the responsibilities
involved in cooperative ownership.

DFD'UOTON FOR DEPRECIATION

The right of the cooperative housing corporation to take deprecia-
tion in the same way as any business corporation -has always been
assumed. Recent IRS rulings have denied this right. Part of the con-
fusion seems to stem from the addition of Section 216c in 1962. The
legislative history does not include the news reports which explained
that Bobby Baker owned a number of apartments in a cooperative
housing development. These apartments were rented. If he could take
depreciation on these apartments, it would be to his advantage and so
the law passed.

We beieve this provision for depreciation in the law erodes the in-
tent of Congress to support and encourage an individual who joins a
cooperative housing endeavor. This depreciation deduction can be
taken only when the member uses the property as a business. Renting
out a co-op apartment is forbidden in most Section 213 cooperatives
and in the Section 221D3 cooperatives. Such a practice would not be
appropriate or desirable in cooperative housing developments oper-
ated for the benefit of the user-occupants.

The tax situation of housingcooperatives is further eroded by a
1972 decision in the tax court, Park Place, Inw., which holds that co-
o native corporations may not deduct depreciation. The rationale of
the court is that, legally, the cooperative corporation involved in the

69-51i--6--pt. 8-8
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case was no more than a mere custodian of the building for its tenant-
stockholders. The corporation had no investment as such in the build-
ing and hence, the corporation really owned nothing to depreciate.

The decision, we believe, offends good housing policy and is ques-
tionable legally.

Legally, co-ops area hybrid of the typical multi-family rental proj-
ect and of typical individual, single family homes. To pick out, as the
tax court did, one element of a-co-op's legal structure, namely the
member-tenants' ownership of stock in the co-op corporation, and to
peg the decision on that one element is unfortunate in view of the
decision's impact on cooperative housing and housing policy. We
might even ask about the fairness under the court's reasoning.

Good housing policy is offended because to deny depreciation de-
ductions to co-op housing corporations means seriously undermining
their financial viability. This is so because such deductions are one of
the keys to the buildup of adequate cash reserves. Without reserves
for major repairs or capital replacements, the cooperative is at the
mercy of lenders or can make capital assessments against the members.
Borrowing money is very expensive. This defeats common control
and use of the reserve fund by the corporation. Capital contributions
simply cannot be made by low income families.

Reserves are essential for a sound housing program. With the de-
preciation deduction, the cooperative corporation can set assessments
at a break-even level and yet build up cash reserves for replacements.
Without the depreciation deduction, these cash reserves would be
drastically reduced by taxes and the long term stability of the housing
jeopardized.

PROPOSED LGISLATON

The "exemption" offered to cooperatives in HR 10612 is not favored
by any of the housing cooperatives we are acquainted with. The pitfall
for co-ops is in the fact that cooperatives-at least all through the
House Committee report-are treated as if they are the same as con-
dominiums or privately owned housing. The proposed legislation fits
privately owned homes and condominiums; it willdestroy cooperative
housing operated by and for limited income people. Congress has ex-
pressed its intent to encourage cooperative ownership among low and
moderate income families in Section 246 of the National Housing Act
as amended by the Housing and Community Development Act of 1974.
12 U.S.C. 1715z-11.

The proposed legislation creates categories of acceptable expenses
and acceptable income for co-ops, condominiums and housing associa-
tions. The assumption underlying these classifications is that the co-
operative is the same as a condominium. For example, on page 328 of
the House Committee report:

Qualified income is to include fixed... assessments that vary depending upon
the need of the association toi pay for maintenance, improvements,.., on the
common property.

And on page 329,
Your committee's bill provides an expenditures test , . at least 90 percent

. . . must be to manage, maintain, and care for, or improve, association prop.
erty . . . expenditures on privately owned property-as opposed to common
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property-are to qualify only in the limited situation of repair of exterior walls
and roofs where the walls and roofs qualify as association property... transfers
to a sinking fund account for the replacement of a roof would not qualify as
an expenditure for the 90 percent test.

What will be the effect of all this on cooperative housing? Just
plain catastrophe, that's all. There is no distinction in a cooperative
between private property and common property or association prop-
erty. Everything in a cooperative project is common property, includ-
ing the facilities and individual units. The intrusion of a distinction
between private and common property into a cooperative would be to
defeat the essential concept of group control and group action' that
make a cooperative work for low and moderate income families. We
know that Williamsburg Towne Houses, a Section 221D3 cooperative,
spends money as needed to maintain good housing. This means that
the Co-op replaces hot water heaters, bathroom floors, individual fur-
naces, garbage disposers, and repairs toilets, plumbing, and furnaces
from monies collected as monthly carrying charges. Under the legisla-
tion, these expenses are not for "common property." What is supposed
to happen now ? Will maintenance responsibility be abandoned to the
individual co-op member as it is in a condominium?

In a co-op there is o privately held property. Even now IRS court
decisions are limiting depreciation to common faoilitia. Will the In-
ternal Revenue Service next disallow expense incurred for mainten-
ance work in the individual units?

Cooperative housing which can have a policy of setting aside ade-
quate reserves will do more to assure sound housing stock than any
other program-and at no added cost to the government. The person
who first moves in to a dwelling is immediately using up--or wearing
out-'the unit. The carrying charge-or rent-flhould be high enough
to allow money into reserves. These funds are used to replace the
roof-or the furnace-or carpeting-all items whose cost should-be
spread over time to avoid disaster for the co-op housing pro ject.

The ability to accumulate reserves from current charges and to main-
tain the property distinguishes a cooperative from condominiums and
from individual home ownership. The housing cooperative is a corpo-
ration and, as such, should be allowed to take depreciation and to spend
for all necessary maintenance.

When figured on a straight line basis over the life of the mortgage,
the depreciation is enough to cover the payments to principal, reserves
and incidental income such as interest on reserves. The members can
then set the monthly carrying charges at a break even level and have a
financial report that makes sense. No special tax exemption is needed
for cooperative housing-just the same depreciation exemption as al-
lowed for any corporation.

Because of tax court de.cisions, we urge that Co act afirna-tively for operative housing to be allowed a choice olftaking deprecia-
tion-o being exempt. Because of court cases in which housing co.
operatives have been held liable for income taxes on their reserve
funds, we ure that current tax reform legislation include recognition
of the right of cooperative housing corporations to deduct deprecia-
tion. We suggest that the Section 216c regarding tax depreciation for
a cooperative landlord be repealed. We also believe that the tax exemp.
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tion legislation with respect to co-ops is superfluous and should be
dropped. The, dissenting Judges in Par Place, Io. stated the case
simply: If all receipts by the cooperative are to be treated as income,
then it should be entitled to all the offsetting business expenses, in-cludinz depreciation.coulatve recognition of the depreciation deduction for coopera-

fives could take the following form:

NEW SECTION 16 7N)

Cooperative housing-rp-rations as defined in Section 216(b) (1)
shall be allowed as a depreciation deduction a reasonable allowance
for the exhaustion, wear and tear (including a reasonable allowance
for obsolescence) of property held by or for the benefit of such corpo-
rations. The depreciation deductions provided for in this subsection
shall be computed in accordance with subsection (b) of this section,

HIOH POINT OF HARTSDALE I CONDOMINIUM,
BOARD OF MANAGERS, MANAGEMENT OFFTOE,

Hartdale, N. Y., June 30, 1976.
Re H.R. 10612 (The Tax Reform Act of 1976) section 1301 relating.

to the tax exempt status of Condominium housing association.
Hon. RusszLL B. LoNt

Chairman, Committee on Finance,
U.S. Senate, Wahinngton, D.C.

DRA SEWATOR LoNG: This letter is written in my capacity as Presi-.
dent of the High Point of Hartsdale I Condominium, which consists
of approximately 200 individual condominium apartment units located
ih Hartsdale, New York. In addition, I am engaged in the practice of-
tax law as a member of the New York City law firm of Miller &
Summit.

Being President of this Condominium, I am interested in the pe-
culiar problem dealt with in Section 1301 of H.R. 10612 as reported'
by you to the Senate on June 10 1976. That Section contains amend-
ments to the Internal Revenue Code of 1954 With respect to the tax
exempt status of certain condominium management associations within
the purview ofthe Bill. I am in favor of such an amendment.

It would seem that this Condominium would in all likelihood quali-
fy for tax exempt status under the provision as drafted. However, I

am concerned with the impm -the Bill might have upon the.
larger multiple condominium projects such as High Point; an impact
which mity not be the intended result of the Senate.. The larger condominium construction projects ar often built in
more than one phase for practical reasons and may, in fact, consist of
more than one condominium entity joined together through another.
etity. For example; the High Poiit community consists of 500 condo-
minium apartment units; these 500 units are divided into and- operate.
pursuant to three separate plans of condominium ownership and are,
as such, three distinct condominium entities: High Point I consists of
approximately 200 units High Point IT consists of approximately 120s
units and High Polt III consists of the balance of tle 5 0 units.
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As is the usual case, each condominium has its own Board of Man-
agers and each collects common charges and assessments and each
maintains the common elements in accordance with its particular plati
of condominium ownership. The three condominiums are, however,
connected to each other through the. use of a fourth entity, in this
case called the High Point Community Association. It is the function
of the Community Association to care for certain centralized facili-
ties tind numerous areas of concern to each of the three condominium
entities. The expenses incurred by the Community Association are
assessed pro rata to each of the three underlying condominiums; the
amount of the Community Association's assessment would in turn be
contained in each condominium's budget and eventually form, in part,
the unit owner common charges.

It would appear that the conceptual underpinnings of the new law
that condominium arrangements are essentially noncommercial and
lack the profit motive on which to properly levy a tax, would clearly
intend to exempt from taxation the Community Association entity in
the same manner as it would exempt the individual condominium.
There may be some question as to whether or not the actual words of
the statute will accomplish that intent; in fact, an intention to tax,
rather than exempt, such a central entity may arise. In order to
qualify as a Housing Association under the statute as now prepared,
a centralized association will need to qualify as a condominium man-
agement association. To do so, it would need to be organized and op-
erated to provide for the acquisition, construction, management, main-
tenance and care of Association Property as defined in the statute (in
the usual case, this would present no problem). However, in addition,
60% or more of its gross income must consist of amounts received as
membership dues fees or assessments from "owners of residential
units in the case of a condominium management association". I am
concerned that the fees and asessments collected by the central asso-
ciations might not fall within the statutory requirements with respect
to the derivation of the payments. In many cases, such fees and assess-
inents would not, in fact, be received directly from owners of resi-
dential units. At High Point, for example, the Community Associa-
tion assessments would come from the th ree separate condominiums.
This would leave the Community Association in the same position in
which it now functions. By expanding the 60% rule to state that it
refers to amounts received trom owners of residential units in the case
of a condominium management association "or, in the case of a central
management association owned entirely by one or more condominium
management associations, amounts received from such other condo-
minium management associations", the problem might be eliminated.

That some clarification appears appropriate is demonstrated at
page 396 of the Senate Finance Comnuttee Report (No. 94-938) ; it
is said that qualifying receipts "must be derived from members in the
capacity of owner-member .... ". It might be argued that the receipts
by a central association would not be derived from members in the
capacity of owner-members because the underlying condominium
associations do not, in the usual case, own any residential units of their
own; as such, an inference of taxability might arise.
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Judging from the intent of the Senate Finance Committee and of
the House Ways and Means Committee as set forth in the various re-ports accompanying this Bill, the intent of Congress would not be
undermined by making the amendment described above. I would re-
spectfully request that this suggestion be made part of the Senate
record.

Should you wish to obtain further information with respect to the
effect of this law dn condominium arrangements. I stand ready to
assist in any way in which you feel appropriate.

Thank you in advance for your consideration.
Very truly yours, MICIIAEL G. TANNENBAUM,

President.



Taxpayer Privacy





STATEMENTS OF SENATOR WARREN 0. 'MAONUSON, SENATOR HENRY M.
JACKSON, AND SENATOR HUBEwr H. Huxritmr

Mr. CHAMMAN: We appear today before the Senate Finance Com-
mittee to testify in support of fair treatment for the nation's tax-
payers. Congress now knows of major, repeated abuses of taxpayers
by the IRSAAV call on the Finance Committee to act to correct these
abuses so the tax system will be fair and equitable. Every citizen has
a right to equal-treatment at the hands of the tax collector. Congress
has an obligation to ensure the IRS meets this standard.

The blueprint we suggest to the Committee for minimal procedural
reform of the tax system is S. 2342, the Federal Taxpayers' Bill of
Rights Act of 1975 and its proposed changes in the way the Internal
Revenue Service does business.

S. 2842 was introduced by Senator Magnuson on September 16,
1975. The bill was widely acclaimed as a reasonable consensus for badly
needed procedural reforms in the Internal Revenue Service. Twenty-
two Senators are sponsoring the legislation. This includes five mem-
bers of the Senate Finance Committee. Besides Senators Magnuson,
Humphrey, and Jackson, Senators Case, Church. Goldwater, Philip
Hart, Haskell, Hathaway, Hatfield, Inouye, Javits, Kennedy, Mans-
field, McGovern, McIntyre, Mondale, Montoya, Proxmire, "Ribicoff,
Roth, and Tunney are cosponsors. This strong base of bi-partisan
support is a clear reflection of the fear of the American people that
the Internal Revenue Service cannot correct the flagrant abuses of
tax payers which have recently been revealed.

The United States collects personal and corporate income tax
firough a self-assessment mechanism. This assumes that individuals
and businsses are familiar with the law, conscious of their rights, and
willing to comply with the tax mechanism.

MNore importantly, the Internal Revenue Service is the one govern-
ment agency which touches every employed citizen every year. It is
the face of the Federal Government to'most citizens. If it has no
credibility or if it is arbitrary and capricious, or if it favors the rich
over the poor, or if it is inefficient or bureaucratic, the entire U.S.
Government stands indicted. Congress cannot tolerate any of these
programs in any bureaucracy. But no agency is more important in this
regard than the Internal Revenue Service. Also, if too many people
question the basic integrity and fairness of their Government and
the self-assessment mechanism, the fiscal integrity of the United States
may be endangered. The Congress must take every reasonable action
to insure fairness and equity in the tax mechanisms. Otherwise, self-
assessment cannot work. The Senate has become fully aware of a whole
range of abuses within the Internal Revenue Service. The Finance
Committee has a unique opportunity in the context of these hearing
and proposed legislation to deal significantly with these abuses-
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Tlis is April 13. Within two days, every single American wage-
earner will file a tax return with the Internal Revenue Service. It is our
belief that the reasonable expectations of most taxpayers that their
returns will be handled fairly, equitably, without political considera-
tions and held private are not fulfilled in the present tax system. How
many taxpayers realize that their tax return information is widely
accessible to all branches of the Federal Government and state and
local governments without restraint on disclosure or use by those agen-
cies? How many taxpayers will rely upon information provided them
by the Internal Revenue Service that is incorrect and that an IRS error
will not relieve the taxpayer of penalties and interest on any tax due?
How many taxpayers know that the IRS audit procedure is an adver-
sary proceeding and that the auditing agent will not inform them of
legitimate uncertainties concerning their tax due? How many citizens
will understand that they have the right of appeal from arbitrary IRS
decisions? How many low and middle income taxpayers know that
they will be held to a much stricter standard at audit than large-in-
come taxpayers I For instance, how many taxpayers know that in 1974
the IRS settled cases valued under $1,000 for an average of 71 cents
on the dollar, while it settled cases valued over $1 million for an aver-
age of 17 cents on the dollar.

The :Taxpayer's Bill -of Rights Act involves seven basic principles
which we strongly urge this Committee to include in any tax legisla-
tion which it chooses to report to the full Sepate:

First: The bill provides for significant new limitations on disclosure
of tax return information. It permits taxpayers to recover civil dam-
ages for unauthorized disclosure of personal tax data.

Second: The bill establishes safeguards against the political misuse
of the Internal Revenue Service. It limits nontax related surveillance
activities of the IRS and provides criminal penalties for illegal sur-
veillance.

Third: The bill protects taxpayers from arbitrary procedures. It
places reasonable limits on the power of jeopardy assessment and ter-
mination of a tax year by IRS agents. It increases the amount of per-
sonal property exempt from tax levy for living expenses.

Fourth: It establishes a taxpayer Service and Complaint Assistance
Office-a sort of ombudsman within the IRS. This new office will moni-
tor improper behavior by IRS agents. It has the power to provide
tempo rar relief in special cases of IRS abuse.

Fifth: It requires the IRS to fully inform the taxpayer of his rights
during any audit or tax appeal procedure.

Sixth: It authorizes a pilot project of independent legal assistance
to taxpayers in audits and appeals. The project would be limited to
four cities over a 3-year period. The legal assistance would be available
to both middle- andlow-income taxpayers.

Seventh: The bill provides the General Accounting Office oversight
authority over the IRS. GAO is required to report annually on the en-
tire scope of IRS activities.

This is not a complete description of every possible administrative
amendment to the Internal Revenue Code. However, it represents a
reasonable, realistic goal for this session of Congress. If the Senate
deals meaningfully with these particular reforms, it will take a long
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step toward restoring the public's confidence in the federal tax assess-
inent system.

TAXPAYER PRIVACY

S. 2842 provides an essential tightening of the taxpayer's right to
privacy. It places realistic limitations on the disclosure of private
federal tax return information. Commissioner Alexander testified be-
fore the House Treasury Appropriations Subcommittee:

We have a gold mine of information in our tax system. We have more in-
formation about more people than any other agency In this country. We must
have this. People file tax returns with us and tax returns contain a great deal
of private information which we must safeguard.

Citizens reasonably expect that their tax return information will
be held private by the Federal Government. In fact, tax returns are
anything but private. Citizens' reasonable expectations of confiden-
tiality must be insured. The present law does not do that.

On November 18, the Aministrative Conference of the United
States, an independent federal agency, released the results of a year-
long study of the Internal Revenue Service. The Conference released
a 1,000-page report prepared by expert tax consultants reviewing the
procedures of the IRS. The Administrative Conference's privacy rec-
ommendations are very close to the provisions contained in the Tax-
payers' Bill of Rights Act of 1975.

Mr. Meade Emory, who is currently an assistant to the Internal
Revenue Service Commissioner, wrote the section of the Administra-
tive Law Conference report on taxpayer privacy. As he pointed out,
Congress does not require Americans to provide reports on their per-
sonal and financial affairs for general government use. Yet, we con-
tinue to tolerate a tax law which accomplishes this same potential
purpose through the back door. Over the last fifty years, the IRS has
provided steadily increasing numbers of tax returns to federal, state
and local officials who may use them for statistical investigative or
other non-tax purposes. For instance, the Justice apartment t alone
requested and received 19,000 tax returns from United States citizens
in calendar year 1978.

How many taxpayers realize that the IRS has a procedure which re-
quires its agency employees to report apparent non-tax law violations
discovered through examination of tax returns? In the words of the
Administrative Conference report, "Isn't this an all-purpose investi-
gative body, sniffing out offenses of all kinds from compelled evidence" ?
The report continued, "On the Constitutional level, there is a far more
insidious potential, if the information compelled against the taxpayer
will be used against him."

Few of us who are Members of Congress fail to appreciate the poten-
tial for political abuse which we have observed through the Watergate
years from release of tax return information to the Justice Department
and the Executive Office of the President.

Our bill provides that returns will be open for inspection only by the
taxpayer or by "an officer or employee of the Department of the Treas-
ury, or the Department of Justice, or by the President personally, if
such inspection is solely in connection with the administration or en-
forcement of this title.'
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Under this provision, the President would have to sign personally
for the use of tax returns. There would be no more unrecorded flow of
tax information to White House aides. In addition, the stronger anti-
disclosure penalties in this bill will begin to adequately recognize peo-
ple's reasonable expectations of privacy of tax return information.

In the past, the Justice Department has been able to obtain tax re-
turns on individuals under investigation for criminal but non-tax
related matters with no court review. Nowhere else are government in-
vestigators allowed unsupervised access to a person's home or private
business information because the Constitution states that: The right
of the people to be secure in their persons, houses, papers, and effects,against unreasonable searches and seizures shall not be violated....

We suggest that the Justice Department shall be required to obtain
a search warrant issued by a competent judicial authority before the
Department has access to an individual's tax return held by the Internal
Revenue Service. By requiring court review we hope that improper use
of tax data by the Justice Department can be limited. And this makes
the compelled disclosure of private information subject to the same pro-
cedural protections as a person's physical belongings or private busi-
nems records.

We support the approach of the Administration Conference with re-
spect to non-criminal IRS disclosure of tax return information. It-
should belimited by statute which designates who may see returns, the
purposes for which disclosure may be made, the procedures governing
such disclosure, and the li-mitations on the use or redisclosure of the
return. For instance, the Conference staff recommended that IRS dis-
close tax returns only to executive departments or Federal Government
agencies in connection with necessary enforcement of the tax laws, the
Social Security laws, and the Employee Retirement Income Security
Act. In particular, they recommended that the IRS should not disclose
a tax return to any executive department or agency that is not related
to tax law administration or for use in any way relating to an indi-
vidual's service as a juror.

In much the same way, the recommendations of the Administrative
Law Conference report with respect to discolsure of tax returns of in-
dividuals to the President or his staff parallel closely the provisions of
our bill. The Conference report recommends that the President be re-
quired to-personally sign a written request specifying the particular
tax return, that the information be provided by the IRS on in writ-
ten form, and that the President be required to return the tax material
to the IRS.

The Administrative Conference report also endorses the underlying
philosophy of the Taxpayers' Bill of Rights Act with respect to the
availability of federal tax return information to state authorities. TheConference report recommended that states be required to enact stat-
utes making it a crime for state personnel to disclose tax return infor-
mation and that state be required- to adopt legally enforceable regula-
tions safeguarding the confidentiality of tax returns. We support this
approach'and note that the Taxpayers' Bill of Rights Act does not, in
our view, prohibit states which passed appropriate statutes from con-
tinuing to share computer tape information and similar tax data with
the Internal Revenue Service. However, the Taxpayers' Bill of Rights
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Act would require that the governor request the information in writ-
ing initially, specify the purpose for shared information, why the in-
formation sought is available solely from federal tax return informa-
tion and state why such use of the information is necessary to carry
out a specified state legal duty. Admittedly, this is a much more
stringent standard of disclosure than is currently in eff ct. But we sub-
mit that any lesser standard prevents effective protection of taxpayer
privacy.

POLITICAL USE OF TAX RETURN -INFORMATION

It is now evident that the IRS has been collecting and maintainin
information on individuals and o-rganizations over the last several
years for purposes other than enforcement of the tax laws. Most of the
files maintelned by the IRS Special Services Staff had no relation at
all to tax information needed by the IRS. Similar non-tax related data
has been maintained in the IRS' intelligence-gathering and retrieval
systems, a new computer system designed to help the IRS' Intelligence
Division keep track of organized crime cases.

We suggest that it should be illegal to "investigate into, maintain
surveillance over, and maintain records regarding the beliefs, associ-
ations, or activities of an individual or organization which are not
directly related to the Revenue laws."

Our bill would give an individual or organization standing to bring
suit for damages against any official who violates this provision.

ARBITRARY IRS PROCEDURES

Jeopardy assessment is a power given to the IRS to take suddenly
the assets of a taxpayer if there is reason to believe the taxpayer is
not going to meet his tax obligations. Historically, it has been used
in cases where the taxpayer has been preparing to flee the country
or otherwise hide or dissipate his assets. Termination of assessment
provisions in the tax code have been used- in recent years in the drive
against narcotics dealers. Generally, when a person is discovered to
be a drug dealer, his tax year is immediately terminated and he is
assessed for the value of his assets-generally the value of the drugs
or the proceeds from the drug sale as estimated by the IRS.

These are extremely powerful tools for law enforcement. At the
same time, they have been misused on occasion. More importantly,
there are currently no adequate restraints on-how these powers coujd
be used if persons in authority in the Internal Revenue Service or the
Department of the Treasury should decide to use these mechanisms
for narrow political or personal reasons.

Our bill attempts to give taxpayers certain limited recourses in cases
of jeopardy or -ermination of assessment which are reasonable, do
not conflict with lawful enforcement purposes or the Internal Revenue
Service, and effectively restrain the arbitrariness of the mechanisms
Commissioner Alexander has expressed his own personal concerns
about the use of these assessment powers and administratively has
ordered tighter controls on the use of these tools. In fiscal year 1978,
there were 3,090 jeopardy termination of assessments. I; fiscal year
1975, the number of assessments declined to about 500. But we cannot
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rely solely upon the discretion of administrators for restraint of the
totally arbitrary powers currently residing in the Internal Revenue
Service.

As former IRS Commissioner Sheldon Cohen testified on June 24,
1975 before the House Ways and Means Committee:

The power of the Jeopardy assessment or the power to close a taxable year
is an awesome power. It is not often used by the Internal Revenue Service,
but it is used. When it is used, the Judicial remedy is down the road. There
is no immediate action to report. A number of us involved in the Administra-
tive Conference Study, I can't say unanimously, but I can say-most people I
believe, believe that there should be some access after the fact to a court. Perhaps
within ten days after the Jeopardy assessment or the close of a taxable year,
the Commissioner should be bound at least to come into a court, if the taxpayer
so chooses, to show prima facie that what he did had good reason.

Our bill allows for court review within 10 days of the jeopardy or
termination assessment. The Secretary of the Treasury would have
to appear-and show reasonable cause for making the jeopardy assess-
ment or termination of taxable period.

No one can argue that court review of IRS actions after the fact
will unfairly inhibit legitimate IRS enforcement purposes. It is re-
markable that Congress has not insisted before this date that citizens
receive their minimum due process.

We note that the House -Ways and Means Committee has proposed
an amendment which is pending before your Committee on the matter
of jeopardy assessments in termination cases. Again, it closely paral-
lels our bIll. The House's proposal would allow the federal court
20 days to decide whether the jeopardy assessment was reasonable
and the amount appropriate. The House also would prevent the In-
ternal Revenue Service from selling the taxpayer's -property until
after the court review.

A related issue that is also addressed in our bill is the matter of real-
istic property exemptions from IRS assessment and levy. For ten
years, the American Bar Association has recommended that federal
courts provide some relief to taxpayers who are so impoverished by
jeopardy and termination actions that they cannot afford to pay them-
selves or to pay taxes on their property. The ABA has suggested that
the court should be able to release some of the seized assets to the
taxpayer. Our approach has been to suggest that the amount of prop-
erty exempt from levy be increased to more realistic amounts: $1.500
for personal property, $1,000 for tools of trade, and a salary exemption
of $100 per week plus support payments for mihor children.

TAXPAYER'S SERVICE AND COMPLAINT ASSISTANCE WITHIN TJIE IRS

Another major mechanism of our bill to restore fairness and elimi-
nate arbitrariness from the tax system is the creation of a new assistant
commissioner for taxpayer assistance within the Internal Revenue
Service.

The new Assistant Commissioner and his office will be responsible
for providing responses to questions by taxpayers and assistance in
filling out tax.returns. In addition, he will serve as the ombudsman for
taxpayers' complaints concerning the Service.
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We would like to refer again to the testimony by IRS Commissioner
Sheldon Cohen before the Ways and Means Committee on June 24,
1975. He stressed the need for a complaint office with the IRS:

We are, I think, of the opinion that the Service does not have an adequate
handle on tracking taxpayer complaints.

It has to many different places where complaints can be handled and no
organized system of maintaining records as to whether they have been services
or not.

Now we are attempting to address a proposed solution to the service and cen-
tralize that office somewhat, whether It Is called ombudsman or office of com-
plaints, or whatever, that there would be people in every region or district, de-
pending on its size, who would track complaints and report solutions to the tax-
payer and report to the administrative people on the kinds of problems that
people are having to attempt to point out methods of solution.

If the Internal Revenue Service knew the areas where it was getting the
most complaints, it might be able to design techniques to be able to overcome
them.

In addition to dealing with problems such as lost checks and compu-
tation questions, the Office of Taxpayer Services would be available to
hear complaints of improper or abusive treatment by IRS employees.
The Assistant Commissioner would have to provide an annual report
to the Ways and Means Committee, the Finance Committee, and the
Joint Committee on Internal Revenue Taxation on his activities. He
would be given a special power to issue a "taxpayer order" if he deter-
mined "the taxpayer is suffering from an unusual, unnecessary, or
irreparable loss as a result of the manner in which the Internal Reve-
nue laws are being administered by the Secretary or his delegate."

DISCLOSURE OF INFORMATION TO TAXPAYERS IN AUDIT AND APPEAL
PROCEDURES

Taxpayers who do not have legal representation face a number of
problems when they are subjected to audits by the Internal Revenue
Service. Few taxpayers really understand their rights. The IRS makes
Very little effort to inform them of their rights. Professor L. Hart-
wright, a University of Michigan law professor, has testified in Con-
gressional hearings that most tax auditors do not know the law very
well themselves. They are the lowest level and least well trained of the
IRS's tax examiners. Yet the IRS is not required to make affirmative
disclosures to taxpayers.

Our bill requires that the IRS develop a series of pamphlets de-
scribing, in clear and easily understandable language, the rights of
taxpayers in audits, assessments, and the appeals process. These state-
ments of taxpayer rights must be provided to the citizen at the time of
the first communication from the IRS. The tax committees of the
Congress would be given the opportunity to review and comment on
the pamphlets.

The IRS already has a series of very helpful pamphlets describing
the appeals process, et cetera. As a result of a series of hearings by
Senator Montoya, the quality of these pamphlets has been improved
dramatically in recent years. Our bill simply provides for a regular
system by which a taxpayer is automatically advised of all his rights
in all dealings with the IRS.
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LEGAL ASSISTANCE PIwT PROJECT

Our bill would provide for a 3-year pilot project to be conducted in
four cities b the ] gal Services Corporation. Taxpayers would be pro-
vided with egal services in their audit and appeal dealings wit the
IRS. The service would be free for lower-income individuals with a
sliding fea schedule for taxpayers in other income brackets.

Most taxpayers must deal with the IRS without the advantage of
legal counsel. Only the wealthiest have been able to obtain adequate
legal representation in tax proceedings. Therefore, there has been a
record of inequitable enforcement settlements between income groups,
A pilot project of legal representation will be extremely helpful in
determining whether the general treatment of lower- and middle-
income taxpayers can be improved through making tax legal assist-
ance more readily available to all.

GAO OVFRSIOHLT OF ME IRS

The IRS has consistently refused to allow the General Accounting
Office to examine its operations. Our bill provides once and for all, that
it is the law of the land that GAO may audit and investigate the IRS.
It specifies that GAO is required to review a number of IRS activities
and provide an annual report to the-Congress. Language providing for
GAO access is drawn largely from a letter of May 14, 1975, from the
Comptroller General to the Chairman of the Ways and Means
Committee.

CONCLUSION

There are many areas of controversy in the procedural administra-
tion of the internal revenue laws of the United States. This bill is not a
cure-all. But it is a critical first step. We must act on these proposals
now. It is time that people's reasonable expectations of the tax mecha-
nism more closely parallel the reality of the law.

Mr. Chairman, we request that a copy of a section-by-section analysis
of S. 2342, the Taxpayers' Bill of Righits Act of 1975 be included in the
hearing record. This'explains in greater detail the specific provisions
included in our proposal to deal with the problems that we have
outlined.

Thank you.
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LAW OFFICES,
HEMRICK AND LANE,

HWashington, D.O., April 13,1796
Hon. RUSSELL B. Log,
Chainan, Senate Icmmittee on Finance,
U.S. Capitol, Washington, D.C.

DmAm SENATOR: During its consideration of legislation dealing with
Employee Stock Ownership Plans, the Senate Committee on Finance
should also give attention to the problem outlined below which
results in particularly harsh treatment of lower- and middle-income
taxpayer

Section 402(a) (1) of the Code provides that amount distributed to
a participant in a qualified plan shall be taxable to him in the year
distributed under the provisions of section 72 of the Code. Under an
exception to this rule unrealized appreciation on securities of the em-
ployer purchased with employee contributions is not included in the
amount of the distribution, but is taxed as a capital item upon dispo-
sition of the stock by the distributee. However, in the case of securities
of the employer purchased with employer contributions, the unreal-
ized appreciation (as well as the employer contribution) is taxable as
ordinary income to the employee upon distribution. (There is an ex-
ception to this rule for lump sum distributions under section 402(e).
However, experience has shown that, in the program described below,
section 402(e) is applicable only infrequently.)

Some employee stock savings programs provide that employees can
contribute a portion of their pay toward the purchase of the employ-
er's stock, and that the employer will contribute a matching or some
other amount which is also used to purchase employer securities for
the account of the employees. Prior to becoming vested in the employ-
er's contributions, the participants are given an election to receive their
interests either (i) after "earning out" the stock acquired with em-
ployer contributions over a period of time (e.g., 36 months), or (ii)
in a lump sum distriliution upon separation from employment (by
retirement, death or resignation). If the participant chooses to "earn
out" the stock under option (i), then he is taxed at ordinary rates on
the unrealized appreciation attributable to securities purchased with
employer contributions.

In many instances, the employees who choose option (i) will retain
their employer securities, the value of which is subject to fluctuations
in the market. Eventually, these securities may be sold at a loss, espe-
cially by lower bracket tax payers who cannot always choose to sell at
the most favorable times. (The vast majority of participants in these
programs are lower- and middle-income taxpayers.) If the securities
are sold at a loss and the taxpayer sustains a long term capital loss,
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only 50 percent of the loss is deductible against ordinary income, sub-
ject to the $1,000 limitation on capital losses. However, part of the loss
is a capital loss of unrealized appreciation previously taxed as ordi-
nary income.

It is inequitable to treat the entire loss on the sale of employer secu-
rities as a capital loss when the unrealized appreciation on such secu-
rities was taxed at ordinary tax rates when received. This inequity can
be corrected by providing that when an employee is taxed at ordinary
income rates on unrealized appreciation on employer securities and the
employee subsequently sells the securities at a loss, the loss is to be
treated as an ordinary deductible loss to the extent that the unrealized
appreciation was previously recognized as ordinary taxable income.

While this problem is under examination, your Committee may also
wish to consider whether the entire loss should not be treated as an
ordinary loss to the extent that the employee was previously taxed at
ordinary rates. Providing for ordinary loss treatment on all of the
losses attributable to the employer's contributions would remove a sig-
nificant tax disincentive to participation in employee stock ownership
programs.

Your consideration of this matter would be appreciated.
Sincerely, F. CLEVELAND HEntiCK, Jr.
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SUPPLEMENTAL MEMORANDUM ON BEHALF OF THE INVESTMENT
COMPANY INSTITUTE

REGARDING CHANGES IN THE FEDERAL INCOME TAX LAWS TO MAKE POSSI-
BLE THE CREATION OF REGULATED INVESTMENT COMPANIES TO INVEST
IN TAX EXEMPT STATE AND LOCAL BONDS AND THUS BROADEN THE MAR-
REr FOR SUCH BONDS

This supplemental memorandum is submitted by the Investment
Company Institute* in favor of the proposal described below with
respect to the taxation of interest on municipal (and state) bonds held
by regulated investment companies.

If the Internal Revenue Code were amended to allow the municipal
bond interest exemption to be passed through to shareholders of regu-
lated investment companies, a new and broader market would be avail-
able for new issues of municipal bonds as they come out and for
the many thousands of existing issues of municipal bonds. This would
also benefit the investor of moderate means by making it feasible for
him to invest conveniently in a diversified portfolio of such bonds.
Tw6 pending similar bills, H.R. 11955 introduced b Mr. Steiger
and Mr. Frenzel, and H.R. 12217 introduced by Mr. Aeistoski. pto-
vide for such amendment. The bihls have been referred to the House
Ways and Means Committee which hisnot yet acted on them.

Such an amendment should be adopted whether or not the Internal
Revenue Code is amended to permit State and local governments at
their option to issue taxable bonds, since large amounts of existing tax-
exempt bonds would remain outstanding and many issuers might well
elect to offer new bonds on a tax-exempt basis.

Individual investors, primarily the wealthy ones, are already an
important part of the market for the tax-free securities of State and
local municipalities. At the end of 1974, households--including per-
sonal trusts and nonprofit organizations-owned 81.6 percent of
all outstanding State and local securities, according to Federal Re-
serve Flow-of-Funds estimates:

Pe v t of Ot#t4ndfing
8tate tad loeal ecuritt,

Type of holder: held, Dember $1, 1075
Households --------------------------------------------- 31.6
Commercial banks ---------------------------------------- 46. 1
Insurance companies ------------------------------------- 17.8
All other sectors ------------------------------------------ 5.0

Total ----------------------------------------------- 100. 0

*The Investment Company is the national association of the mutual fund In-
dustry. Its membership consists of 883 mutual funds, and their Investment ad-
visers and principal underwriters Its mutual fund members chase over $8
million shareholders and assets of approximately $48 billion, representing about
98 percent of the assets of all U.S. mutual funds.
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It is probable that individual investors will have to continue to in-
crease their participation in the State and local market in order
to help offset the declining rate of commercial bank participation.
According to Federal Reserve estimates, the commercial banks'
share of the new-issue market has declined steadily during the seven-
ties:

1970 1971 1972 1973 1974 1975

Total net increase In outstanding Stat and k l
debt (billions) .......... .............. $11.2 $17.6 $14.4 $13.7 $17.4 $15.4

Commercial banks share olnt increase (percent)... 95.5 71.6 50.0 41.6 31.6 L4

In the years ahead, it seems doubtful that commercial banks will
add to their holdings of outstanding state and local securities at tile
exceptionally high rates of years gone by. Insurance companies and
other financial sectors are not likely to increase their holdings signif-
icantly and offset the declining demand of commercial banks for state
and local securities.

There is, however, one large market for municipal bonds that has
not yet been tapped because of a roadblock that exists in the-federal
income tax law. rhis market is the regulated investment companies-
companies which offer to the investor of relatively modest means the
advantages of continuous professional management and diversification
of investment risk. The largest segment by far of the regulated invest-
ment company industry is the group of companies known as "mutual
funds." As stated earlier, the Institute's mutual fund members today
have approximately 8 million shareholders and assets of about $48
billion.

Regulated investment companies provide a medium for large nuni-
bers of persons to pool their investment resources in a diversified list
of securities under professional management. The regulated invest-
ment company represents, in general, an intermediate layer between
the investor and the entities whose securities it. acquires with the
investor's funds. It does not compete with those entities but merely
provides an alternative means for investing in them with diversifica-
tion of risk and professional investment management.

In recognition of these functions, for many years the federal income
tax laws applicable to mutual funds and other regulated investment
companies have been designed to subject an individual investing via
a regulated investment company to substantially the same income tax
burden he would have borne had he invested directly in his proportion
of the underlying securities held by the company. In general, the
investment company is treated by the tax law as a conduit through
which its income passes currently to its shareholders. If the investment
company complies with the rules of subchapter M of the U.S. Internal
Revenue Code, there is no Federal corporate tax on its income at the
company level-the income tax is paid by the shareholders based on
the investment company income distributed to them, substantially as
though they had invested directly in the securities in the investment
company's portfolio.

Under the present federal tax laws however, a dividend paid by a
corporation is generally taxable to the shareholder who receives it
regardless of the type of corporate income out of which the dividend
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is paid. There are specific provisions in the present tax law to preserve
the character of long-term capital gains when distributed to share-
holders by a regulated investment company, but there is no such provi-
sion with respect to tax-exempt bond interest. Hence, at present, if a
regulated investment company receives tax-exempt bond interest and
distributes it to shareholders, the amounts revived by the shareholders
are fully taxable as dividends. This is the roadblock to the creation of
regulated investment companies specializing in municipal bonds.

In 1942 when the present income tax provisions covering regulated
investment companies were enacted, the absence of a special rule allow-
ing the exempt character of interest to be passed through to the share- -
holder was not a deliberate policy decision. It was simply not a matter
of concern-probably because of the then low interest rates which
made municipal bonds unattractive to individual investors unless they
were in relatively high tax brackets. Today the situation is quite differ-
ent. In recent years, as States, municipalities and other political sub-
divisions have increased the quantity of their borrowings, the interest
rate on their obligation has increased to a marked extent so as to make
such bonds attractive to the investor of modest means.'

For a number of reasons persons of modest means find difficulties
in investing in municipal bonds, but these difficulties would be re-
moved if they could do so through a mutual fund:

(a) Municipal bonds are generally issued in denominations of
$1,000, often with minimum purchase requirements of $5,000, a mini-
mum price too high for many small investors. By contrast, shares of
mutual funds are generally more modestly priced, and are suitable,
therefore, to periodic savings programs for individuals.

(b). The "market" for municipal bonds is an extremely intricate one
requiring professional expertise not possessd by most individual in-
vestors There are many thousands of state and local government
entities issuing municipal bonds and many have outstanding different
securities issued at different times and at different interest rates. The
average individual investor would usually be "lost" in trying to ap-
praise quality, safety and market price.

A mutual fund, however, will provide the investor with diversifica-
tion of investment risk and expert investment management. Moreover,
with these advantages, it should be possible to include in an investment
portfolio bonds of smaller and lesser known municipalities bearing
higher interest rates, thus increasing the yield as compared with that
which the average investor might bie able to obtain by selecting indi-
vidual bonds.

(c) Market quotations are not as readily available in the case of
municipal bonds as in the case of other securities, and the large num-
ber of municipal bond issues outstanding makes the ascertainment of
such information a burdensome task. On the other hand the market
value of mutual fund shares is readily ascertainable by lhe investor,
since the net asset values of the funds are determined daily and the

'Between 1963 and March 1976, for example, the average yield on seasoned
Ana State and local bonds Increased.from 8.06 percent to 5.99 percent. This com-
pares to a rise In Federal long-term bonds for the same period of 4.00 percent to
6.87 percent and for Aaa corporate of 4.26 percent to 8.52 percent. To a married
person with taxable Income of $16,000 a yield of 5.90 percent on State and local
bonds Is equivalent to a yield of 8.82 percent on taxable obligations; to an unmar.
ried person it Is equivalent to a yield of 9.07 percent.
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prices of the shares are reported in many daily newspapers through-
out the country

(d) An individual seeking to liquidate a small investment in mu-
nicipal bonds will very likely suffer a sacrifice in price if he is dispos-
ing of less than $10,000 or $20 000 principal amount. Shares of mutual
ftnds, however, are redeemable by the fund at the election of the
shareholder at a price based on the net asset value, and the investor
may liuidate his interest promptly and without difficulty.

Morover, the potential breadth of a mutual fund market is illus-
trated by the several billions of dollars of municipal bond trust units
which have been offered in recent years by Merrill Lynch and other
large broker-dealers and which permit the investor to receive tax-free
income on his municipal bond trust units. But these fixed bond trusts
have a number of disadvantages.

For example: their original portfolio holdings may not be changed
if the investor is to receive the income tax-free; the trust units are
generally priced at a level of $1,000 and there are frequently minimum
purchase requirements, such as $5 000; and the market value of the
trust units are not reported in daily newspapers and are not readily
ascertainable. These trusts do not continuously offer new units and are
therefore not suitable for periodic savings plans. Nevertheless, the
relative success of these fixed bond trusts indicates the much larger
market that would be created by municipal bond mutual funds which
could pass through tax-free income to shareholders without the dis-
advantages of the fixed trust.

Therefore, it is proposed that the existing federal income tax law be
promptly changed so that the public can purchase shares in mutual
funds and other regulated investment companies which would be cre-
ated to invest primarily in tax-free state and municipal securities.
Small investors could thereby participate in a pool of tax-free secu-
rities, with interest income flowing through tax-free to the investor.
Such a change would invite thb service and promotional capabilities of
the mutual fund industry, and might well increase by many billion
dollars the market for municipal bonds. Moreover, it would be wholly
consistent with the theory underlying mutual fund taxation-i.e., to
place a mutual fund shareholder in the same position as if he owned
directly the securities held by the mutual-fund.

Attached is a copy of H.R. 11955 which would accomplish this
result.

[H.R. 11955, 94th Cong., 2d sess.]

A BILL To amend the Internal Revenue Code to provide for distribution of cer-
tain tax-exempt income received by regulated investment companies to share-
holders without change in tax-exempt dtatus

Be it en€wted by the Senat and Hous o/ Repreeentative8 of the
United State of America in Longre aaem#led,
Section 1. Short Title.

This Act may be cited as the "Municipal Bond Fund Act of 1976".
Sec. 2. Exempt-Interest Dividends of Regulated Investment

Companies.
(a) GzxmA.-Section 852(a) (1) of the Internal Revenue Code of

1954 (relating to regulated investment companies) is amended to read
os follows:
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"(1) the deduction for dividends paid during the taxable 'ea r
(as defined in section 561, but without regard to capital gain divi-
dends) equals or exceeds the sum of,

1"(A) 90 percent of its investment company taxable income
for the taxable year, determined without regard to subsection
(b) (2) (D); and

"(B) 90 percent of the excess of (i) its interest income ex-
cludable from gross income under section 103 (a) (1) over
(ii) its deductions disallowed under section 265 and section
171 (a) (2), and".

(b) DiVMENDs PAID DwucTroN.-Seetion 852(b) (2) (D) of such
Code (relating to taxable income) is amended to read as follows:

"(D) the deduction for dividends paid (as defined in sec-
tion 561) shall be allowed, but shall be computed without
regard to capital gain dividends and exempt-interest
dividends."

(c) ExmmrT-IxT=ETr DIvwENDs.-Section 852(b) of such Code (re-
lating to method of taxation of regulated investment companies and
shareholders) is amended by inserting after paragraph (4) the follow-ing new paragraph (5):

"(5)JEXEMPT-IWTEM~sT DIVIDENDS.-If at the close of each
uarter of its taxable year at least 50 percent of the value (as
efined in section 851 ()(4) ) of the total assets of the regulated

investment company consists of obligations described in section
103(a) (1), such company shall be qualified to pay exempt-interest
dividends as defined herein, to its shareholders.

" (X) DEyiNrrioN.-An exempt-interest dividend- neans
any dividend or part thereof (other than a capital gain divi-
dend) paid by a regulated investment company and desig-
nated by it as an exempt-interest dividend in a written notice
mailed to its shareholders not later than 45° days after the
close of its taxable year. If the. aggregate amount so desig-
nated with respect to a taxable year of the company (includ-
ing exempt-interest dividends paid after the close of the
taxable year as described in section 855) is greater than the
excess of-

"(i) the amount of interest excludable irom gro.s Rin-
come under section 103 (a) (1), over

"(ii) the amounts disallowed as deductions under sec-
tions 265 and 171 (a) (2),

the portion of such distribution which shall constitute an
exempt-interest dividend shall be only that proportion of the
amount so designated as the amount of such excess for such
taxable vesirs hears to the amount so designated.

"(B) TREATMENT OF EXEMPT-INTEREST DIVIDENDS BY SHARE-
JIOLD.RS.-An exempt-interest dividend shall be treated by the
shareholders for all purposes of this subtitle as an item of
interest excludable from gross income under section 103(a)
(1). Such purposes include but are not limited to-

o"(i) the determination of gross income and taxable
income,
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"(ii) the determination of distributable net income
under subchapter J.

"(iii) the allowance of, or calculation of the amount
of, any credit or deduction, and

'(iv) the determination of the basis in the hands of
any shareholder of any share of stock of the company."

See. 3. Technical Amendment.
Section 103(e) of such Code (relating to exclusion from gross in-

come of interest on certain governmentaI obligations) is amended by
inserting after paragraph (23) the following new paragraph:

£4 (24) ExEMPT-INTEREST DIVIDENDS.-P'or treatment of exempt-
interest dividends, see section 852(b) (5) (B)."

Sec. 4. Disallowance of Deductions.
Section 265 of such Code (relating to nonallowance of dediictions

for expenses and interest relating to tax-exempt income) is amended
by adding at the end thereof the following new paragraphs:

"(3) CERTAIN REouLATED INVESTMENT COMPA.NIEs.-In the
case of a regulated investment company which distributes during
the taxable year an exempt-interest dividend (including exempt-
interest dividends paid after the close of the taxable year as de-
scribed in section 855) that portion of any amount otherwise al-
lowable as a deduction which the amount of the income of such
company wholly exempt from taxes under this subtitle bears to
the total of such exempt income and its gross income (excluding
from gross income, for this purpose, net capital gain as defined
in section 1222 (9)).

"(4) INTERZsT RELATED TO ExErr-INTEBST DIVIDENDS.-In-
terest on debtedness incurred or continued to purchase or carry
shares of stock of a regulated investment company which during
the taxable year of the holder thereof distributes exempt-interest
dividends, but in an amount not in excess of the amount of the
exempt-interest dividends received by such holder during such
year."

Sec. 5. Effective Date.
The amendments made by this section shall apply with respect to

taxable years beginning after December 31,1975.



Motor Fuel Excise Taxes





STATEMENT ON BEHALF OF THE NATIONAL LP-GAs ASSOCIATION, BY
ARTiUR C. KREUTZER, VIcE PIDsENT AND GENERAL COUNSEL

SUMMARY OF PRINCIPAL POINTS

(1) The present method of taxation and handling of the motor fuel
excise tax on use of propane in industrial lift trucks is inequitable and
Iiscriminatory, for the reason that equal or comparable tax is not im-
posed on competitive industrial lift trucks powered by electricity or
diesel.

(2) The favored tax position provided for electric powered lift
trucks represents stimulation of an inefficient use of energy resources.

(3) Conversion to use of propane in the desire to provide a cleaner
working atmosphere should not be penalized.

(4) Revision in tax handling will eliminate substantial confusion
for the lift truck user, the fuel supplier, and the tax collector.

(5) The amount of tax revenue involved is insignificant.
It is our recommendation that Sec. 4041 of the Internal Revenue

Code be amended to limit the tax on liquefied petroleum gas (propane)
to use in a highway motor vehicle. A suggested revision is attached to
this statement.

INTERESTED PARTY AND PURPOSE

The National LP-Gas Association is a national trade association,
having as members the producersof liquefied petroleum gas, the manu-
facturers of equipment and appliances using liquefied petroleum gas,
and the distributors and dealers. LP-gas is the common name used for
our product. The Association has over 5,500 members companies in 43
affiliated states. The membership represents over 90 percent of the
industry's volume of business. Its membership is predominately at the
distributor and dealer level. The Association's position as set out inthis statement would also reflect the position of other industry com-
panies. The more direct marketing impact of the tax discussed herein
is felt by these distributors and dealers who sell LP-gas at retail. The
employment and economic well-being of over 75,000 employees is in-
volved in the LP-gas dealer's business and the problems p resented.
The manufacturers of, and dealers in equipment utilizing LP-gas are
also adversely affected. Again, to the degree indicated in this statement,
this problem" is of serious concern to thousands of users of LP-gas
equipment.

Our purpose in appearing is to inform this Committee of the exist-
ing discriminatory tax treatment accorded LP-gas, as compared with
competing fuels in their use for the same purposes, the adverse imp act
on other national goals, and to apprise you of the confusing, burden-
some, and impractical administrative application and handling of
the present tax on LP-gas in non-highway motor fuel use incurred by
both the government and the user. In solution of these problems we
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recommend that the motor fuel tax on LP-gas be limited to use in a
highway vehicle. This recommendation is also aimed at limiting the
tax to those who receive the benefit.

PRODUCT AND TAX INVOLVED

LP-gas is composed of propane, butane, propylene, butylene, and
their mixtures. It is an energy source, or fuel, and a small part I of
total product usage is in motor fuel, principally off the highways. A
portion of such motor fuel use is in industrial tractors, or industrial
lift trucks. The tractor pulfs or p-ushes a load and the lift truck carries
it. It is herein that we encounter difficulties with federal excise tax
administration and our statement is partially directed at that problem.
In this usage LP-gas is a necessity in material handling and industrial
processing, and its taxation becomes a business cost. To follow one
step further, the tax burden on competitive products or business is not
the same. It varies according to the means employed. Again, because
of the diverse end product this tax impact cannot be evaluated.

The federal excise tax involved is the basic 2 cents a gallon tax on
special motor fuel. (Sec. 4041). The additional gallonage taxes on
highway vehicle use dedicated to the Highway Trust Fund are not
involved. LP-gas is one of the special motor fuels subject to Sec. 4041.
The others are benzol, benzine, naphtha, casinghead and natural gaso-
line, "or any other liquid". The other liquids that may be involved are
unknown to us. The products, other than propane, have little, if any,
motor fuel use.

Gasoline, or Sec. 4081 tax products, and kerosene, gas oil, and fuel
oil are specifically excluded, and diesel fuel is separately handled as
will be later covered. The special fuel tax is imposed on use in a motor
vehicle. A motor vehicle is defined by the Treasury Department inter-
pretation as a vehicle designed to carry or support a load. Conse-
quently, this tax applies on LP-gas use in an LP-gas powered industrial
lift truck and this is our area of concern.

DEFECTS IN PRESENT TAXATION

(1) The Present Special Motor Fuel Tam 18 Inequitable And Create8
Discrimination, Placing LP-Gas At A Competitive Disadvantage.

Competing electric battery powered or diesel fueled industrial lift
trucks do not face similar fuel or power sources taxation. There is
intense competition in- this industrial tractor market and the LP-gas
powered vehicle, and LP-gas use, is handicapped through unequal and
discriminatory tax treatment that unfairly aids competition. Fuel
cost is a substantial element in an industrial plant's decision on the
type of lift truck to purchase and the 2 cents a gallon tax as reflected
in total operating cost is many times the deciding factor.

Diesel fuel has a basic 2 cents a gallon federal excise tax but only on
use in a highway vehicle. The tax is not imposed on use in an indus-

ITotal Internal combUstion use In 1974, the latest year available was 1,800,750,-
00 gallons or under 10% of total product use (U.S. Bureau of Mines Report).
The major portion of this 10% is on the farm, for tractors, Irrigation pumping,
etc.
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trial plant nonhighway motor vehicle. A tax element of fuel cost is
-not faced when a diesel fueled industrial lift truck is purchased, or
diesel fuel is used.

The electric or battery powered industrial lift truck does not face-
this tax, or any comparable tax, as an element of operating cost. Lower
operating costs as a result of the tax favored position are a strong
competitive sales argument used by electric lift truck suppliers in their.advertising and promotional material. Competitive promotion of the
electric lift truck emphasizes this tax advantage. Removal of the
handicapping tax on LP-gas will not completely eliminate this cost
differential. but it will place LP-gas on a more equitable and competi-
tive plane. The effect of this promotion is demonstrated in the follow-
ing statistical data compiled by NLPGA.

INDUSTRIAL TRUCKS IN USE

1966 1971 1976

Total number .............................................. 623, 200 774, 100 984.000

Electric walkers (number) .......................................... 79 600 III 100 162. 300
Percent of total ............................................... -- 2.8) (14.4) (16.5)

Electric riders (number) ......................................... 7 121 100 1 100
Percent of toll ...............................................

IP-gas riders (nme)-----------------289, 'BW 34.
Percent of total--------------------------------------(46.(5) (43.4) (40.3)

Ga'cline and diesel riders (number) ................................ 17J 600 , 6 24) ( . 7)
Percent of total ...................................-............ (8. 5) 6 4.7)

1965 1970 1975

SHIPMENTS
Total number ............................................... 59,900 69,800 66.400

Electric walkers (number) .......................................... 8200 13 800 14 400
Percent ----------------------------------------------------- (13.7) (19. 8) (_.7)

Electric riders (number) ------------------------------------- 100 14800o 19 00
Percent .................................................... (6.7) (1.2)

LP-gas riders (number) ' ........................................... 25,0 25 500
Percent ...................................................... (43.2) (9.5 1P 9)

Gasoline and diesel (number) ' ...................................... is So 15,7)
Percent ...................................................... ( .5) - 8.8)

I Revised to reflect field conversions.

It will be seen that the market share, in the ten year period, of Elec-
tric Walkers increased by 3.7 percent, the Electric Riders by 6.3 per-
cent while the LP- as lift truck lost 6.2 percent of the market. While
Gasoline and Diesel Riders also decreased by 3.8 percent the loss is
believed to be primarily in gasoline units that were converted to pro-
pane. Contrasting 1965 and 1975 shipments reveal a much greater
market takeover by electric fuel vehicles were in riders, the principal
competitive unit, electric units showed a 11.9 percent gain, and LP-gas
units dropped 12.3 percent. Not only did LP-gas market shares drop,
but there was an actual decrease of 5,400 units. -

To carry this element of discriminatory treatment between compet-
ing methods one step further, as a material handler the lift truck serves
as a conveyor of materials. There is no comparable tax on the power
that supplies conveyors of the many other types, such as a built-in belt
conveying -system. There are also material handlers or conveyors in
electric powered pallets. The effect of this basic 2 cents a gallon federal
excise tax on LP-gas as a special motor fuel is to create an inequitable
and discriminatory tax that encourages tax free competition.

60-516--76--pt. 8-10
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(2) The Tao, Favored P6sition Provided For Electrical Powered Lift
Trucks Represents Stimulation Of An Ineffcient Use Of Energy
Re8ources And Impairs Energy Conservation.

In a governmental report 2 it is estimated that the efficiencies in pro-
ducing and delivering electricity range from 10 to 25 percent. In other
words there is a loss of energy resource employed in the production of
electricity of from 75 to 90 percent. The mentioned report further states
that systems for providing fuels directly to the consumer are more effi-
cient. "The greatest potential for energy conservation is often in the
selection of the right energy system for a particular need". The direct
use of propane in an industrial lift truck is both a more efficient use of
a natural resource, and the selection of the right energy system for a
particular need. We submit that instead of penalizing use of propane
through inequitable taxation, its use should be encouraged. Or to ex-
press it otherwise, inefficient and wasteful use of energy resources
should not-be stimulated. These twin objectives can be met by removing
the federal excise tax on use of propane in an industrial lift truck.
(3) Conversion To Use of Propane In The Desire To Provide A

Cleaner IVorking Atmosphere Should Not Be Penalized.
Many industrial plants bought LP-gas fuel or converted existing

lift trucks using other fuels to use of propane with the objective of pro-
viding a more desirable, or less polluted atmosphere through use of
clean burning propane instead of fuels that place the worker in an
atmosphere created by fuels with undesirable emissions, his upgrading
of working environment should be encouraged by removal of any tax
disincentive. National tax policy should encourage use of clean fuel.
Propane is a clean burning gas, as contrasted with fuel used in other
internal combustion engines. Some states with the objective of en-
couraging use of clean fuel have completely eliminated, or reduced,
their highway motor fuel tax on propane. In this statement we are only
requesting removal of the inequitable federal tax penalty.
(4) Revision In Tax. Handling Will Eliminate Substantial Confusion

For The Lift Truck Usetr, The Fuel Supplier, And The Tax
Collector.

The administration of the present law by IRS, and tax handling by
the LP-gas fuel industrial lift truck user, is complex, confusing and-
costly. To appreciate the problems involved it should be first noted
that "the tax is applied to use in motor vehicles, defined by the Treasury
Department as vehicle designed to carry or support a load. Use in a
vehicle that pulls or pushes a load is not taxable. An industrial lift
truck is in the first category. An industrial tractor is in the second
category. Industrial operations commonly involve both types of ve-
hicles. Consequently, we find in the same industrial plant, drawing
from a common fuel source, the two types of vehicles. In addition the
fuel may be used for other non-taxable purposes in the plant. The
determination of how much fuel is used for taxable purpose and how
much for non-taxable purpose presents problems of substantial diffi-
culty both to the Government and to the taxpayers. Tax determination
by the user and effective enforcement by the Government is costly.

s Energy-Environment and the Electric Power Prepared by the Council on En.
environmental Quality, August 1973.
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Substantial confusion exists among users as to the tax application
that understandably resists clarification when the complexity is recog-
nized. This confusion is not limited to users. In the past we have seen
differing interpretations from differing IRS District Offices. A simpli-
fication of this tax will serve both Government and the taxpayer with
little effect or tax income.
(5) The Tax Revenue Involved I Signifcant

The tax dollars involved on a special motor fuels under Sec. 4041
are not consequential. While as earlier mentioned, this tax applies to
specified other liquids, their taxable use is de minimis insofar as we
can ascertain. This tax in addition tolbeing on use in motor vehicles,
applies to use in motorboats and airplanes. LP-gas is not so used, and
we understand that use of other special motor fuels, if any, is
insignificant.

LP-gas taxable use in motor vehicles, other than in hi hway vehicles,
would argly be confined to the industrial lift truck. Our calculations
based on the number of LP-gas powered lift trucks in use at the end
of 1976 and the average~ usage indicate that the tax involved would
approximate $9.3 million a year.$ Taxes would also fluctuate
widely with industrial productivity.

SUMMARY AND RECOMMENDATION

Therefore, in the interest of competitive equity, efficient use of
natural resources, encouragement of use of clean fuel, tax clarity, and
administrative convenience we recommend that the existing special
motor fuel tax law be modified to limit tax application to special
motor fuel use in a highway vehicle, or if such proposal covers too
broad a field of tax producing special fuels, which we consider un-
likely, the motor fuel taxation of LP-gas be limited to use in a high-
way vehicle as is the present treatment provided for diesel.

SUGGESTED TAX REVISION

Sec. 4041. Imposition of Tax
(b) Special motor fuels. There is hereby imposed a tax of 4 cents a

gallon upon benzol, benzene, naphtha, liquefied petroleum gas, casing-
head and natural gasoline or any other liquid (other than kerosene,
gas oil, or fuel oil, or any product taxable under section 4081 or sub-
section (a) of the section)-

(1) Sold by any person to an owner, lessee or other operator of a
highway motor vehicle or motorboat for use as a fuel in such highway
motor vehicle or motorboat; or

(2) Used by any person as a fuel in a highway motor vehicle or
motorboat unless there was a taxable sale of such liquid under para-
graph (1).

In the case of a liquid taxable under this subsection sold for use or
used [otherwise than as a fuel is highway vehicle (A) which (at the
time of such sale or use) is registered, or is required to be registered,
for highway use under the laws of any State or foreign country, or

'396,600 LP-Gas lift trucks in use with an average annual use of 1,200 gallons.
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(B) which in the case of) in a highway vehicle owned, by the United
States, [is used on the highway] the tax imposed by paragraph (1)
or by paragraph (2) shall be 2 cents a gallon. [If a liquid on which
tax were imposed by paragraph (1) at the rate of 2 cents a gallon by
reason of the preceding sentence is used as a fuel in a highway vehicle
(A) which (at the time of such use) is registered, or is required to be
registered, for highway use under the laws of any State or foreign
country, or (B) in ihe case of a highway vehicle owned by the United
States, is used on the highway, a tax of 2 cents a gallon shall be im-
posed under paragraph (2).]
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WRtTrEN TEsTIMoNY OF A. JONES YORK, PRESIDENT, PAI E,
WEBBER, JACKSON & CURTIS INC.

SUMMARY

I am president of Paine Webber, Jackson & Curtis Inc., one of the
larpst investment firms that deals directly with the general public.
Paine Webber is a major investment banking firm with many years of
experience in providing financial advice to corporations as well as mar-
keting corporate securities. We think that Paine Webber is Well quali-
fied to speak on capital formation by utilities, having raised, as manag-
ing underwriters, over $2 billion annually in recent years for the tele-
phone, electrical and natural gas utilities. a

In recent years we have been raising increasing amounts of capital
for utilities, in an environment of high interest rates, deteriorating
quality of utility securities, and cutbacks in utility construction pro-
grams due to difficulties in raising capital. We recommend three basic
step in order to help utilities attract capital.

lPermanently increase the investment tax-credit to 12 percent for
all utilities.

2. Defer taxation of automatically reinvested dividends (reinvested
dividends would be treated for tax purposes as a stock dividend).

3. At the option of the issuer, dividends on new issues of preferred
stock should be tax-deductible by the issuer.

We particularly urge that any tax legislation for electric utilities be
extended equally to all ultilities. Any advantage given to one segment
of the industry should be shared by all segments. This need results
from the integrated nature of the market for the securities of public
utilities. Securities of all utilities compete for the same investor dol-
lars. Each segment is crucial to a heal thy economy.

All utilities share the characteristic of being capital intensive. For
the electrics and telephones, about $3.50 in capital is required to gen-
erate $1.00 in sales. By comparison, manufacturing requires about 75
cents in capital per dollar of sales.) In addition, the capital structures
of most utilities are highly leveraged with debt and share the problem
of inadequate interest coverage. Moreover, in most states. the same
regulatory agencies oversee the operations of all utilities and make no
distinction between them. Finally, utilities are alike in that their rate
of return on equity are inadequate at present levels to attract capital
on favorable terms.

Apart from being capital intensive and highly leveraged, the utilityindustry is one of our Nation's largest employers. In this connect ion, it
might le noted that the telephone industry employs almost one million
people-approximately twice as many as the electric utility industry.
Any tax legislation should be extended to all types of utilities in order
to maximize job opportunities throughout the industry,

(3591)
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STATEMENT

Mr. Chairman and members of the Committee, my name is A. Jones
Yorke. I am president of Paine, Webber, Jackson & Curtis Incorpo-
rated, one of the largest investment firms that deals directly with the
general public. Paine Webber is a major investment banking firm with
many years of experience in providing financial advice to corporations
as well as marketing corporate securities. We think Paine Webber is
well qualified to speak on capital formation by utilities, having raised,
as managing underwriters, over $2 billion annually in recent years for
the tale-hone, electric and natural gas utilities. We have recently been
raising increasing amounts of capital for public utilities. At the same
time, the cost of this capital has become unprecedentedly high for the
issuing companies. Already, many utilities-have significantly reduced
their construction programs simply because of their inability to raise
sufficient capital on reasonable terms.

I will address two questions: First, why should this Committee use
tax policy to remedy a bad situation I Second, what can tax policy do
to help meet the utilities' capital requirements?

WHY HELP THE UTILiIES?

At a time when we are struggling with recession and unemployment,
the role of utilities should not be underestimated. Utilities' expansion
must precede and entiq'pate growth in other sectors of the economy.
Telephones and electricity must be available before other businesses can
expand. Lead times of more than six years may be required to put these
facilities in place.

The inability of the utilities to attract sufficient new capital, particu-
larly equity capital, has contributed to slowing the pace of new con-
Rtruction. Unless we act quickly, we will suffer the consequences in the
future. Growth of the economy could be unnecessarily retarded for lack
of sufficient communications and energy facilities.

The best way to make utilities attractive to investors is to bring the
rates they charge into line with the cost of the services they provide. To
the extent that utilities receive sufficient rate relief, investors will be
encouraged to buy their bonds and stock at more reasonable prices.
Federal and state regulatory agencies have been somewhat responsive
in recognizing this, and substantial rate increases, combined with large
cutbacks in utility construction programs, have helped to improve the
overall utility financing picture from where it was a year ago. But rate
relief cannot do the entire job, because this would require rates to rise
so far and so rapidly that a substantial portion of our population would
no longer be able to afford these services.

T should emphasize that utilities share their staggering capital re-
quirements with other corporate and governmental users. Tax meas-
ures that stimulate investment generally can benefit all those users, in-
cluding the utilities. For instance, the introduction of measures such as
Senator Bentsen's plan to lessen capital gains taxes in increments over
a 15-year period would provide greater incentives to investment. Simi-
larly, the mitigation of double taxation of dividends by increasing the
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dividend exclusion from income taxes would spur investment by indi-
vidual savers. Such measures could also have immediate impact on un-
employment. We support the objectives'of these and similar measures.

SPECIFIC RECOMMENDATIONS

Following are five recommendations for tax reform which we believe
should be carefully considered for all public utilities-telephone, gas
and water, as well as electric.
1. Permanently increase tMe bnvestnent tax credit to 12 percent

This committee's decision earlier this year to raise the limit on the
investment tax credit to 10 percent was limited in im act b the two-
year duration. Due to the time lag between passage of legislation and
the time the legislation begins to have its desired effect, many utilities
will be unable because ol their poor income positions, to take full
advantage of te temporary increase in the tax credit.

It is important to make the investment tax credit permanent. In-
vestors are aware that utilities are unable to plan capital expenditures
on a cycle as short as two years and they realize that an investment tax
credit of longer duration is necessary to make a significant impact on
capital investment decisions. We endorse the President's Labor-Man-
agement Committee proposal of a permanent increase to a 12 percent
rate.
R. Defer taxation of automatically reinvested dividend.

As I mentioned earlier, we favor elimination of the double-taxation
of corporate dividends. Short of complete elimination, we strongly
support the proposal outlined by Secretary Simon to allow deferral
of income tax on dividends that are automatically reinvested. This
would encourage the accumulation from internal sources of capital
which can be used to fund further growth. It would also equalize, to
a certain extent, the tax treatment of an investor in a dividend-paying
utility with an investor in a company which reinvests its capital rather
than pay a dividend. This mechanism would thereby make utility
stocks attractive to a new class of investors who seek capital apprecia-
tion rather than income. We believe that this is a key method of ex-
panding the market for the securities of public utilities.
3. At the option of the issuer, dividend, on prefenred 8took should be

deductible
The option for a utility to issue preferred stock the dividends on

which would be tax deductible by the issuer, would have a tremen-
dously beneficial effect on the capital position of utilities. This option
would allow a utility to reach other classes of investors than the cus-
tomary corporate purchasers of preferred stock. These corporate in-
vestors would continue to be attracted by the 85 percent exclusion avail-
able on the traditional form of preferred stock, which utilities could
continue to offer, along with the new-type preferred. The new form of
preferred would make higher dividends possible and would appeal to
investors whose tax-exempt status or minimal tax liability make the
85 percent exclusion less attractive. We believe that the new option
would substantially broaden the market for preferred stock, and that
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the new preferred would be particularly attractive to individual
investors.

Such an option would provide new capital to the utilities without
diluting the position of common stockholders. Earnings per share
would increase to the extent that the new preferred was substituted
for old preferred or for common stock. To the extent it is used as a sub-
stitute for debt financing, the company's debt ratios would improve,
thereby reducing the cost of debt financing. --
4. Increase the term for 1088 carryback and carryforward

Many utilities are experiencing low earnings or actually operating
at a loss for income tax purposes. We recommend, therefore, an in-
crease from the present limits for loss carrybacks and carryforwards
to more realistic limits such as ten and seven years, respectively.
6. Maintain competitive parity amnw utilities

Any advantage given to one segment of the utility industry should
be shared by all segments. This need for competitive parity results
from the integrated nature of the market for the securities of public
utilities. Securities of all utilities compete for the same investor dol-
lars. Each segment is crucial to a healthy economy.

All utilities share the characteristic of being capital intensive. For
the electrics and the telephones, about $3.50 in capital is required to
generate $1 in sales. (For comparison, manufacturing requires about
83 cents in capital per dollar of sales.) In addition, the capital struc-
tures of most utilities are highly leveraged with debt and share the
problem of inadequate interest coverage. Moreover, in most states the
same regulatory agencies oversee the operations of all utilities and
make no distinction between them. Finally, utilities are alike in that
their rates of return on equity are inadequate at present levels to at-
tract capital on favorable terms.

CONCLUSION

We believe that the benefits of implementing these proposals are
well worth the possible short-term losses to the Treasury. We urge the
Committee's careful consideration of these proposals.

PAINE, LOWE, COMFwN, HERMAN & O'KZLLY,

Mr. MICHAEL STERN, k , Wah., Aprl 2, 1976.

(otninittee Staff Director,
Dirkeen Senate Office Building, Waekington, D.C.

DEAR MR. STERN: We are counsel for The Washington Water Power
Company of Spokane, Washington, a utility company primarily.en-
gaged .i the production, transmission and distribution; of electricity
in Eastern Washington, Northern Idaho and Western Montana and
in the distribution of natural gas in Eastern Washington and North-
em Idaho. As such counsel, we were involved in litigation challenging
taxes imposed by the State of Washington on electric energy sold for
export and are presently involved in litigation in Montana and Idaho
-involving similar taxes.
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It is understandable that States hard pressed for money will be
tempted to raise money painlessly by imposing taxes paid solely by
taxpayers of another State. It is also the function of the United States
through constitutional or legislative processes to prevent the States
from placing artificial economic barriers at State lines.

We, therefore, support the general intent of S. 1957. However it
appears to go too far as presently drafted. The title to Title II refers
to "Discriminatory Taxes" but the substantive provisions appear to
prohibit all taxes.

The New Mexico tax is one that appears to us to be patently dis-
criminatory. We understand that New Mexico justifies its tax, in part,
by reference to the Washington tax. The practical operation of the
Washington and New Mexico statutes is quite different. In Washing-
ton there is a 3.6 percent tax at the retail level. The retail price includes
manufacturing costs and transmission costs as well as distribution
costs. Sales at wholesale involve only the manufacturing costs and
transmission costs to the point of delivery which then incur a 3.6 per-
cent tax on those functions only when the power is exported. In PUD
No. 2 of Grant County v. State, 510 P. 2d 206, the Washington Supreme
Court upheld .a tax on the sale at wholesale of electricity to be ex-
ported from the State. However, the 3.6 percent tax was applied to
export power that sold in the neighborhood of 5 mills while it was
selling at retail at anywhere from two to three times that much and
the same rate of tax is applied to retail sales. Applying 3.6 percent to
5 mills results in a tax of $.00018 per kwh. Applying 3.6 percent to 1.5€
results in a tax of $.00054 or three times the tax applied to export
power. Even this was considered unfair by the Washington Legisla-
ture because it resulted in a manufacturing tax much higher than other
manufacturing taxes in 1965, while the court case was pending, the rate
applied to manufacture of electricity which is paid only on export
power was reduced by the Legislature to .44 percent. Applying this to
5 mills results in a tax of $.000022 per kwh, which makes the New
Mexico tax over 18 times the tax now charged by Washington.

In summary, the principal point of difference is that Washington
bases its tax on the value of the product at each stage and picks up
the value on a proportionate basis at the manufacturing stage in its
tax on retail sales in the State. As the Washington Court, in PUD
No. 2 of Grant County v. State pointed out, ** * the tax deduction
that is made at the sale to a Washington utility is made up at the time
the Washington utility buyer sells to its customers." The .4 mills per
kwh levied by New Mexico, being completely arbitrary and with a
direct credit to local utilities up to and including their entire liability
under the Gross Receipts Tax, in its practical operation does "work
a discrimination against interstate commerce." It lacks the automatic
apportionment of the Washington statute and the tax is not appor-
tioned to the business done in the State.

Since the United States is moving into a period of energy shortage
and since the supply of energy is not evenly distributed, the Congress
should addr. s two aspects of the problem.

First is the prevention of discrimination against interstate com-
merce which may be prevented in the courts by enforcing the
Constitution.



3596

Second is the prevention of discrimination against energy sources.
A state should be able to levy a manufacturing tax on electricity or
other forms of energy but the amount of the tax should be reasonably
related to the burden imposed on the state by the manufacturing
or other process. The tax rate should be comparable to the rate of
taxes levied on other comparable business as it is presently in the
state of Washington.

The Congress should also consider expanding the studies proposed
to include other forms of energy. Confiscatory taxes placed on coal,
oil, natural gas, uranium, etc. will compound the nation s energy prob-
lems. It is particularly in the area of-discrimination against energy
as contrasted with discrimination against interstate commerce that
the courts will not be able effectively to provide solutions and the
Congress will be the only body having the authority to do so.

Thank you for this opportunity to express our views.

PAINE, LOWE, COFFIN, HERMAN & O'KELLY.
By ALA-N P. O'KErLEY.

PUBLIC UTILITIES COMMISSION,
STATE OF CALIFORNIA,

San Franrjsco, Calif., May 6, 1976.ion. RtSSFELL B. LoNG,

Chairman, Senate Committee on, Finance,
Washington, D.C.

DEAR CHAI x Lo.\,o: I am writing to call your attention to the
undesirable economic consequences precipitated by a recent Internal
Revenue Service Ruling. The nature of the dilemma created by the
IRS as well as proposed legislative solution by an amendment to H.R.
10612 are outlined below.

All 400 of the water utilities under the California Public Utilities
Commission's jurisdiction extend water service to individual custoineis,
subdivisions, housing projects or industrial developments under an
identical rule prescribed by this Commission after hearings and by
formal decision. This rule, a copy of which is enclosed, specifically
defines the terms and conditions under which Contributions In Aid Of
Construction (hereafter called Contributions) are to be accepted. As
provided by paragraphs A-3c and A-6e, all construction for both sub-
divider advances as well as Contributions are adjusted to actual cost.

Utilities entering into specific agreements pursuant to this rule have
on file, with this Commission, standardized contract forms. The amount
of the Contribution and the specific facilities, associated with the Con-
tribution, are set forth in these contracts. Any changes from these
contract forms must be specifically approved by this Commission.
Copies of the contract forms in which Contributions are required are
enclosed for your review.

As indicated in Rule No. 15, contributions are, generally, paid by
a developer, in cash, so that the utility may construct the necessary
distribution mains, pumps or water tanks to provide service to the
development. When the cost to construct becomes known, the amount

1 This was made a part of the offielal files of the Committee.
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of the cash advance is adjusted to actual cost. The rule also allows the
developer to construct the physical facilities himself. In this instance,
the necessary record and vouchers to substantiate the actual cost is
furnished the utility together with the cost of the utility's inspection
and supervision.

The utility records the actual cost of the contribution in its plant
accounts, andl in its Balance Sheet Account No. 265, entitled Contribu-
tions In Aid Of Construction. In developing the rate base on which
the utility is allowed to earn a fair rate of return, contributions are
deducted. Depreciation expense on contributed plant is also not con-
sidered an allowable expense in developing appropriate rates. Thus,
under regulation, contributions provide a direct benefit to the con-
sumer, but, not to the utility.

The principal beneficiary of this system is the existing ratepayer.
If the water utility paid for the new plant construction the cost would
be included in the utility's rate base and the utility would be entitled
to a rate of return on that portion of its investment. However, since
mains and services must be installed before roadways are completed
and actual home construction begins, a considerable amount of time
would pass before the utility realized a full rate of return on this new
plant. The utility would, therefore, be entitled to increase the rates
to existing ratepayers to insure a fair rate of return on this total in-
vestment. This is the situation which is avoided by developer contribu-
tions in aid of construction under Rule 15.

The IRS has, until recently, treated developer contributions in aid
of construction as non-shareholder contributions to the capital of the
Utility under Section 118 of the Internal Revenue Code.

In December, the IRS issued Revenue Ruling 75-557 holding that
connection fees paid to water utilities constituted gross income rather
than non-shareholder contributions to capital. While the ruling did
not specifically consider. contributions in aid of construction, it did
revoke Revenue Ruling 58-555, which had held that contributions in
aid of construction to regulated utilities were non-taxable contributions
to capital. One must reasonably assume, as the water utilities are as-
suming, that the IRS intends to treat developer contributions in aid
of construction as taxable income to the utility.

The legal basis for the Ruling is arguably non-existent and uncer-
tain at best. This Commission, as well as the National Association of
Regulatory Utility Commissioners (NARUC), has requested that the
IRS clarify, reconsider or modify the Ruling. We were informed that
such request could only come from a taxpayer who would be required
to submit a specific set of facts to the IRS. This procedure is being
pursued by one large utility within our jurisdiction. However, we do
not expect a speedy resolution of the matter by the IRS.

Until this matter is resolved, the question remains: who will bear
this tax burden ? Should the utility bear it, it will simply be passed on
to the ratepayer in the form of increased rates. An alternative is to re-
quire the developer to contribute an amount sufficient to cover both
the cost of plant construction and the utility's tax liability. Under
this plan the new home purchaser would bear the burden in the form
of a higher purchase price. Neither result seems to us to be consistent
with a national policy of economic vitality.
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The NARUC has proposed a legislative solution to the problem de-
scribed above. Their proposed amendment (copy attached) to the Tax
Reform Act of 1975 would insure that developer contributions in aid
of construction such as those administered by this Commission pur-
suant to Rule 15 would continue to be treated as non-shareholder con-
tributions to capital under Section 118 rather than gross income under
Section 61.

We strongly urge you to support this measure. It is truly in the best
interest of utility consumers, the housing industry and the economy
in general.

Very truly yours, 1). we HOLMES, Presidnt.

Enclosure.

NARUC PROPOSED AxENDMENT To H.R. 10612 TO PROVIDE THAT
CONTRIBUTIONS IN Am OF CONSTRUCTION ARE NOT TAXABLE AS
INCOME

SEC. -. CONTRIBUTIONS IN AID OF CONSTRUCTION.
(a) GENERAL RULE.-Section 118 (26 U.S.C., sec. 118) is amended

by redesignating subsection (b) as subsection (c), and by inserting
after subsection (a) the following new subsection.

"(b) CONTRIBUTIONS IN AID OF CONSTRUCTION.
"(1) GENERAL RULE.-For purposes of this subtitle, the term

'contribution to capital' includes any payment of money or trans-
fer of other property made to or for the use of a regulated pub-
lic utility [within the meaning of 26 U.S.C., section 7701 (a) (33)

(A), (B), (C), and (D) ] as a contribution in aid of construction
by a developer, an existing or potential customer, a governmental
body, or any other person (whether or not a shareholder) if:

"(A) the money which is paid is used for (or is reimbursement
for) the acquisition construction, installation, extension, connec-

- tion, or relocation bi eligible property; or
"(B) the property which is transferred will, in the hands of the

transferee, constitute eligible property.
"(2) ELIoBLE PRoPRrt.-For purposes of paragraph (1), the

term 'eligible property' means property used predominantly in
the trade or business of the furnishing or sale of services described
in section 26 U.S.C., section 7701 (a) (33) (A), (B), (C), and (D).

"(3) DISALLOWANCE OF DEDUCTIONS AND INVESTMENT CREDIT.-
Notwithstanding any other provision of this subtitle, no deduction
or credit shall be allowed for or by reason of, the expenditure by
or on behalf of a regulated public utility of any funds constituting
a contribution to capital biy reason of paragraph (1) ."

(b) Emc'wECm DATE.-The amendments made by this section shall
apply to transactions entered into on or after February 1, 1976.
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STATZMEZK' OF MORMS HMHSON, PRIENT, NATIONAL BAmzz
AND DRUm Assocunozo

TAX TREATMENT OF REUSABLE STEML DRUMS

My name is Morris Hershson. I am President of the National Barrel
and Drum Association, having its offices in Washington, D.C. We rep-
resent the steel drum reconditioning industry, which reconditions and
puts back into reuse approximately 40-50 million 55-gallon steel
drums annually. Our Association represents about 75 percent of all
reconditioners in this country and roughly 85 percent to 90 percent
by volume of the total national production.

In the 55-gallon size, which is the main steel drum size in which we
are interested, approximately 20-21 million drums are manufactured
annually. Except for Rheem Manufacturing Company, the major
drum manufacturers are subsidiaries of the steel industry: U.S. Steel,
Jones and Laughlin, Republic Steel and Inland Stee, with many
smaller volume, independent producers. The number of drums recon-
ditioned annually is about 2 to 3 times the number manufactured. Al-
though our members are all in the category of small business, our in-
dividual plant investments in this industry, essential to the environ-
menit, range from one half a million to seven million dollars in
buildings and. equipment. Nationally, our sales service volume is in
excess of $300 mil lion.

Reconditioners of steel drums have, for about 50 years, been con-
serving the nation's assets---conserving steel-conserving energy-
conserving natural resouirces-and reducing solid waste pllution .Let
us consider each of these salutary results of our industry's efforts.

With reference to energy: the study submitted with this statement,
which was recently prepared by economists at the University of Illi-
nois,'calculates that manufacturing a steel drum-including the steel
involved-consumes 10 times as much energy as reconditioning a drum.
The conclusions are, and I quote:

"A shift from the current mix of reusable and single-use drums to
an all-18-gauge drum system, with an average of 8 reconditionings per
drum (9 fills), would create energy savings of 17,043 billion Btu per
year, which is 23 percent of the total energy requirement of the pres-
ent system, and enough energy to provide electric power for one month
to a city the size of -San Francisco.

"iClearly, efforts to increase the use of 18 gauge drums and the rate
of return of such drums (by such means as deposits) would conserve
energy. Conversely, a trend to increase the use of light gauge drums,
or to reduce the return rate of drums would further bur len merican
energy resources."

Translated into different terms, by reconditioning 40 million drums
a year, our industry saves the equivalent in energy of 1 billion 800
million gallons of oil.

(859)
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As for the conservation of steel, by reconditioning 40 million drums
annually, we save over 2 billion pounds, or 1 to 1 million tons of
sheet steel. It is almost unnecessary to spell out the obvious resultant
conservation of natural resources. The coal, iron ore, manganese, sul-
phur, phosphorus, carbon and other minerals and chemicals conserved
by not manufacturing that 1 million tons of steel annually is a vital
contribution to the preservation of our natural resources.

As for reducing solid waste pollution: if these drums were. not
picked up, reconditioned and put back into commercial reuse, they
would constitute a serious blight and a contributing factor to pollu-
tion of the Earth, air and water. Most drums contain a residue of their
previous contents-oils, chemicals, petrochemicals, pesticides, paints,
etc. Our industry acts as an unpaid collection system, receiving all of
these pollutants, treating them, cleaning the containers and returning
them to commercial reuse, while at the same time disposing of the
residual sludge.

Although our industry is not. directly involved in the recycling busi-
ness, we clean, recondition and refurbish steel drums so that they are
again reusable by industrial fillers of the many products shipped in
drums-both hazardous and nonhazardous. We feel that a reuse in-
dustry should be given as much, if not greater encouragement than a
recycling industry.

This introductlon to our industry leads me to the reason for our
Submission to this Committee. -For the past 10 to 15 years, the steel
industry, through its subsidiaries, has been encouraging the purchase
of "throwaway" (one-time use). or short-lived drums. These are thin-
walled, lighter-weight drums, fabricated of 20, 22 or 24 gauge steel.
The standard 55-gallon drum, for a quarter of a century, was made of
18-gauge steel, this thickness having proved itself to industry, in both
peace and wartime, as bulwark of strength in transportation, storage,
stacking, reconditioning and reuse, as the safest and most economical
container. Furthermore, for safety reasons, according to Department
of Transportation regulations, almost all hazardous materials shipped
in drums must be shipped in drums made of 18-gauge or heavier teel.

The steel industry has introduced several lighter weight drums in
order to compete with the reconditioned drum. They introduced a 24-
gauge drum fabricated of steel'one-half the thickness of 18-gauge,
which is sohi in limited quantities; more importantly, they introduced
the 20/18-gauge drum, made with an 18 gauge top and bottom and
a 20 gauge body, 10 pounds lighter and with a short commercial life
of 2 to 8 trips, compared with the 8 to 10 trips afforded by an all 18
gauge.

In recent months this trend has been accentuated. One drum manu-
facturer has obtained permission from the National Classification
Board of the American Trucking Association to use, for the trans-
portation of liquids, a 19/22/20 gauge drum; this drum has a light,
19 gauge bottom-a lighter 22 gauge body-and a 20 gauge top. It is
marked "Nonreusable for Liquids" and therefore is, by design, a single
trip, throwaway drum.

More dangerous is the all 20 gauge drum, proposed to the same
Board by the Steel Shipping Container Institute, the association rep-
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resenting steel drum manufacturers. This drum will be "reusable,"
and, in our opinion, will have an extremely short life, if any, beyond
its initial use.

The steel drum manufacturers are not concerned with the wasteage
of energy and natural resources. They are now asserting that they
should be permitted even lighter gauge drums, in order to produce
more drums per ton of steel. They disregard the fact that this increase
in drum production would be illusory; actually, it would reduce the
supply of used drums in the national inventory, a situation already
affecting the Nation today. There is currently a severe shortage of
drums because too many of the drums manufactured in recent years
have been throwaway, or short-lived drums.

Because the 20/18 gauge drum uses 10 pounds less steel, there is a
price differential of approximately $1.00-between it and the all 18
gauge drum. Due to this differential, many industries, such as chemi-
cals, petrochemicals, varnishes, paints, et cetera, which sell drum and
contents together, purchase the 20/18. The oil industry, in the main,
is on a returnable drum system and therefore pays the additional $1.00
for the 18 gauge drum, since they consider it more economical because
of its longer life.

For some years, we have endeavoured to persuade the chemical and
other industries to revert to the all 18 gauge drum, for the reasons
mentioned. Despite our efforts, light gauge tight head drums have in-
creased in production from 2 percent in 1957 to 50 percent in 1974, to
the detriment of the economy and the environment.

We believe that a tax incentive--or perhaps a tax disincentive--
in this field would serve the national interest by reducing solid waste
pollution, conserving energy and natural resources, and fighting in-
flation by reducing the packaging costs of essential industry products.

Let us assume that the 18-gauge drum cost $12.00, and that the
lighter weight 20/18 gauge costs $11.00. If, for example purchasers of
18-gauge, 55-gallon steel drums were permitted to deAuct $13.50, or
$1.50 over the cost of the drum, as a legitimate tax deduction, this
would discourage the purchase of 20/18 and lighter drums.

Another avenue might be to restrict purchasers of 20/18 gauge or
lighter drums from deducting the entire $11.00 cost of the package,
allowing them a legitimate deduction of $9.00, or a reduction of $2.O.
A simplified and more easily workable system would be to permit an
increase in the tax deductible cost of 15 percent for 55 ga- on drums
of 18 gauge, and a decrease in the same percentage of 55 gallon drums
lighter than 18 gauge. Such a tax incentive or disincentive should
discourage the purchase of light-weight, nonreusble drums, and
therefore would increase the production of all 18 gauge, reusable steel
drums.

However, this recommended tax adjustment would not, by itself,
completely achieve the desired objective. It would be in the national
interest if sellers of drum and product (such as the chemicals indus-
try) could be induced to use and reuse the 18 gauge drum. This reuse
was recognized as a strategic necessity during World War II. At that
time, the War Production Board rohibited the purchase of new
drums unless the user had used and reused his supply of drums as -
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many times as possible, in order to save steel for the war effort. A
similar requirement (by the tax route) should be imposed on industry
today, subject of course, to Department of Transportation regulations.
This would save steel needed for the economy, it would save energy
and natural resources, and reduce the solid waste problem caused by
throwaway drums.

Attached to this statement is a copy -of the University of Illinois
Energy Study referred to earlier, a copy of the remarks on the sub-
ject made by former Congressman Abner Mikva, which appeared in
the Conge onal Record of Nov. 1, 1971, and a copy of Senator Jen-
'nongsRandolph's remarks, also, in the Congressional Record of
Mar. 80, 1972. Since those remarks were made, bills have been intro.
duced in the House to propose banning the manufacture of light-
gauge, non-reusable steel drums, by former Congressman Brad Morse
(H.B. 14707) in the 92nd Congress, and by Congressman Ancher
Nelsen (H.R. 8471) and Congressman Edwin B. Forsythe (H.R.
11884).

We urge this Committee to recommend to the Congress the creation
of a tax incentive or disincentive which, by discouraging the purchase
of non-reusable, or short-lived steel drums, would provide significant
environmental benefits.



Industrial Development Bonds
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TnsTMONY OF MICHAEL D. BROMBERO, EsQ., Dninco, NATIONAL
OmcnES, FPmmuTxoN OF AEVRICAN HserrAiS

The Federation of American Hospitals is the national trade associ-
ation representing the nation's approximately 1,100 investor-owned
hospitals. All of these facilities were built or acquired with private
capital and a substantial number are located in medically underserved
areas. These hospitals, providing quality care as efficiently as possible,
are frequently the only institutions serving the communities in whichthey are located.he testimony which we are submitting as part of these hearings on

tax reform is meant to draw your attention to the urgent need to add
hospitals to the list of categories exempt from the $5 million limitation
on qualified, tax-exempt industrial developmental bonds. The need for
such legislation has been recognized by Senator Lloyd Bentsen, who
earlier this month introduced S. 3241, a bill designed to provide that
exemption. As he noted in his introductory remarks, this bill "is needed
to assure an adequate supply of health services in rural and inner-city
sections of the United States Historically, investor-owned hospitals
have located in rural areas with inadequate health facilities." We
would like to commend the Senator for his efforts and urge your fa-
vorable action on his bill.

Health care in the United States is desperately in need of capital
financing for facility expansion and modernization. The usual sources
are not always open to hospitals. Non-taxable hospitals are presently
able to market their own bonds bearing tax exempt interest. At the
present time, non-profit hospitals finance over forty percent of all new
construction and/or modernization through the use of general revenue
bonds. There is no limit on such issues, and last year they financed $4.3
billion in hospital projects.

In contrast, investor-owned hospitals must use industrial revenue
bonds which are subject to a $5 million limit per issue. This limit ap-
plies to all capital expenditures related to the project which are made
during the three years preceding and three years following the issu-
ance of the bonds. The ability to finance construction and modermiza-
tion projects in large part. determines whether or not they will exist.
Industrial development bonds figure prominently in underwriting the
costs involved, and although the maximum $5 million issue adequately
covered these costs in 1968, to build a similar 200 bed facility today
would run over $11 million. Put another way, the $5 million limit wiT,
permit the construction of an 80 bed hospital at the present time, and
generally speaking, such a small physical plant may be uneconomical
unless it is a part of the integrated system.

Working from such a base, Congressional efforts to raise the maxi-
mum on small issues from $5 million to $10 million still fall short of
what the investor-owned hospital industry deems to be necessary.

(3605)
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Since 1968, the Internal Revenue Code has permitted Fovernmental
units to issue industrial development bonds in six specifed categories
which bear tax exempt interest even though the proceeds from tho
siale of the bonds are turned over to private business. These six cate-
gories, which are exempt from the $5 million ceiling because of their
public need and high construction cost, are as follows:

(1) Residential real property for family units;
2) Sports facilities;

(3) Airports, docks, wharfs, mass commuting facilities, park-
ing facilities, or storage or training facilities directly related to
any of the foregoing;

(4) Convention or trade show facilities;
(5) Sewage or solid waste disposal facilities or facilities for

the local furnishing of electric energy, gas or water; and
(6) Air or water pollution control facilities.

We believe that hospitals should be added to the above exemptions
because they too serve a fundamental public need and require a con-
siderable capital investment. As Senator Bentsen noted, "There is no
justification to give priority to convention halls and sports facilities-
as compared to health facilities."

One of the most important reasons for warranting the reclassifica-
tion of hospitals into the fully exempt status is the development of
effective areawide planning authorities, largely through the passage
of P.L. 93-841, the Comprehensive Health Planning Law. This law,
which requires state certificate of need programs as a condition for
receiving federal planning funds, effectively limits future construction
of projects to those which serve a real need in the community. As a
matter of course, bond underwriters normally require an extensive
feasibility study to document the community needs before considering
marketing the proposed bonds. Thus, to the extent that there are ex-
cessive beds in a geographic area, the expansion of industrial revenue
bond financing will not result in the creation of additional beds--un-
needed facilities simply will not be constructed due to the planning
authorities.

It is the common desire of both Congress and the health care indus-
try to provide high quality care in the most efficient manner possible.
An expansion of the tax exempt industrial revenue bond financing
mechanisms would contribute directly and immediately to the lowering
of hospital costs and charges.

If construction of private hospitals was financed through tax
exempt industrial revenue bonds, the savings in annual interest cost
would be approximately 30%. The annual savings that would result
could be pas-ed along to patients in terms of lower charges.

In brief, we urge the Committee to carefully consider and support
Senator Bentaen s measure, S. 3241, because the inclusion of hospitals
as an exempt category would:

(1) Attract investment of private capital in needed hospital
construction:

(2) Ease the burden on strained federal, state and local budgets for
construction of health facilities in underserved areas;

(8) Encourage necessary modernization of existing investor-owned
hospitals;
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(4) Provide relief for investor-owned hospitals which in 1974 alone
paid $46.3 million in property taxes and $125.8 million in state income
taxes;

(5) Curb rising hospital costs and charges through general taxrehiel; and_- .
(6) Provide greater capital resources to meet increasing demand

for access to hospital care.
The Department of Health, Education, and Welfare has estimated

that several billion dollars will be needed in the next decade to buiild
needed new facilities and replace existing substandard facilities. These
projections have not even been adjusted for the impact of national
health insurance. In addition, the Senate is currently considering
passage of a manpower bill to create the needed medical and para-
medical resources which must be available to meet the anticipated
increased demands which will be generated under a program of
national health insurance. Manpower will be of little value, however,
if there are not adequate physical plants.

The replacement of existing, outdated facilities or the construction
of new ones in areas that never had a hospital, continues to be the
cornerstone of our industry. There are still areas of the country-
chiefly rural-where there is a tremendous need for the provision of
quality health care. At the present time, there are over 300 communities
where the only available hospital facility is investor-owned. There are
other communities where as yet no hospitals exist. We are seeking to
remedy that -situation by building new facilities. all of which must
meet specific certificate of need criteria. But financing is crucial.
Reclassification of hospitals into the fully exempt industrial revenue
bond category will go a long way towards meeting these capital needs
through the private sector.

We thank you for the opportunity to make our views known, and
ask that they be included as part of the official record of these
proceedings.
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STATE NT OF AxECAN SocrT or AssocwroN ExzcuTn

IRS REULATIONS ON T2ADE ASSOCIATIONS INCoE ROM TRADE SOWI

This statement is submitted on behalf of the American Society of
Association Executives by James P. Low, President and Chief Ad-
ministrative Officer, ASAE, has submitted separate statements con-
cerning the deductibility of attendance of foreign conventions and
advertising in trade association publications. This statement is sub-
mitted to urge the Committee to overrule IRS interpretation of the
unrelated business income provisions of & 512 of the IRC as it relates
to trade show income. The Service position threatens the U.S. Com-
merce Department's Foreign Buyer Program which was launched in
1974 to encourage foreign buyers to attend trade shows in the United
States. Further, the United States stands to lose millions of dollars
in export sales and jobs as the result of the Service's position on trade
show income.

In many cases, one of the most important functions of a profes-
sional society or trade association is the organization and operation
of regular shows, where members of a particular industry may display
their products and techniques, and where manufacturers and distrib-
utors of products used in the industry may display their products
Trade shows are operated in various ways, some of which give rise to
income to the organizing association. The Internal Revenue Service
considers such income under certain circumstances to be unrelated busi-
nc4s taxable income to the sponsoring organization involved.

Recently the Internal Revenue Service issued rulings specifying
when income from trade shows would constitute unrelated business
taxable income. Those rulings held that if an association enforces "no
selling" agreements at its trade show, no particular services would be
performed for particular individuals, and no unrelated business tax-
able income would exist. In other words, where an association or
society acts as a policeman and insures that exhibitors do not sell their
warm at the trade show, no income will exist. Otherwise come from
the show would constitute unrelated business income of the association
or society taxable under the Internal Revenue Code.

The contribution of trade shows (including selling ones) to the
exempt functions of the association is undeniable. The purpose of
trade shows is to provide members of a particular industry or profes-
sion, whether or not members of the sponsoring organization, with a
method of displaying industry products and services to the public
and to other industries. Often an industry is composed of a great

-many small to medium-sizt"d producers which are not national in
scope. The trade show provides such producers with an opportunity to
display their products-new products, improved products, technologi-

(3611)
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cal advances, etc. Other firms in the industry are forced to review their
own products with a view to upgrading in order to remain competitive.

Trade shows began in order to fill a void displaying the products of
smaller industry members and assisting them to maintain an aware-
ness of changing industry and government standards. Trade associa-
tion-sponsored shows do not compete with other organizations but
merely foster competition within a particular industry or profession.
It provides the little guy an opportunity to display his product side
by side with the biggest member of the industry on a product basis
without the intervention of national advertising or franchised dealer-
ships. Further, it allows a person to expose his product to potential
foreign buyers who, but for the show, would not even be aware of his
existence.

In summary, the primary purpose of trade shows is not to make
money for the sponsoring association. The purposes are to provide a
giant display window to enable the public and potential purchasers
to view that industry's products, and at the same time, permit smaller
members of that industry to become conversant with the ever-changing
government standards for such products. The rulings promulgated by
the Service which expose incidental income to tax would make the
operation of such shows much less attractive. One wonders what is
achieved by such action-a small amount of revenue as compared with
the potential overall damage to smaller members of some industries.
This is not a situation in which a tax exempt organization is compet-
ing with a taxable organization and is using its tax-exempt status as a
means to engage in unfair competition. Rather, this is the fostering
of completion and the filling of a void. Foreign countries subsidize the
organization and operation of trade shows. hVly should we penalize
U.S. associations and societies in their efforts to compete with foreign
producers or professionals I To combat foreign competition, the US.
Department of Commerce initiated a program of encouraging foreign
nationals to attend U.S. trade shows and to buy products at U.S.
shows. The "Foreign Buyers" program of -the Department of Com-
merce appears to be in direct conflict with the Treasury Department's
recent regulation

As a result of the IRS action, many U.S. associations are reconsider-
ing plans for future trade shows especially those to attract foreign
buyers who purchase millions of dollars of U.S. products and services
which, in turn, result in jobs for many thousands of Americans. For
example, the Society of the Plastics Industry, Inc., New York City,
has recently cancelled plans with the U.S. Department of Commerce
to invite 4,000 foreign buyers to attend its 1976 trade exposition. It
seems incredible that one branch of our Federal government is restrict-
ing trade show selling while another is encouraging foreign buying
at U.S. trade show.

The need to overrule the IRS on this matter is obvious. Section
512(b) of the Internal Revenue Code, which lists income not falling
within the definition of unrelated business taxable income of Section
512(a), should be amended to include the income derived from trade
shows. ASAE is ready and willing to work with the Committee and
the IRS to resolve this important issue.
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STATEMENT o THE AMERUCAN SocIETY OF ASSOCIATION ExEcuTvEs,
JAMES P. Low, PRFSMDENT

ADVERTISING IN PUBLICATIONS PROVIDED TO MEMBERS OF TAX-EXX3P
ORGANIZATIONS

This statement is submitted on behalf of the American Society of
Association Executives (ASAE) to supplement two separate state-
ments submittedd by ASAE. Each of the three issues discussed is suffi-
ciently important to merit individual treatment. Accordingly, ASAE
has elected to submit separate statements on each issue.

Most associations, professional societies and other tax-exempt orga-
nizations prepare and circulate to their membership a journal, bulletin
or magazine. In most instances these publications were created to fill a
void resulting from the absence of any other publication. These publi-
cations contain articles, announcements, and other information related
to the association's activities. In many cases, these association publica-
tions may also contain commercial advertising related to the associa-
tion's functions and its membership's particular interests. Associations
accept this advertising in their publication because it is helpful and
informative to their members. The revenues from advertising also de-
fray a part, or sometimes all, of the editorial and circulation costs of
the publication. Associations and other non-profit organizations do not
pay federal taxes on their dues. However, if in addition to their exempt
activity the association is engaged in an "unrelated business activity",
it must pay income tax on such "unrelated business taxable income."

Under an amendment to the Internal Revenue Code enacted in 1969,
"et advertising income of an association is taxed as "unrelated business
income."

The Treasury recently published "advertising" regulations that treat
all or part of the nemership du.t of all associations as subscription
fees allocable to association publications, whether or not any part of
the membership dues is properly allocable to the magazine. In the typi-
cal case, members are not assessed a subscription fee since no part of
membership dues properly can be allocated to the publication sub-" rfplon pice.. .

e TheTr.asur regulations will result in nonProfit associations, pro-
fessional societies, and other tax-exempt organizations either: (i) pay-
ing taxes which divert money from their activities which the Congress
has already determined to be worthy of tax exemption; or (ii) reorga-
nizing their publications into separate taxable corporations in order to
be treated no worse than an ordinary commercial enterprise that
charges no subscription price and is taxable only on advertising in-
come in excess of editorial and circulation eosts. Either of these resqilt.
will cause disruption and distortion of the legitimate and intended
functions of these tax-exempt organizations without any increase in
revenue to the Treasury.

(8615)
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Attached to this statement as an Appendix is a more detailed and
technical discussion of this issue and a proposed legislative solution.
Under our proposed legislation, most associations properly would be
freed of the obligation to allocate membership dues to its publications
since association publications are merely incidental to the association's
primary functions. In cases where publication of the magazine is the
major function, a portion of membership dues would be allocated. In
those instances where the association performs no other significant
service for its membershi-apparently the abuse to which Treasury's
regulations were really direted-all, or nearly all, "dues" received
would properly be allocated to the subscription fee.

Our proposal is consistent with the underlying premise of present
law. Treasury's regulations, however, erroneously require every aso-
ciation to allocate dues (even thou gh publication of the magazine is
a minor and incidental part of total activities) and impose arbitrary
rules which in many cases result in allocation of an amount of dues
far in excess of what reasonably could be charged for the magazine.
We strongly urge the Committee to consider our legislative proposal
as a reasonable and equitable solution to tax treatment of advertising
income. We would be happy to provide the Committee with any addi-
tional information which it may require on this matter or to explain
our legislative proposal in more detail.

APPENDIX

PROPOSED AMENDMENT TO SECTION 612 OF THE INTERNAL REVENUE CODE
RELATING TO ADVERTISING IN PUBLICATIONS OF TAX-EXEMPT ORGANI-
ZATIONS

Proper application of the "unrelated business tax" provisions of
sections 512 and 513 of the Code would treat the publication of a
magazine by an association entirely separately from the general ac-
tivities of the association and wou ld tax advertising income only to
the extent it exceeded editorial and circulation costs. This would be
entirely appropriate for 99 percent of all tax-e.nempt organizations in
which the publication is merely incidental to the organization's other
traditional tax-exempt activities.

The Treasury regulations artificially fragment the functions of tax-exempt organizations and require allocation of membership receipts
to publication activities without allowing corresponding deductions
for the expenses of membership maintenance. Though it could be
argued that such expenses would be difficult to allocate with an ac-
curacy, this difficulty merely illustrates the problems of making such
allocations at all--either with respect to receipts or expenses. The pub-
lication of an association magazine is an activity which stands on its
own. Where the activity is carried on at a loss it may be subsidized by
the association's general treasury. Except in extreme cases referred to
below, no specific membership receipts reasonably can be allocated to
the activity.

It is, however, recognized that in a very few cases (out of the many
thousands of associations and other tax-exempt organizations), the
Treasury may have a legitimate concern that the organization is pri-
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marily or wholly engaged in the publication of a magazine in a com-
mercial sense and that the so-called membership "dues" in those cases
are in fact a subscription price paid solely for the magazine. In these
instances, the organization has no other significant activity and the
"members" have no reason for joining and paying dues other than to
receive the magazine. We believe that it was a concern with such iso-
hited cases which motivated the Treasury to issue the regulations in
question. This narrow problem does not justify the recently published
regulations which penalize and disrupt ordinary trade association and
other tax-exempt organization activities.

PROPOSED LEGISLATIVE SOLUTION

Present law provides ample authority for the Treasury to make the
needed distinction between the ordinary trade association and the iso-
lated abuse cases with which it is concerned. Since 1967, taxpayers
have worked with the Treasury to provide a satisfactory solution, but
to no avail. Reg lations were proposed in 1971, but were so fraughtwith problems that no final action was taken. Taxpayers assumed that
after four years the Treasury had recognized the impossibility of
achieving a fair and equitable result through allocating membership
dues to subscription price as had been proposed. But, without further
notice, on December 18, 1975, Treasury published final regulations
which not only repeated the technical deficiencies of the proposed reg-
ulations, but made matters worse by imposing an even more disruptive
and totally arbitrary rule for allocating membership dues to subscrip-
tion price.

Thus, a legislative solution is necessary to eliminate any concern of
the Treasury about its authority to provide some other and reasonable
solution under present law and to deal with the few abuse cases which
are the sole cause for concern.

The proposed statement to the Internal Revenue Code would pro-
vide as follows:

1. Associations and other tax-exempt organizations would be sub-
ject to unrelated business income tax only on net advertising income.

2. No amount of membership dues would be allocated to subscrip-
tion price unless editorial and circulation costs of the magazine ex-
ceeded 50 percent of the organization's total annual expenditures for
all purposes.

3. If such costs exceeded 50 percent, the maximum amount of mem-
bership dues allocable to subscription price would be as follows:
jEditorigl and oirov Maa4mow allocable

cost " geroetg of asmberhdp dues
total e ap= sur: (percent)

50 or less ----------------------------------------- 0
60 ----------------------------------------------------- 20
70 ----------------------------------------------------- 40
80 ----------------------------------------------------- 60
90 0-----------------------------------------------------
100 ---------------------------------------------------- 100

4. If a lesser allocation can be justified by reference to the subscrip-
tion price charged to nonmembers or to other facts and circumstances,
that lesser allocation would prevail.
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APRIL 23, 1976.

STATEMENT ON' ESTATE TAX SUBMITTED BY SENATOR JAMEs B. PEARSON

rr. Chairman, I am pleased to have this opportunity to submit a
statement on Federal estate tax revision to the Senate Committee on
Finance. The present specific exemption of $60,000 has been in effect
since 1942; the last major reform in this area was the 50-percent mari-
tal deduction which was added in 1948. During the intervening years,
inflation has dramatically increased property values. A thorough re-
examination of estate law is long overdue.

Family farms and business enterprises play an integral role in our
economy. Today their future is endangered by our Federal estate tax
law which forces some families to sell part of the family enterprise
in order to pay estate taxes. Over several generations, these family
enterprises can be reduced to a size that is no longer economically via-
ble as a result of efforts to comply with Federal estate tax laws.

In 1963, Brown University studied a sample of small farms that had
merged, or were sold, from 1955-59. This survey found that estate
taxes were a contributing factor in three out of five cases studied. Dur-
ing the past 13 years, inflation has magnified this problem even more.
For example, from 1962 to 1972, the average value of farm produc-
tion assets rose from $47,500 to $102,100.

According to the Department of Agriculture, in 1970 real estate
and machinery constituted 78 percent of all farm assets in the United
States. This creates substantial liquidity problems as many farms
already have outstanding debts even before estate tax burdens arise.
These liquidity problems are further accentuated because of the low-
profit margin of small farms and the difficulty of small businesses in
obtaining bank loans. The relatively high risk nature of small busi-
nesses forces heavy reliance upon internal financial sources to provide
capital for expansion thereby decreasing liquidity.

Although the Congress recognized a liquidity problem when it en-
acted section 6166 of the code, which permits the Secretary of the
Treasury to extend the time for payment of estate tax where the estate
consists largely of interest in closely held businesses, this relief does
not go far enough. Even when the estate tax burden is spread over
several years, liquidity problems can still cause insurmountable hard-
ship.. Moreover, section 6165 of the code mitigates against the use of
the installment payment privilege by providing that the Secretary of
the Treasury may require the taxpayer to furnish a bond in order to
be granted an extension of time to pay a deficiency.

In an effort to preserve family enterprises, I have introduced a bill
that would increase the specific exemption to $120,000, provide that a
spouses services, as well as monetary contributions, shall be treated as
consideration for purposes of determining the value of the decedent's
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estate, allow a $130,000 deduction with respect to certain family farms
and small business interests passed to a related individual, and author-
ized automatic increases in the estate tax exemption and family enter-
prise deduction to rflect rises in the cost of living.

The existing estate tax exemption has not changed since 1942.
During this 33-year period, the efficacy of the specific exemption
has been eroded by inflation to the point that it is now grossly inade-
quate. To remedy this problem, I propose to double the current ex-
emption to $120,000. This increase would serve to restore the original
intent of the law.

Increasing the estate tax exemption to $120,000 will help preserve
small farms and businesses, but more is needed. Therefore, I propose
that an additional exemption of $130,000 should also be provided.
This provision, in addition to the specific exemption of $120,000, would
further enable family farms and businesses to remain in the family
if the estate passes to a related individual. By doubling the specific
exemption to $120,000, all estates would be benefited. However, since
estate taxes have the most adverse effect upon family farms, the addi-
tional $130,000 deduction is essential. Thus, family farms and busi-
nesses up to $250,000 could pass to a related individual without a crip-
pling estate tax burden.

This additonal exemption is designed to insure that its benefits are
directed only to those who are in need of special relief. Also, in order
to prevent abuse, the decendent would be required to have owned
the farm for at least 5 years and have exercised substantial manage-
ment and control over the farm before he died. Those who inherit
would also have to exercise substantial management and control over
the enterprise for a period of 5 years in order to take advantage of
the deduction.

I also propose that section 2040 of the code be amended in order to
provide that services performed by a spouse shall be treated as con-
sideration. Under present law, the entire value of property owned
in joint tenancy or tenancy by the entirety is generally included in
a decedent's gross estate for estate tax purposes except for the part
of the value as is shown to be attributable to the amount of considera-
t ion in money or money's worth furnished by the surviving joint owner.
This rule is known as the consideration-contributed test. Thu.q, if the
decedent furnished the entire purchase price for property held in
joint tenancy, the entire value of the property is included in his gross
estate. If it can be shown that the decendent furnished only part of the
purchase price, only a corresponding portion of the value of the prop-
ertv is included in his gross estate.

Controversies have arisen under present law with respect to the
treatment of services performed by a surviving spouse as considera.
-ion for purposes of this provision. Typically. these controversies usu.
-ally involve cases where a husband and wife have jointly operated
and managed a farm, grocery store, or other small business. Some
courts have recognized the performance of services by the surviving
spouse as consideration for purposes of determining the portion of
jointly owned property includable in the decedent's grow estate. For
example. in Etate of Otte, 81 CCII Tax Ct. Mem. 301 (1972), the Tax
Court held that services performed by a surviving wife in connection
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with the operation of a farm constituted consideration in money or
money's worth in determining that only a portion of the value of the
farm was includable in the decendent's gross estate.

My bill would make it clear that services performed by a surviving
spouse in connection with a trade or business are to be taken into ac-
count as consideration furnished for jointly owned property.

I also propose that the $120,000 exemption and the $130,000 deduc-
tion be automatically adjusted each year in order to provide permanent
protection against future inflation. This would be done by adjusting
the $120,000 exemption each year by reference to the Consumer Price
Index and by annually adjusting the $130,000 deduction in relation
to the gross national product deflator.

Although Federal gift taxes enable the transfer of many estates
tax free prior to death, this alternative is not available to farm owners
whose assets are primarily composed of land, building, and machinery,
Federal gift tax rates are equal to three-fourths of the estate tax rates
and are designed to encourage lifetime giving by providing an out-
right lifetime exemption of $30,000 in addition to annual exclusions
of $3,000 per donee. While this enables small estates composed of
liquid assets to be transferred to the next generation through gifts,
farm owners and businesses are denied this relief.

A tax preference is needed in order to assure the survival of family
farms and businesses. Estate tax revision should properly encompass
this reform by providing for incentives to business. These incentives,
however, must be targeted to meet a particular need in order to pre-
vent unnecessary revenue loss. Increasing the specific exemption to
$200,000 would extend far beyond those owning farms and small busi-
nesses. The Treasury estimates that this proposal vould cost approxi-
mately $2 billion with much of this revenue loss going to large estates.

My proposal would cost $1.7 billion in total and would be targeted to
meet the specific problem of passing family farms and businesses from
generation to generation. The Treasury estimates that increasing the
specific exemption to $120,000 would cost $1.3 billion, the $130,000.
exemption would cost $300 million, and the spouses services provisions
would cost approximately $100 million.

It has never been the intent of the estate tax law to force the sale
of small farms and businesses. To the extent that it does, changes must
be made. Congress must provide targeted relief. While some will argue
that revenue loss cannot be afforded, it must be borne in mind that
family farms and businesses that are sold to pay estate taxes are often
purchased by corporations that, because of their perpetual life, Will
never pay estate taxes.

Some contend that by providing special relief we are interfering
with competition and protecting inefficiency. However, the question is
not one of efficiency or competition but a question of liquidity as family
enterprise face the burden of heavy estate taxes twice each generation.
For those who still insist that we cannot afford the fiscal impact, I
counter that it is the social cost of losing the family enterprise stratum
of our society that we cannot afford.

The thrust of my bill is to preserve family farms and businesses. Tt
would provide for-four changes in our Federfal estate tax law. In doing-
this, it would put estate tax law on a more equitable basis, encourage,
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the perpetuation of an important social and economic goal, and pro-
vide necessary safeguards in order to prevent abuse of these provisions.

Mr. Chairman, I urge that the committee make every effort to report
on estate tax reform as expediently as possible.

STATEMENT OF ROBERT D. PARMMGE, ExEcu'rivE Vicx PRSIDENT,
NATIONAL RURAL ELECTRIC COOPERATIVE Assocuwor, oN FEDERAL
ESTATE AND GIar TAXES

Mr. Chairman and members of the committee, my name is Robert
D. Partridge. I am the general manager and executive vice president
of the National Rural Electric Cooperative Association (NRECA).
NRECA is the national service organization of approximately 1,000
nonprofit rural electric cooperatives which provide central station
electricity to nearly 25 million farm and rural people in approximately
2,600 of the Nation's 3,141 counties and county-type areas of 46 States.

We appreciate the opportunity to submit this statement on the pro-
posals pending before this committee to update and reform the estate
tax laws.

During the months of September and October of 1975, as in previous
years, members of our rural electric systems met on a regional basis
to discuss rural electric-related legislative matters, as well as other
subjects of interests to rural people. At a number of these regional
meetings last year, the membership endorsed by resolution changes
in the present estate tax laws.

Then in February 1976 over 11,000 members of America's rural
electrics gathered for our 1976 annual mpeting, at which the voting
delegates passed unanimously the following resolution:

ESTATE TAx Exmusrroi

The preservation of agricultural land should be of vital concern to all people,
both to insure an adequate supply of food and to maintain open space near
heavily populated areas. The present Internal Revenue Service policy of apprais-
ing farm property at its highest sale value often forces its sale for a nonfarm
use in order to provide funds for payment of estate taxes.

We therefore recommend that the exemption from the Federal estate tax should
be increased from $0,000 to $300,000 or more in recognition of the economic
changes which have occurred since the present exemptions were provided and
that gift taxes should be comparably adjusted. It Is further recommended that
the period in which transfers of property are held to be in contemplation of
death be reduced to 1 year.

Mr. Chairman, the reasons for changing the estate tax laws are
numerous and of vital concern to rural Americans who produce the
food and fiber for those living elsewhere. I don't think that anyone
would suggest that the faimer's life has not been extremely difficult
with the material rewards for his labor falling behind those who have
chosen other areas of endeavor. The investment required in an operat-
ing farm today in staggering, especially in view of the limited liquid
returns. There is no better testimony to this fact than the flight from
the farms which has occurred over the last half century.

The cornerstone of the world's most successful agricultural opera-
tions has been the family farm of America. The term "family farm"
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itself suggests that it is not an operation by the head of the household
alone, but an operation involving the entire family who frequently
work long hours to build what later becomes an estate. Increasing the
estate tax exemption, the marital deduction, and the amount that may
be given during one's lifetime would not be a special interest reward
to the family farmer, but merely a long overdue recognition of those
contributions made by the entire family to the estate.

V - As I indicated, there are numerous other reasons for changing these
laws, many very ably pointed out by others testify ing during these
hearings. Among these reasons, inflation is certainly one of the most
significant; that factor alone is sufficient reason for raising the
$60,000 present exemption established in 1942 to something in excess
of $200,000. Those who indicate that the present laws have many loop-
holes which encourage disposing of an estate or part of the estate prior
to death are not recognizing the uniqueness of the farming operation,
which generally should be enlarged in order to produce a living income
and most certainly should not be fragmented. And of what use is the
$3,000 annual gift to such an operation? Most equipment costs in
excess of this figure and the legal fees and trouble involved in carving
out $3,000 worth of property from an operation each year is most
impractical.

Let me add that a great deal of the increased value of farmland is
attributable to competition from other sources for that land, whether
it be the comparatively wealthier urbanite who wants a hobby farm
for weekends, or the commercial and vacation home developer. Ac-
cordingly, I would at least recommend that land used for farming,
woodland or scenic open space be assessed for estate tax purposes on
the basis of its current use rather than its higher potential uses.

Finally, I wish to state that while our testimony deals with the
problems encountered by the family farmer only, I am in no way
indicating that persons who leave other types of estates have not
encountered similar problems. I have addressed myself to the problems
of the family farmer because our constituency is primarily rural and
our resolution deals only with their particular problems.

Mr. Chairman, of aZ1 the proposals that we have reviewed before
your committee, we feel that those recommended by S. 1173 and several
identical bills most nearly reflect the views of our members.

STATEMENT OF CHARLES M. FARMER, ASSOCIATE PROFESSOR,

AGRICULTURAL EcoNOMICS, UNIVERSITY OF TENNESSEE

SOME COMMENTS RELATING TO ADJUSTMENT OF ESTATE TAX LEGISLATION

Contention-The present estate tax exemption of $60,000 is unfair
to farm families.

In Support of Stated Contention.-
1. The recent trend in agricdture toward larger fam'ms has ampli-

fled the ineqyide of the present exemption level.-Due to the very
competitive nature of American agriculture, farmers have been forced
to increase the size of their farm operations. This trend, along with
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rapidly increasing land values has made more and more estates subject
to death taxes. For example, the number of Federal estate tax returns
filed has increased from 17,000 in 1940 to 175,000 in 1973.

2. If the $60,000 exemption was equitabk in 1949, it is groaaly unfair
today.-In 1942, the average acre of farmland in Tennessee had a
value of $40. This meant that 1,500 acres of land, excluding livestock
and machinery, et cetera, were needed to trigger the $60,000 exemption.
In 1975, average land value in Tennessee was 13 or 14 times the 1V42
level--eome $16 per acre. This meant that 116 acres of land in 1975
had a value equal to the exemption level. Hardly anyone would con-
sider this an excessive concentration of land. In fact, if livestock,
machinery and equipment are included at average prices and inventory
rates, a farm operation of about 80 acres woTd be large enough to
reach the exemption level. Remember that the average farm size in
Tennessee at 128 acres is 50 percent larger than the size of operation
which would reach the exemption level.The average rate of return onfarm investment capital is no more than 2 to 3 percent annually.

8. Many farmers are essentially operating c small buswsesa which
has a high market value.--The average net return per acre of farmland
in Tennessee for the 1972-74 period was about $20. This means that
the average farm in Tennessee, 123 acres, produced a net farm income

t about $82,460, barely $200 a month. Yet this farm operator had aninvestment of $80,000 to $85,000. A farm large enough to produce
annual net farm income of $10,000 would have a value of $400,000 to
$500,000. The death tax on an operation of this size would be quite
substantial.

4. The Ourrent exemption works a hardship on heirs.-Technically,
the estate tax is levied on the estate itself. In many actual situations,
however, the heir or heirs must draw on other money sources, sell some
of the farmland, or incur indebtedness to pay the estate tax.

FARMS IN TENNESSEE: NUMBER, AVERAGE SIZE, AND AVERAGE VALUE

Nk"Pw Of Avwe" Avege Number of Average Avera
farm$ size valuo per farms siz value perthousandsd) (acres) ae Year (thousands) (acres) afre

. 967............... 73 17 213192 ............. 9. 79 32 1969....9W ) .......... 119 212961 ........... 163 102 137 1970...........129 120 2661962 ...... . 157 104 146 71 .... 127 121 2751963. ...... . 152 107 157 1172 .......... 126 122 311
1964 .......... 147 110 167 1973 .......... 125 123 3631965......... . 142 112 179 1974 .......... 125 123 44996......138 114 197 1975 ............ 125 - 123 516

SoME QUvr os AND ANswEsn RGAmIo Esrw TAxEs
Question. When did the estate tax become a part of the Federal

revenue system and what are the present rates and exemptionsI
Answer. The estate tax became a permanent part of the Federal

system in 1916, although it had been used as an emergency measure
prior to that year. The present exemption of $60,000 has been in effect
since 1942, and the present rate scale of 3 percent graduating up to
77 percent was adopted in 1941.
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Quetio. It is my understanding that both the Federal estate and
gift tax amount to only about 2 percent of the total Federal tax receipt.
How, then, do we justify the considerable current interest in what,
from the standpoint of yield, seems to be a minor tax I

Answer. First, the number of estate tax returns filed has increased
from 17,000 in 1940 to 175,000 in 1973. And thanks to inflation, estate
taxes are taking a considerable bite out of those estates subject to the
tax.

Second, although Federal tax on wealth transfers are only a small
fraction of total tax receipts and occur by death only once in each gen-
eration, estate taxes do not present complex legal, economic and social
problems. Present laws produce complexities in estate planning, en-
courage disposition of assets contrary to the best interest of the tax-
payers, beneficiaries, and the economy and work inequities amongtaxpayers. I

F rthermore, most farmers either are not aware of the laws or they

simply are not in position to take advantage of them because they
cannot jeopardize their current minimum earning capacity. These rea-
sons are particularly applicable to recent trends in agriculture. In
order to make a living, farmers have had to increase the size of their
business and rapid appreciation in the value of farm assets has made
many more estates subject to death taxes than ever before. Farmers
ordinarily have little ready cash. Therefore, heirs frequently must
borrow heavily in order to pay estate taxes to keep the farm opera-
tionally solvent.

Queution. I understand that there are at least three main purposes
for Federal estate taxes: (1) To produce revenue, (2) To prevent
excessive concentration of wealth, and possibly (3) To direct the fu-
ture course of society.

Is this basically true and if so how well does the Federal estate tax
system serve these purposesI

Answer. No doubt estate taxes do these things. But, I question if the
present structure serves the best interest of all concerned. I believe data
will show there is excessive destruction of concentrated wealth. Many
families remain in agriculture, realizing that the only way to leave
any material goods to their heirs is through bequeathing to them a
share of the farm. This is true because they ordinarily need income
from the farm for family living. And because it is so difficult -to
accumulate other wealth. however, estate taxes are placing an ever-
increasing burden on the family of the deceased. Many times a part of
the farm must be sold to pay estate taxes.

Data show that the present $60,000 exemption is too severe, actually
forcing excessive destruction of farm estates. This may retard progress
toward aggregation of land into more productive, economical units-
contrary to the interests of farm people and of our society.

Question. Today, inflation has reduced the purchasing power of the
dollar by more than 65 percent of what it was when the present tax
exemptions were established. With the inflationary spiral we have
witnessed since 1940, would some system of adjusting the value of
estate tax exemptions for inflation b e appropriate for the future?

Answer. I believe it would. A periodic review would seem to be in
order. Using a price deflator to adjust for inflation, the $60,000 per-
sonal estate tax exemption authorized in 1942 is worth only $18,000
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in 1975, in terms of 1942 dollars. To establish the exemption at a
level equal in real terms to $60,000 in 1942 would require that the
exemption level be raised to approximately $200,000.

Such action would help promote the family farm; for $200,000 to-
day will purchase only about 385 acres of land. It would still take
another $100,000 for machinery and specialized equipment and ap-
proximately another $100,000 for operating capital. Thus, around
$400,000 is needed to yield incomes barely up to the average for the
nonfarm families.

Question Give us an example of the direct impact of Federal estate
taxes on the heir to the property of a deceased farm operator who had
been making his livelihood entirely from farming.

Answer. In order to do that, let's assume We have a farm of about
300 acres with the land valued at $600 per acre including the home
and buildings or $180,000. With $70,000 worth of equipment and
machinery this would bring the estate to a value of $250,000. Assume
further that the farmer has just enough cash to cover all outstand-
ing debts and expenses.

Also assume that upon death only one heir-not his wife-is in-
volved. In this case, the tax obligation would amount to $47,700 or
almost one-fifth of the original estate. The heir would still be liable
for additional estate and inheritance taxes to the State.

Obviously, the tax liability creates a financial burden for heirs
although technically the estate tax is levied on the estate itself. The
heir must draw on other money sources, sell some land or incur
indebtedness to pay the tax. -

And still, in our example, this is a small business in terms of the
amount of annual income it generates.

Death taxes may have a large total potential impact upon farm than
nonfarm estates because more of them are operated as proprietorships
or partnerships. Furthermore, few farmers take advantage of -legal
estate management tools compared to other types of business.

STATEm.NT oF DoN WOODWARD, PRFs8irDNT, NATIONAL AsSoCIATION
or WHEAT GROWERS, ON BEIhALF OF TH AD Hoc AorawmUURAJL TAx
CoMxrrM

Mr. Chairman and members of the committee. The following com-
ments are presented not only on behalf of the National Association of
Wheat Growers, but also on behalf of an Ad Hoc Agricultural Tax
Commitfe. This committee includes the American Horse Council,
Inc., Am-erican National Cattlemen's Association, American Seed
Trade Association, American Sugar Cane League, Cotton Warehouse
Association, Florida Sugar Cane League, National Association of
Wheat Growers, National Cotton Council of America, National Milk
Producers Federation, National Wool Growers Association, and the
Rio Grande Valley Sugar Cane Growers Cooperative.

In this regard, I should mention that some of the members of the
ad hoc committee are also presenting their views individually to em-
phasize the most important areas of concern to their particular seg-
ment of the farm community.
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The committee is to be commended for calling these hearings to
review the estate tax laws. Such a review, particularly as it relates to
estates in which the principal assets are a family type farm and the
personal property needed for its operation, is, in our opinion, long
overdue. It is probably not an overstatement to say that estate tax
reform for family farms is one of the most important of all farm issues
now pending before Congress.

Two primary factors have contributed to the need for updating
the estate tax laws for agricultural estates-inflation and increasing
farm size. Along with increased farm size has come an improved tech-
nology in which specialized equipment is being substituted for farm
labor.

The inflationary spiral, common to all of us, seems to have impacted
more on agricultural than on the general economy. Since 1942, when
the present $60,000 exemption was established for estates, farm real
estate values have gone up some 1,000 percent. Values today are three
times higher than they were in 1960.

Compound this increase in value by the fact that farm size on the
average has more than doubled since 1942 and we find an entirely
different situation today than we had in 1942 or even in 1960.

Based on U.S. Department of Agriculture figures the average farm
in 1942 had 182 acres and its value, inchiding buildings was $6,100.
There are no records of the average value invested in farm equip-
ment and other personal property at lhat time, but even when the
value of personal property is added to the real estate value, the total
was far below the $60,000 estate tax exemption. It is our conclusion
that a farm had to be five or six times larger than the average farm
in 1942 before it even began to pay an estate tax.

The 1975 situation is far different. The average farm now has 385
acres and, with buildings, is worth about $131,000.

Because of the great variety of farming in the United States, and
within the group presenting this statement, it is difficult to place an
average figure on larm equipment and other personal property. How-
ever, we do know that every type of agriculture today has costly high-
ly specialized equipment, whether it be a tractor, a combine, a me-
ch anical cotton harvester, self-propelled picker-sheller used in har-
vesting corn or a stainless steel pipeline milker and storage tank on the
dairy farm. In the case of livestock farms, large sums are invested in
breeding animals and other livestock. In view of this, we believe it
reasonable to project that the investment in farm personal property
is equal to that invested in real estate.

For the average farm cited above this means another $131,000 or
a total farm investment of $262,000. Subtract the $60,000 estate tax
exemption and there is a taxable estate, in round figures, of $200,000.

The estate tax on such an estate is $50,700 on a direct inheritance.
In the case of a surviving spouse, who in most instances has been di-
rectly involved in operating the farm along with her husband there
is a tax of about $9,000.

It is the impact of these levies which we find alarming. The income
potential of farming operations does not have within it a tolerance
which can pick up a $50,000 estate tax bill. And if the property is
valued at other than agricultural values the tax burden becomes even
greater.
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Unless some changes are made in the method of dealing with the
estate tax law as it now applies to family farms especially since
technology requires increasingly large amounts of capital investment,
we will continue to witness a trend which could ultimately bring about
-the demise of the family farm structure as we now know it.

There is an alternative to family farming, but it is one we do
not like and we believe the Congress will like no better. It is total
corporate farming financed solely by outside capital. We do not be-
lieve the Congress prefers this type of farm ownership to the present
family farm structure. Yet unless action is taken this will most likely
occur.

Fortunately, many members of Congress, as well as the President
have come to recognize the problem. President Ford expressed concern
about the situation in his state of the Union message and advanced
one type of relief. We fully concur with this statement to the Amer-
ican Farm Bureau Federation Convention in St. Louis early this year
when he said : "The continuity of our farm families is vital. I want this
continuity preserved, so farms can be handed down generation to gen-
eration without the forced liquidation of family enterprises."

The legislative branch of Government has shown an equal interest.
Numerous bills have been introduced in the Senate to adjust the es-
tate tax laws to maintain the family farm.

In the House the record is even more impressive. A check of the Jan-
uary 14,1976, legislative calendar of your Ways and Means Commit-
tee shows three different categories under "Estate Taxes" which deal
with "family farms", "rural property" or "real property which is
farmland, woodland, et cetera.' 'We are pleased to note that under those
three headings there are 69 bills which have been introduced by 206
authors from 46 States. Since then more bills have been introduced on
these subjects. These are bills directed specifically toward farminganld
the list does not include bills dealing with an increase in the basic
exemption or the marital deduction-proposals which we also endorse
but which we have not listed because they cover more than agriculture
or rural areas,
Proposed Estate Tae Relief Measures

Most of the numerous estate tax proposals which I have mentioned
call for one or more of the following changes to the estate tax law: (1)
valuation of farmland and certain other lands on the basis of the "use"
of the land father than on the basis of "fair market value," (2) ani
increase in the $60,000 estate tax exemption to some higher amount,
(3) an increase in the 50 percent marital deduction, and (4) a 5-year
deferral of estate tax liability attributable to family farms and small
businesses followed by a 20-year installment payment period at a
4 percent interest rate. This last proposal is the one offered by ths
President in his state of the Union address.

The various estate tax relief measures being proposed are not
mutually exclusive and there is something to be said about the merits
of each one. In view of this, we would hope that the committee will
adopt a combination of these proposed changes. However, because our
time is limited today, the emphasis of my remarks will be directed to-
ward those proposals dealing directly with relief for family farms.
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Valuation of Farm land on Use Rather Than Fair Market Vlaue
If there is one measure which has almost universal support within

the farm community it is tile proposal to allow farniland to be valued
on the basis of its use for farming purposes rather than valuation on
the basis of fair market value. This is a type of relief proposed by
Mr. Burleson's legislation, tI.R. 1793 and other identical bills, which
at last count has 63 cosponsors. Under the Burleson bill, land must
continue to be held and used by the estate beneficiaries as farmland
for at least 5 years following the death of the decedent in order to
qualify.

The law now requires that l)roperty held at death, including farm-
land, must be included in Ihe estate at fair market value. A large es-
tate tax liability resulting from the valuation of farmland on the
basis of its fair market value has caused in the past and continues to
cause severe financial problems for the surviving members of a family.
These people are forced to sell all or part of the land in order to meet
the estate tax bill, or they are forced to abandon the use of the land for
farming purposes and convert it to nonagricultural uses.

In determining fair market value under the present law, a variety
of factors are required to be considered including the highest and
best. use of the property, sales of nearby or similar land, the location of
the land, the size of the land, and other similar facts and circumstances.
This means that farmland situated near urban areas may be valued on
the basis of its use as a residential development or maybe on its use
as an industrial park. This value can be many times greater than the
value of the land when used for farming since the rate of return on
farmland and other farm asets is generally much lower thani in the
case of other business uses.

By limiting the factors to be used in the valuation of farmland held
by an estate to the use of the land for farming purposes, this clearly
eliminates inflated values due to urban development or (ile to valua-
tion on the basis of a more profitable use of the land.

It, is noteworthy that 31 States already have laws allowing )roperty
tax valuations of farmland to be made on the basis of us" of the land.

Mr. Chairman, for the reasons I have discussed. we strongly urge
the committee to adopt a provision to allow alternative valuation of
farmland based on its use for farming. In this regard, it is )robably
worth pointing out that the alternative valuation proposal involves a
smaller drain on the Federal Treasury than the other estate tax pro-
posals. According to Treasuiry Departnent estimates released by the
Library of Congress, valuation of farmland based on use would only
reduce estate tax collection by about $20 million based on 1974 levels.'
Increase the $60/0 Exemption

Next, let me turn to the proposal to increase the current $60,000
estate tax exemption to some higher amount. Most sponsors have sug-
gested a rise to $'200,000 in order to fully take into account the rate of
inflation since t he -.$60,000 exemption was enacted. ()ur organization
has recommended a $300,000 exemption. The President on the other
hand recently called for aii increase to $150.000 to be l)hased-in over

t "Analysi, of Estate and Gift Tax Proposals Introduced in the Senate in 1975," Con-
gresslonal Record, Jan. 23, 1976, p. 8435.

69-516 0 - 76 - pt. 8 - 10
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a 5-year period. Regardless of the figure, some substantial increase in
the present exemption is clearly warranted. Because updating the ex-
emption is long overdue, we favor adjusting it immediately rather
than phasing it in over a period of years.

I say this from the farmer's point of view because, as mentioned
earlier, the amount of capital invested by the average farm in such
things as farm equipment, livestock, and other assets necessary for
farming has risen dramatically over recent years. The proposal to
value farmland on the basis of farm use does not, provide any estate
tax relief for the substantially higher value of farm property other
than land. And, we. believe this problem should also be dealt with, If
farm equipment or other essential assets have to be sold to pay estate
taxes, the effect is the same as having to sell or convert the farmland
itself.

If the committee finds that from a budgetary standpoint it is not
possible to increase the exemption across the *board by an amount
large enough to solve the problem caused by the higher values of farm
equipment and other nonreal property, there is another way to treat.
the problem. This alternative would allow an additional exemption
for the first $200,000 of the value of a family farm. This is an exemp-
tion in addition to the basic $60,000 exemption. If the committee raises
the $60,000 exemption for all taxpayers, the additional $200,000 ex-
emption for family farms could be lowered accordingly. As you are
no doubt aware, the Senate in 1974 adopted an additional $200,000
exemption for family farms, but no action was taken on the measure
in the House.

Before turning to the next proposal, let me make it clear that, we are
suggesting an increase in the exemption in addition to valuation of
farmland based on use-not in lieu of this latter proposal.
Five-Year Deferral Followed by 0-Year Installment Payment of

Et ate Taxes
Next, I would like to briefly comment on the President's proposal

to allow a 5-year moratorium on estate tax liability attributable to
family farms or small businesses followed by a 20-year installment
)ayment period at an interest, rate of 4 percent rather than the current

7 percent rate. As with other proposals. this would be quite helpful to
many farmers. However, we do not believe standing alone it provides
sufficient relief. Consequently. it necessarily must be coupled with
some or all of the other l)roposals. In addition. there are some technical
problems with the proposal which we will be happy to discuss with
the committee staff.
Increase the 50-Percent Marital Deduction

Others will no doubt discuss in great detail an increase in the 50-
percent marital deduction. For that reason, I will limit my com-
ments by stating that such an increase would obviously be helpful to
everyone - farmers included -- from at least two standpoints. It could
eliminate estate taxes on the farm property left the surviving spouse
and could also eliminate the complicated and often expensive estate
plaiining now required to minimize taxes on the estate of the first
spouse to die.
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Capital Gains Tax on Property Held at Death
Finally, we want the committee record to clearly show that out'

group opposes a capital gains tax ol appreciated l)roperty hell at,
death. The effect of imposing such a tax would be to recreate most, if
not all, of the estate tax -roblems which you are so diligently trying to
solve through the various constructive provisions being considered.
In the case of farmers, the farmland held at death has often ap-
preciated greatly over the cost when originally purchased or when
inherited. A large capital gains tax on this appreciation would again
force the sale of the land in order to meet the tax liability.

IIn closing, I would like the committee to know that by commenting
on the problems of farmers, we do not mean to im)ly there are not
many other citizens who encounter serious problems because of the
p resent estate tax law. We realize that you must deal with the prob-
lms of the farmer within the context of small business owners and

other taxpayers, and also within budgetary restrictions. Noenotheess,
within this context, we hope that the committee understands the plight
of the farmer when considering estate tax changes. We urge you to
adopt relief provisions along t he lines suggested.

Thank you again for allowing me to )resent our views.

STATEMENT OF THE INTERREIIOIOUS TASKFORCE ON U.S. Fool POIAc-Y

REFORM IN TIlE ESTATE AND OIFTTAX LAW .

The Taskforce welcomes this opportunity to submit a statement
for the consideration of the committee.

The Taskforce is a team of Washington-based staff of over 20 Prot-
estant denominations and national Roman Catholic, Jewish, and
ecumenical agencies. In each of our organizations, as well as in many
other national religious bodies not related to our Taskforce, hunger
at. home and abroad has become a major concern and programmatic
priority. New programs to deal with this problem have heen developed
and new funds contributed. There is widesl)read recognition in the
religious colmnunity that public policy has played a key role in ag-
gravating the problem of hunger and that it can play a key role in
solving tie problem. Thus it is commonly held that. one of the'primary
religious duties of members of the community of faith is to address
l)ublic policy issues.

The particular function of the Taskforce is to facilitate the witness
of the American religious community for a responsibe- U.S. food
policy. We are seeking to do this by clarifying moral issues in U.S.
food policy by providing reliable iniformation about policy and policy
options, by identifVing policies and )olicy objectives which in our
judgment serve the cause of justice, and by recommending ways In
which concerned members of the religious community can most effec-
tivelv make their witness in the political arena.

Tle Taskforce speaks for itself only, and not for the almost two
dozen national religious bodies cooperating in its work. The Taskforee
speaks to those bodies, to tle larger religious community. to the gen-
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eral public, and, on occasion, to units of the U.S. Government such
as this committee.
The grounds for aur advocacy of revisions in the law

The Taskforce, whose primary concern is for justice in the produc-
tion and distribution of food, is advocating revisions ill, the current
law regarding estate and gift taxes for four reasons.

First, we are committed to the survival of the family farm. We
believe that family farming as a means of producing food for the
hungry at home and abroad is a precious way of life which should
be continued. Some people boast of the way in which America's energy-
intensive agriculture, especially in its technological forms introduced
by agribusiness corporations, is making it possible for fewer and
fewer people to grow more and more food. We believe that the transi-
tion of recent decades toward fewer family farms and more agri-
business operations is a mixed blessing which should not go unchal-
lenged. Family farming is not only a rich part of our national herit-
age; it is also' inherently more respectful f -o-ur-fragile and precious
farming land than is the care given by many of the largt corporations.

Second, we believe that, justice demands that our Nation give the
family owned and operated farm a fair chance to survive as a viable
social and economic unit of our society. The current structure of our
estate and gift taxes, when combined with other economic factors such
as the escalating cost of land and other farm inputs, unfairly stacks
the deck against the individual farmer who wishes to keep his or her
farm in the family.

Third, the current situation is contrary to the intent that Congress
demonstrated in its most recent revision of the estate tax structure
34 years ago in 1942. Two goals of the 1942 revisions were to protect
the family farmer and to break up excessive concentrations of wealth
in agriculture by taxing those farmers with large landholdings. In
1942, $60,000 represented a fairly large farm estate. Hence, estates
under that amount were exempt 'from estate taxes; only those at or
over that amount were taxed. However, even though (ie asset, value
of the average American farm was only $50,000 as late as 1960. in
recent years the cost of land and farm inputs has skyrocketed to the
pcint that by 1974 the value of the average American farm was
$170,000.

This combination of old law and new prices has worked considerable
hardship on family farmers. An increasing number of family farmers,
for example, have been required to file estate tax returns. In 1942
only 17,000 estate tax returns (farm and nonfarm) were filed, approxi-
mately 1 for every 60 deaths. In 1972 17?5,000 such returns were re-
quireAi, 1 for every 10 deaths. Many farmers have been forced either
to sell a portion of their land in order to raise enough funds to pay
the estate tax or, if they could get. credit., to go further into debt by
borrowing at, the current high rates of interest. For a significant num-
ber of these, selling off a segment of their land has meant being left
with an uneconomically small amount of land with which to earn
a living.

Finally, the consequences of the current situation have been harm-
fill for practically every sector of our society. For the structure of
American agriculture itself, the current situation has meant that land
sold of necessity by family farmers has been bought either by large
agribusiness corporations or, in the case of marginally suburban land,
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by developers who convert it to shopping centers or housing develop-
ments. Between 1950 and 1974, one-half-2.8 million-of the farms
in the United States disappeared. Farmland lost to commercial de-
velopment can never be regained.

By encouraging absentee ownership, the present tax law has contrib-
uted to dissolving the fabric of our rural communities. As family
farmers move out and corporations move in, communities have less
need for local businesses and services. For example, a recent study by a
Wisconsin economist of the effect on small communities of the sale of
small businesses in them to absentee, out-of-town owners found that
employment dropped and the use of local lawyers, banking services,
and other community services which kept the local economy healthy
was reduced.

And then, for our national economy, present, estate tax laws have
meant greater concentration of agricultural land and wealth in the
hands of fewer and fewer people, with the consequent loss of compe-
tition, accompanied by declimling food quality and rising consumer
prices.

For all these reasons--our commitment to the survival of the family
farm; our conviction that justice demands that family farms he given
a fair chance to survive; our sense that the current law violates the
original intention of Congress; and ou1r judgment that the conse-
quences of the current law are harmful to practically every segment of
society-the Taskforce recommends that certain changes be made in
the present tax law.
RecnmendationB

One, we recommend that families today be provided the equivalent
benefit of the 1942 exemption levels of $60.000 per estate and $30,000
per person via gifts during a lifetime. This benefit could be provided ill
several ways. The exemption levels could be increased. The $60,000
estate tax exemption could be updated for inflation to at least $200,0
and the gift, tax exemption to $100,000.

A second option, which we would prefer, would be to substitute a
reasonable tax credit for the present exemptions. This credit should be
at least $50,000, which could 1)erhaps be institute on a gradual basis.
The credit would have the positive effect of taxing the total asset
value of the estate, thereby placing the greatest tax burden upon the
wealthiest landholders while reducing the amounts contributed by
smaller farmers and businessmen. It would also mean that approxi-
mately $1 billion less would be lost to the Federal Treasury than with
a straight increase in exemption levels.

Another way of reducing the tax burden on the-small farmer would
he to adjust the current tax rate. schedule by making it more progres-
sive. A gross estate of $200,000, for example, is under current law taxed
$20,700 plus 30 percent of the excess over $100,000.

It, would be possible to adjust the current tax rates by adopting a re-
vision such as the following one: Ta rate

Taxable estate: percentage

0 to $50,000 5-------------------------------------------------------

$50,000 to $100,000 ----------------------------------------------- 1

$100.000 to $150,000 ----------------------------------------------- 15
$1.50000 to $200,000 --------------------- 2- -----------

$200,000 to $400000 ----------------------------------------------- 2530
$ 4 0 0 , 0 0 0 t o $ 6 0 0 , 0 0 0 -. .. . . . . . . . . 3 5
$600,000 to $1,000,000 ..................................
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Any one or a combination of the preceding alternatives would seem
to us a substantial improvement over the present situation. Each should
include an inflation escalator clause to prevent exemptions, credits, or
tax rates from becoming outdated in the future.

Two, we recommend that some recognition be given to the unique
partnership between husband and wife in operating a family farm.
In the case of many families farming is a joint venture and involves
a real partnership between the husband and wife. It is unfair to tax a
surviving spouse on an estate that lie or she has been heavily involved
in building. We would favor the elimination or substantial reduction
of estate taxes when an estate is being passed on to a surviving spouse
who has been involved in building that estate. The estate will in any
case be taxed when passing from the surviving spouse to his or her
children. It seems unfair also to tax that estate when it initially passes
to that surviving spouse.

Three, we recommend that the executor of a farm estate be given
the option of valuing land used in farming at its value for agricul-
tural purposes rather than at its fair market value. Under current Fed-
eral law all land, including farmland, is valued for estate tax purposes
at its fair market value. Thus, land used i a food production is taxed
not on the basis of its agricultural use, but on its commercial potential.
This inequity, combined with the-antiquated $60,000 deduction for es-
tate taxation, has contributed to the conversion of many family farms
to nonagricultural uses.

Ine one sense the valuation is real, in that the land could be sold for
that price to nonagricultural interests. But it is a- false valuation from
the viewpoint of the farmer paying the tax, because that value does
not provide a commensurate profit to him or her. The farmer can only
realize a profit by selling his or her land and going out of business.

This creates a peculiar and unfair burden upon the farmer. While
the Government is encouraging full production of agricultural com-
modities which will help feed the world's hungry, the farmer is actu-
ally being penalized for producing food on the land rather than con-
verting it to commercial use.

An attendant threat to future agricultural use of land exists if the
farmer is forced to sell the farm. In a large majority of cases, it is a
nearby well-established farmer with large landholdings or a non-
agricultural commercial developer who can afford to purchase the land.
The latter lends itself not only to nonagricultural use of the land,
but to holding actions on land that is used for speculative purposes or
tax shelters when it could and should be used in the production of food.

This revision providing for an optional method of valuing land
would encourage continuity in the family operation of a farm and,
according to the economic division of Congressional Research Service,
would have a negligible effect on the total tax revenues received by
the Federal Government. A safeguard is of course needed to insure
that a farmer's heirs could not unfairly take advantage of a reduced
land valuation for tax purposes and then at some future date sell that
land to commercial interests at its higher market value.

Finally, we recommend that the current system of allowing estate
tax payments to be spread out in installments over 10 years be con-
tinuedbut that the interest rate on the deferred balance be reduced to
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4 percent from the current 9 percent. This revision in interest rate
would be in line vith the original intext of the law, which was to pre-
vent undue hardship in paying estate taxes. This provision is not cur-
rently being used very widely. The interest rate should be reduced in
order to encourage its use in hardship cases.

The Taskforce realizes, Mr. Chairman, that one result of the fore-
going suggestions would be a reduction in the total amount of Federal
tax revenue. It seems to us, however, that it is not worth the conse-
quences of imposing such inordinate burdens upon our family farms
for the small fraction of total Federal tax receipts currently repre-
sented by estate tax payments. It would also seem possible to increase
taxes on larger estates and incomes in order to make up the amount
lost through a reduction in taxes for small or moderate estates and
incomes. This would place the heaviest burden of taxation where it
legitimately belongs: upon the wealthiest segments of our economy.

The Taskforce believes that the recommendations offered in this tes-
timony are reasonable and fair, and that they would contribute to
the preservation of the family owned and operated farm and to the
common good. We commend them for your serious consideration.

STATEMENT OF SENATOR DExNIS L. RASMUSSENI, SCOTIA) NEBR.

I am testifying as a farmer-rancher and concerned citizen who is
interested in the preservation of tile family farm.

I first became interested in the problems of our estate taxation
. system when I introduced a bill in our State legislature to give some

relief from our-State inheritance tax laws. I soon learned how difficult
this is because of the credit the Federal estate tax law gives for State
death taxes paid. This made it extremely difficult, to give relief to the
taxpayer. Rather, this original bill would have simply apportioned the
total tax bill differently.

We have revised the bill considerably, and currently the bill has
been advanced from committee and is waiting for action on the floor.
The net effect of the revised bill is still to eliminate the estate tax on a
$300,000 estate, and put that money back in the hand of the heirs.

As we worked on this bill, I gained considerable knowledge about
the Federal estate tax laws, and began to realize that. most of the
problem results from the Federal law failing to keep pace with infla-
tion, especially in land values. If we are really serious about maintain-
ing the family farm, we must have help at thie Federal level. There is
not much a State can do, even if they are disposed to do so.

I represent one of the more rural legislative districts in an agricul-
tural State. In Nebraska we have not had a serious problem in
corporate interests buying out family farms, but we are seeing a
dramatic change in the family farm. Let me illustrate what is happen-
ing to Nebraska farm families.

The current trend of family farm agriculture is to accumulate cap-
ital while sacrificing short-term income. In dther words, farmers
sacrifice most of their lives in order to have an estate of some value at
death. Normally, a farmer will in order to increase his income, pur-
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chase additional real property which will allow him to utilize -the
economics of size associated with agriculture.

A 1967 study of farms in eastern Nebraska showed that the average
capital investment was $21- By 1-972 the capital investment was
$311,740. Capital inputs, including land, accounted for 45 percent of
all agricultural inputes used in farm production in 1940, but climbed
to 80 percent in 1972 and is projected to reach 90 percent by 1980.

The University of Nebraska made a study in 1972, which showed the
amount of capital required for a farmer to produce approximately
$14,000 per year income (range ±__ $1,024). The following are the
results:

Type of farm Acres Capita

Swine. corn, eastern Nebraska ........................................................ 4M $250,000
Grade A dairy, corn, eastern Nebraska ................................................. 400 275, 000
Beef grading, corn, eastern Nebraska .................................................. 480 425, 000
Irrigated corn, beef cowhead, central Nebraska ......................................... 640 570,000
Wheat Fallow wheat farm, western Nebraska ........................................... 76,000
Cow.calf ranch, northern Nebraska .................................................... 2 ,000 2,765, 000

At least in the case of ranch land, the value of the land has doubled
since 197'2, when this study was made. The study allowed $50 per acre;
in 1976, several areas of sandhills pasture sold for $100 per acre or
more.

The trend is clear; farms are getting larger and less numerous in
Nebraska. One may also conclude that the total acreage or capital in-
vestment is not a good indicator of the potential net income to the
farmer.

The cow-calf ranch, the fallow-wheat farm, and irrigated corn-beef
herd are most likely to require sale to satisfy tax liability, yet they
must have substantially larger capital to produce a moderate income.

In conclusion, the capital required to operate a farm is substantial.
Any type of farm capable of producing a $14,000 income probably
willlhave capital of more than $300,000, in some cases l)erhaps between
$1 and $2 million more.

Clearly, a $300,000 estate is not substantial by Nebraska standards.
This is not simply an agricultural problem, however. Inflation has

cause( the same prl))len for a family business which carries an inven-
tory or has capital assets. Examples of these include a grain elevator,
grocery store, and lumber yard.

Inflation has made the current, $60,000 exemption, which was estab-
lished in 1943, very insignificant when compa--d with the assets of
many self-employe(i people. Hopefully, this (ollar figure can be raised
to an amount helpful to those who have worked a lifetime to help their
children carry on the family business.

As a member of the Nebraska Legislature, I can also report to you
that the boly, voting 40-0-9, passed a resolution urging the Congress
to take action on thce5 Fel~aIte tax laws so that the States may pass
legislation to help save the family farm.

The measure received support from all elements of otr legislature,
both rural and urban; Liberal and Conservative; Democratic and
Republican. Not one member voted in opposition; all of our diverse
body can see the need, both for farmers and consumers, to preserve the
family owned farm and sfhall business.
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The legislature realized that one of the major causes of destruction
of the family farm systeip in the federal inheritance and estate tax
laws. The resolution is strongly worded, an indication of the strong
feelings the body had on the matter.

-STATEMENT OF J1EF" A. SCHNEPPER -

ESTATE TAX REVISION

The growth in tile rate of inflation and its impact upon tile true
value of an individual's assets has made a revision of our current estate
tax structure mandatory.

Under the current tax, the Internal Revenue Service computes the
total value of the decedent's assets. Deductions are then allowed for
administrative costs, attorney's fees, funeral expenses, and casualty
losses in the settlement of the estate. Half of the remainder may 0
tax free to his spouse, followed by further deductions for charitable
bequests. A final $60,000 exemption is subtracted and the rest is subject
to a tax of 3 percent on the first $3,000 to 77 percent on the amount
exceeding $10 million.

The tax is not on the property itself, but rather on the transfer of
the property. Tax credits are available for State death taxes, foreign
death taxes, estate taxes paid on bequests received within the preceding
10,years, and gift taxes paid on gifts made within 3 years of death.

'taxes on life-time transfers, gift taxes, are imposed at a rate three-
quarters of that of the estate tax-from 2.25 percent on the first $5,000
to 57.75 percent on amounts over $10 million. The amounts subject to
the tax is cumulative, that is the marginal rate is imposed on the last
dollar at. the rate specified for that dollar and the sum of all previous
taxable gifts. There is a yearly exemption of $3,000 per gift per person
and a $30,000 one-time cumulative lifetime exemption. Half of any
gift given to your spouse escapes gift, taxation as does all given to
(charity. An election may be made so that a gift may be deemed made
one-half by each spouse, even though the money comes only from one.
Therefore a married individual may give in effect $6,000 per person
($3,000 X 2) plus $60,000 ($30,000 X 2) in a given year tax free.

Inflation though, has distorted the above system. Whereas in 1945
only 1 percent of all estates had to pay any Federal tax, in 1975,
150,000 Americans, 7.7 percent of those who (lied, had taxes due. More
importantly, liquidity problemss have forced increasing number of
small businesses and farms to be sold to pay the taxes. In a study of
tax returns in 1973, on one. return in four, taxes and administrative
costs exceeded 25 percent of the estate's liquid assets after debts were
paid.

What I propose is a revision of the present estate tax laws to the
following effect:
Exemption

The present $60,000 exemption is grossly out of date. Rather than
raise the exemption as has often been proposed, I suggest instead the
creation of an estate tax credit. A higher dollar value of the exemp-
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tion would favor those in the higher brackets. A $100 exemption saves
a man with an estate of $10 million, $77, as opposed to a $3 saving
to an estate of $5,000. A tax credit though of $35,700, would permit
an estate of $150,000 to escape taxation, but would be more progressive
and cost the Treasury far less when applied. It should be, by far,
the preferred adjustment.
Marital deduction

The present marital deduction is 50 percent of the estate after the
above discussed deductions. Here I agree with the proposal of Presi-
dent Ford. The deduction should be extended to 100 percent. This
though, would not be avoidance. When the property passed to the next
generation it would be taxed in full. The cost would be limited only to
the deferral factor.
Tax deferral

The Ford proposal here is to exempt all tax for the first 5 years
and then- to allow 20 more years to pay off the balance at an interest
rate of 4 percent. This amounts to a 45-percent reduction in estate
taxes equal to the amount of interest that could be earned on the
unpaid balance. I therefore cannot accept this revision.

Rather, I would increase the present 7 percent interest charge to
10 percent, allow 2 years in which no tax is due, and maintain the
present 10-year period over which the balance must be paid. The
10-percent interest rate is closer to the real market cost of borrowing,
and the 2-year grace period should be sufficient to restructure, if
necessary, the ongoing business. This deferral should be phased out for
estates valued between $250,000 and $500,000.
Truste

Some of the money lost due to the suggested revisions to the exemp-
tion and marital deduction, may be picked up by elimifiating genera-
tion skipping trusts. Under present laws, a decedent cain leave his assets
in trust to his grandchildren, with the income from the property going
to his children. Under this arrangement, the transfer is taxed only
once, rather than twice as it would have been, had the property passed
from parent to child each time. Vice President Rockefeller reportedly
received $38 million from these kinds of trusts over a 10-year period.
This transfer tax loophole should be legislatively expunged.
Foundations

The deduction for contributions to private foundations which sup-
Port charities and educational institutions must not be eliminated.
With our present state and local financial problems, private support
for our social needs should be encouraged rather than dissuaded.

The first estate tax in the United States was adopted in 1797. It was
repealed in 1802. It is clear that our current estate tax provisions are
out of date and need revision. It is time our present estate tax be
amended to bring it closer to the realities of our prevailing economic
society. I am hopeful that the above suggestions are in that direction.
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VIEWS ON ESTATE AND GiFr TAX REFORM OF TIlE AMERICAN COLLEGE
OF PROBATE COUNSEL

The American College of Probate Counsel, a group of more than
1,700 lawyers from all over the United States who specialize in estate
planning and administration, recently authorized the creation of a
Committee on Estate and Gift Tax Reform to offer its services and
expertise to Congress.

William P. Cantwell, president, of the college, submitted a letter
dated March 12, 1976, to the Chief Counsel of the House Ways and
Means Committee, expressing the views of the college on the broad
objectives of estate and gift tax reform legislation. Mr. Cantwell also
testified before that committee on March 17, 1976. Thereafter, a sup-
plemental submission was prepared by the college's Estate and Gift
Tax Reform Committee to set forth it's specific legislative recommen-
dations.

Copies of the Cantwell letter of March 12th, an edited transcript of
his Ways and Means Committee testimony and the supplemental sub-
mission of the college's Estate and Gift Tax Reform Committee are
enclosed for the printed record of the Senate Finance Committee
hearings on tax revision.

FRANK S. BERALL,
Chaiman, Committee on Estate and Gift Tax Reform., Amer-

ican College of Probate Counsel.

TIlE AMERICAN COLLEGE OF PROBATE COITNSEL ,
Los Angeles, Calif., March 12, 1976.JoHN" M. MARTINr, Jr., Esq.

Chief Coumel, Committee Wn Brays and Means,
House of Representatives, Washington, D.C.

DEAR MR. MARTIN: This letter follows up on the telegraphic request
that a.rel)resentative be permitted to a appear before your committee on
behalf of the American College of Probate Counsel in accordance
with the press release February 20, 1976. This will supplement that
request to be heard and supply the information requested by the
press release.

1. CAPACITY IN WHICH I WILL APPEAR

William P. Cantwell, 2900 First of Denver Plaza, 633-17th Street,
Denver, Colo. 80202, (303) 893-2900. 1 will appear as president of the
American College of Probate Counsel, an organization described in
the supplementary materials attached to this letter.

2. REPRESENTATION

I will represent the American College of Probate Counsel, whose
address is 10964 West Pico Boulevard, Los Angeles, Calif. 90064 (213)
475-1200. Attached as exhibit A is a statement of the Object of the
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American College of Probate Counsel, a Forward written by ie,
which is a part of the Roster of the College, a list of the members
emeritus, who are past presidents of the organization, a list of the
State chairmen for the 1975-76 business year of AC1)C, and a list,
of the board of regents for the 1975-76 business year and a list of the
American College of Probate Counsel honorary fellows. You will note
that among the honorary fellows of the college aire three Supreme-Court
Justices. Trhe membership of the college exceeds 1,700 estate planning
and estate administration specialists, organized on a nationwide basis,
which will be described below.

3. CONFLICTS OF INTEREST

I will be making a statement on behalf of the American College of
Probate Counsel. I am a member of the law firm of Dawson, Nagel,
Sherman & Howard of Denver, Colo., but to my knowledge neither I
nor my law firm has specific clients who have an interest in the subject
other than the interest of all citizens seeking a sound tax system, and
I am not representing any client having an interest in the subject which
I will be discussing.

4. PROVISIONS OF TIlE ESTA-TE AND GIFT TAX LAWS ON WIIICI[ I WILL TESTIFY

My testimony will be aimed at overall estate and gift tax reform in
the sense that I do not at this time propose to discuss specific tax
reform proposals that have been considered by past Congresses. My
objective in discussing estate and gift. tax reform is to bring to the
committee a new perspective, one which will be directed toward what,
in the opinion of Estate and Gift Tax Reform Committee of the Amer-
ican College of Probate Counsel, is much-needed reform. In this con-
nection, however, on behalf of the American College of Probate Coun-
sel, I request that the record may be held open so that if the hearings
during the week of March 15 through March 19 disclose specific pro-
posals which we of -the American College of Probate Counsel believe
require discussion, we wish an opportunity to submit for the reco-d an
analysis or reaction to some of the proposals. This preseitation to you.
however, is made in the light of the special nature of our organization.
Attached as exhibit, B to this analysis is a -July 1973 analysis "State
Inheritance or Estate Taxation of Non-Resident Estates" compiled by
If. Bradley Jones, IA)s Angeles, Calif., a fellow of the American Col-
lege of 11robate Comi el, with the assistance of the 50 State repreisleta-
tives throughout tie United States.

In connection with the question of estate amid gift tax reform, one of
the basic issues is the integration or relationship between State in-
heritance or estate taxation and Federal estate and gift taxation. Es-
sentially, we are learning from throughout the country that the law-
yers in the several States are finding that many eonssulners, many
beneficiaries of estates, and many fiduciaries are complaining that the
probate process and the delays of probate and the costs of probate
arise not out. of antiquated systems of l)robate about. which much has
been heard but rather from the administrative l)roblems caused by the
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Federal estate and gift tax, and the administrative problems caused by
State inheritance or estate tax. There is much need for a closer inter-
governmental relationship and for leadership from the Federal Gov-
ernment to persuade States to alter their systems of death taxation to
procedures which will, by a simple administrative means, tie into the
Federal estate tax so that estates do not have two separate, independent
and often inconsistent tax returns, two separate tax audits, two sepa-
rate tax determinations, and two separate crises with respect to the
liquidity problems of estates.

Attached as exhibit. C to this letter is a 1970 analysis by Fellow
Richard H. Pershan of New York, "Applicability of United States
Estate Tax and Gift Tax to Nonresident Aliens," again a subject
which is the summary of studies that were made by the American
College of Probate Counsel with respect to the practical types of prob-
lems that the l)robfate practitioner is discovering throughout the coun-
try. In this case there was put together information for all of the 50
States so that those States would have a better idea of what were the
situs rules in estate tax conventions with respect to foreign govern-
ments.

It is my opinion that the American College of Probate Counsel
through its statewide resources and its expertise can be of assistance
to the Congress in its deliberations in connection with estate and gift
tax reform. As president of the American College of Probate Comsel,
I am offering those resources.

In connection with current, consideration of estate and gift tax
reform, it is not my position at this time to comment upon tlie social
objectives of whether or not there should be a different incidence of
tax and an accompanying shifting of wealth or changing tax burdens.

However, we have nimierous meml)ers. of the college who are pre-
pared to discuss such social objectives. Neither is it my objective in
this particular presentation to discuss such things as the technical
problems with a generation-skipping transfer tax or the technical
)roblems with an additional estate tax on appreciation at death or the

basis problem if in lieu of some taxation of appreciation at ,death there
is a carryover basis. Again, I am not proposing in this paper to dis-
cuss such technical matters, although numerous members of the college
have written extensively as lawyers rel)resenting committees studying
estate and gift tax reform for the American Bar Association or' for
their State and local bar associations. In other words, our members on
a nationwide basis are prepared to sUl)tlit to the Congress in a very
short period of time an analysis of the nationwide impact on a State-
by-State basis of any significant tax reforil proposal that Congless
receives or is seriously considering.

My presentation to(ay will be aimed at giving to Congress our per-
ception of the thrust, of the concerns of our clients who are the bene-
ficiaries of estates and who are the fiduciaries who 1must cope with the
tax administration process, both Federal and State. Thuiis, it, will be my
role to l)OSe to the Congress some relatively' Iasi, (lilestions which
light best be wrapped up in the concept th1at it is the l~lief of our
Estate and Gift Tax Reform Committee iind of the president of the
American College of Probate Counsel, based upon conversations with
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members and clients, that we have reached a point where there is need
for a taxpayers bill of rights in the field of estate and gift tax reform.

Putting it another way, the American College of Probate Counsel has
been one of the leaders in the development of the uniform probate code
which has sought to simplify probate procedures and to speed up pro-
bate settlement processes and to reduce the costs of the probate settle-
ment process. Notwithstanding those efforts which are achieving re-
spectable success, a persistent obstacle to even more effective probate
reform has been the Federal estate and gift tax laws and the State in-
heritance and estate tax and gift tax laws. It is our hope that through
the actions of Congress looking toward estate and gift tax reform that
it will not only be possible to accomplish what may be the revenue
objectives or other objectives of a sound Federal estate and gift tax
system but that the system will also accomplish a number of the other
desirable attributes of a sound fax system. We include among these a
contribution toward simplification of probate procedures, a contribu-
tion toward speeding up the probate process, a reduction of the cost of
the probate process, and a contribution to the simplification and under-
standing of the estate and gift tax laws as they apply to the citizens
of the United States.

A resort to the Socratic technique may be helpful and in that spirit,
to point up our concern's, I pose for the committee a series of questions:

1. We presently have a committee of representatives of the 50 States
of the United States working on a state-by-state basis preparing an
analysis of the economic effect of the State death tax credit. That
report will be ready within I month and will be submitted to the House
Ways and Means Committee for its consideration in connection with
its deliberations. One question that the authors of this report have
posed is whether the Congress is willing to reconsider the questions re-
lating to intergovernmental relations. For example, is the Federal
Government, having encouraged States to get into the State death tax
field, now prepared to consider abandoning the death tax field to the
States, as has been done recently in Canada, and abandoning the gift
tax, as has been done recently in Canada, or is the Federal Government
willing to consider as a matter of policy some procedure which may
involve the Federal Government collecting the estate and gift taxes
and then paying t subvention back to the States. If that alternative
is not available then would a change in the Federal credit to the States
for the State death tax credit in such a way as to reduce the number
of State death tax returns which must be filed be possible? At a mini-
nmum, it would be extremely helpful to encourage the States which
presently have an inheritance tax requiring separate conplicated cal-
culations to shift to an estate tax in the nature of a pickup tax as a
percentage of the Federal estate tax which will then make for simpli-
fcation of calculations of the tax and speed up the settlement of estates.

2. How can we simplify the valuation of assets in order to reduce
the costs and delays inherent in valuation of assets and the disputes
that traditionally arise in the asset valuation process

3. How can we simplify the determination of the bases of assets if
there is going to be an additional estate tax at death or a carryover
basisI
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4. How can we simplify the taxation of jointly held property or
property held as a tenancy in the entireties in such a way as to elimi-
nate the problems of tracing? Tracing can involve going back for
many generations to determine whether the decedent or the survivor
has contributed to the acquisition price of property held jointly at the
time of death.

5. How can we avoid the serious problem of nonfiling in gift tax
returns where people have made taxable gifts or reportable gifts over
their lifetime and do not discover that they have gift tax obligations
until they consult an attorney who advises them that what they have
been doing over the years have constituted taxable gifts?

6. How can we solve the tracing problems in community l)roperty
States to determine what is separate property and what is community
property, or is there some way to reduce the l)roblems of proof of title
to property for purposes of calculation of death taxes?

7. How can enforcement of the estate and gift, tax laws avoid uneven
administration of matters subjective in nature or not susceptible of
accurate ascertainment, such as contemplation of death motives, valu-
ation of assets, contribution to jointly held property?

8. How can we conveniently deal with contemplation of death so
that we don't have the administrative and litigative problems at the
time of death? For example, could we at this time shift from the 3-
year presumption in IRC section 2035 to a 2-year conclusive presump-
tion in which if a transfer has occurred within 2 years of the date of
death it will be included in. the estate of the decedent, and as some off-
set to the possible adverse effect of that, how do we work out the ex-
emption for small gifts, Christmas or otherwise, prior to death, and
what other adjustments should be made to the concept of contempla-
tion of death gifts to achieve administrative simplicity?

9. How can we be more objective on the tracing of the acquisition of
jointly held properties so that the probate process and the settlement
of the state need not be delayed because of the existence of jointly
held properties which may not even be a part of the estate, even
though the tracing and the dispute add to the cost of administration?

10. How can we avoid the whipsawing problem between State and
federal death tax agencies in which each agency refuses to close its file
or settle its case until the other has done so, and where each agency
will take its best. shot at the estate or taxpayer but hold open the statute
of limitations for the purpose of determining whether there can bo
a higher tax imposed because the other agency imposes a higher valu-
ation with respect to a particular asset?

11. How can we reexamine and further the objectives of the 1948
act adopting the marital deduction Which was aimed at, equalizing
community property States with common law States?

12. How can normal, frequent, and persistent interspousal property
transactions be effectively and permanently removed from the estate
and gift tax area, particularly for the purpose of more perfectly ac-
complishing the purpose of the Revenue Act of 1948?

13. How can we reduce the number of tax returns which must be
filed by estates of decedents? For example, what is the revenue effect
and is it desirable to raise the minimum exemption to $150,000 for an
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estate since the ravages of inflation have caused a $150,000 estate to be
less than the $60,000 exemption in terms of true dollars?

14. How can we solve the problems of delinquent gift tax returns
and the avoidance of the implicattions of tax fraud or penalties where
there are innocent violations of the gift tax for filing requirements?

15. Why can't the reform of the estate and gift tax laws set up a law
in which compliance is perfunctory, as income tax withholding state-
ments are perfunctory, when someone gets a job and is paid a salary?

16. Why can't we turn the question of estate and gift tax reform into
a question of probate reform aimed at benefiting the beneficiaries of
estates who look to the system now as one which victimizes them be-
cause of the complexity and costs of determination?

17. If a unified tax is adopted, even more emphasis on proper report-
ing of inter vivos transfers will be required for even enforcement-
what techniques for objective and reliable reporting requirements will
be present?

18. How can an "actual use by the decedent at death" concept of
valuation be effectuated to avoid very heavy liquidity demands in es-
tates with land having potential for other higher uses, but no histori-
cal basis for valuation for such higher uses?

19. Could not a "historical use" bv a decedent or his ancestors over
a long period of time be useful in difficult land valuation matters?

Beyond this series of questions, we believe there is one overriding
consideration, central to the. thought. of a taxpayer's bill of rights I
have suggested. We would hope that the estate and gift tax reform
process would become an outstanding opportunity to give to the tax-
payer as part of his bill of rights a freedom from continually increas-
ing administrative burdens. We do not honestly believe that attempts
at theoretically, perfect solutions to abstract and infrequent problems
or apparent abuses contribute to the objective we are discussing. In our
view, the objective can best be attained if the Congress carefully defines
its concepts and limits the proposed solutions to the minimum neces-
sary to accomplish its goals. It should avoid the imposition of a na-
tional probate system (and corresponding national drafting standard)
through the tax system.

Thus, in areas such as taxation of capital gains at death, generation-
skipping, and tihe like. Congress could define its result and leave to the
client and the practitioner maximum flexibility in planning the cli-
ent's affairs (that is the tax differentials of various approaches should
not be so severe as to force clients to adopt. methods of disposition
which are unnatural under the circumstances). The basic philosophy
of such a taxpayer's bill of rights wvotuld be to keel the estate and pilt
tax laws essentially neutral in or(ler to avoid forcing one disposition
or another through tax impact or drafting requirements.

I have appreciated the opportunity to present these, matters and I
request the opportunity to present, written replies or analyses to any
questions which may be prsented to me when I make my appearance
Wednesday, March 17.

Youirs very truly,
WII,,AM P. CANTWVELL, President.
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THE AMERICAN COLLEGE OF PROBATE COUNSEL

Object

The object of the College Is to establish and maintain as
an integrated group, lawyers skilled and experienced in the
preparation of wills and trusts and the probate and
administration of the estates of decedents, minors and
Incompetents; to Improve and enhance the standards of
probate practice, the administration of justice and the
ethics of probate practice of the profession. To accomplish
these alms, the purposes of this College shall be, among
others: (a) To bring together members of the profession
thus qualified and who, by reason of. their character,
personality and. ability, will contribute to the accomplish-
ments, achievements and good fellowship of the College;
and (b) To cooperate and consult with the various bar
associations of the several states and subdivisions and.
such other groups and organizations devoted to similar
attainments, including governmental agencies.

sg-s1 0 - 76 - pt. $ - 14
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FOREWORD

The Roster of the College Is a list of some seventeen
hundred lawyers from every state and several foreign
countries. Our charge to ourselves Is to admit to fellowship
outstanding probate practitioners who have demonstrated
exceptional skill and ability.

it would seem, then, that being a Fellow is itself a form of
recognition of accomplishment and so most of us view
It. Yet, on the opposite page you may read that the
association of ourselves Into this grouping Is only the
threshold of our objective. Being associated, we have an
obligation. We have adopted as our polar star the object of
Improving our field of law, across the board. We do so In an
honorable tradition, long impressed upon me by these
words of the great Ellhu Root spoken in 1904:

"He is a poor-spirited fellow who conceives that he
has no duty but to his clients and sets before
himself no object dut personal success. To be a
lawyer working for fees is not to be any the less 4.
citizen whose unbought service Is due to his
community and his country with his best and
constant effort. And the lawyer's profession
demands of him something more than the ordinary
public service of citizenship. He has a duty to the
law. In the cause of peace and order and human
rights against all Injustice and wrong, he Is the
advocate of all men, present and to come."

As another year in College history opens, I hope each of
our Fellows can respond to the demand for "something
more." The opportunities are legion. If we are truthfully
persons of exceptional skill and ability, we fit into a natural
alliance to Improve the law in our field by seizing such
opportunities.

William P. Cantwell
President
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MEMBERS EMERITUS

[Past Presldenth)

JOHN G. CLOCK-19,94.1953
Long Beach, California

JOE 8. HOUSTON-t953-1955
Tulsa. Oklahoma

*STEPHEN BRETHORST-1955-1957
Seattle, Washington

MILLER MANIER-1957-1958
Nashville, Tennessee

•R.V. NICHOLS-1958-1959
Fort Worth, Texas

LEON SCHAEFLER-1959-1961
Now York. New York

'J. LOUIS EBERLE-1961-1962 -

Boise, Idaho
EUGENE GLENN-192-1963

San Diego, Callfmia
W. HARRY JACK-1963-1964

Dallas, Texas
"DONALD M. MAWHINNEY-1964-1965

Syracuse, New York
HARRY GERSHENSON-1965-19t8

St. Louis, Missouri
JOSEPH TRACHTMAN-1968-1967

New York, New York
HAROLD I. BOUCHER-1 967-1968

San Francisco, California
DANIEL M. SCHUYLER-1968-1969

Chicago. Illinois
EVERETT A. DRAKE-1969-1970

Minneapolis, minnesota
J. PENNINGTON STRAUS- 1970-1971

Philadelphia, Pennsylvania
JOHN BELL TOWILL- 1971-1972

Augusta. Georgia
BJARNE JOHNSON-1972-1973

Great Falls. Montana
HARRISON F. DURAND-1 973-1 974

New York, New York
EDWARD B. WINN-1974-197i

Dailas. Texas

*Deceased
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STATE CHAIRMEN
1S77-1S76

ALABAMA - Birmingham - E.T. Brown, Jr.
ALASKA - Ketchikan - C.L. Cloudy
ARIZONA - Flagstaff - Richard K. Mangum
ARKANSAS - Crossett - William S. Arnold
CALIFORNIA - San Francisco - William A. Farrell
COLORADO - Denver - Walter B. Ash
CONNECTICUT - Hartford - Frank S. Berall
DELAWARE - Wilmington - Leroy A. Brill
DISTRICT OF COLUMBIA - Washington - Arthur Peter, Jr.
FLORIDA - Miami - W.L. Gray, Jr.
GEORGIA - Augusta - William M. Fulcher
HAWAII - Honolulu - C.F. Damon, Jr.
IDAHO - Boise - Peter J. Boyd
ILLINOIS - Urbana - Stanley B. Balbach
INDIANA - Anderson - Philip S. Cooper
IOW - Denison - Robert C. Reimer
KANSAS - Great Bend - Fred L. Conner
KENTUCKY - Louisville - Allen Schmitt
LOUISIANA - New Orleans - Paul O.H. Pigman
MAINE - Bangor - Merrill R. Bradford
MARYLAND - Baitimore - Winston T. Brundige
MASSACHUSETTS - Worcester - Robert S. Bowdltch
MICHIGAN - Wayne - Matthew H. Tlnkham, Jr.
MINNESOTA - Minneapolis - Verne W. Moss, Jr.
MISSISSIPPI - Jackson - William 0. Carter, Jr.
MISSOURI - Cape Glrardeau - Stephen N. Limbaugh
MONTANA - E..zeman - Ben E. Berg, Jr.
NEBRASKA - Lincoln - Thomas M. Davies
NEVADA - Reno - Leslie B. Gray
NEW HAMPSHIRE - Laconia - Arthur H. Nighowander
NEW JERSEY - Newark - Woodruff J. English
NEW MEXICO - Santa Fe - John S. Catron
NEW YORK - Syracuse - Chester H. King, Jr.

New York City - Thomas P. Ford
NORTH CAROLINA - Graham - George A. Long
NORTH DAKOTA - Jamestown - Herman Weiss
OHIO - Cleveland - Myron W. Ulrich
OKLAHOMA - Miami - John R. Wallace
OREGON - Medford - Otto J. Frohnmayer
PENNSYLVANIA - Philadelphia - George H. Nofer
RHODE ISLAND - Providence - Bancroft Littlefield
SOUTH CAROLINA - Columbia - Clarke W. McCants. Jr.
SOUTH DAKOTA - Watertown - Ross H. Ovialt
TENNESSEE - Nashville - W.W. Berry
TEXAS - San Antonio - William E. Remy
UTAH - Salt Lake Cty - Ralph H. Miller
VERMONT - Burlington - Clarke A. Gravel
VIRGINIA - Richmond - Thomas S. Word
WASHINGTON - Seattle - Muriel Mawer
WEST VIRGINIA - Huntington - Jackson N. Huddleston
WISCONSIN - Oshkosh - Charles F. Nolan
WYOMING - Cheyenne - Byron Hirst
CANADA - Eastern District - Montreal. Ouebec - R.H.E. Walker, O.C.

Western District - Vancouver. B.C. - Ivan B. Qulnn
Central District - Toronto, Ontario - John M. Hodgson, O.C.
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BOARD OF REGENTS ROSTER

President
William P. Cantwell

Denver, Colorado

Presldent.Elect
J. Nicholas Shriver, Jr.

Baltimore, Maryland

Vice-President
John E. Rogerson (Class of 1977)

Boston. Massachusettq

Secretary
Charles A. Saunders

Houston, Texas

Treasurer
Harley J. Spitler (Class of 1978)

San Francisco, California

Morton John Barnard (Class of 1976)
Chicago. Illinois

William H. Bell (Class of 1977)
Tulsa. Oklahoma

Merrill R. Bradford (Clas. of11978)
Bangor, Maine

David R. Brink (Class of 1976)
Minneapolis, Minnesota

Donald H. Chisholm (Class of 1978)
Kansas City, Missouri

Alfred C. Clapp (Class of 1976)
Newark. New Jersey

Stephen H. Clink (Class of 1977)
Muskegon, Michigan

John M. Dietrich, Jr. (Class of 1976)
Billings, Montana

Milton Greenfield, Jr. (Class of 1977)
St. Louis, Missouri

Fred T. Hanson (Class ol 1976)
McCook. Nebraska

Edward S. Hirschler (Class of 1977)
Richmond, Virginia

Verne M. Laing (Class of 1978)
Wichita, Kansis

Hugh L. Macneil (Class of 1977)
Los Angeles, California

Robed A. May (Class of 1977)
Tucson, Arizona

Ralph H. Miller (Class of 1976)
Salt Lake City, Utah

Malcolm A. Moore (Class of 1978)
Seattle, Washington

Julian J. Nexsen (Class of 1977)
Columbia. South Carolina

George H. Nofer (Class of 1978)
Philadelphia, Pennsylvania

J. Woodrow Norvell (Class of 1976)
Memphis, Tennessee

W. J. Oven, Jr. (Class of 1977)
Tallahassee, Florida

Ross H. Ovltt (Class of 1978)
- Watertown, South Dakota

Arthur Peter, Jr. (Class of 1978)
Washington, D.C.

John R. Pleasant (Class of 1977)
Shreveport, Louisiana

Kenneth G. Pringle (Class of 1977)
Minot, North Dakota

U. M. Rose (Class of 1976)
Hobbs, New Mexico

Rudolph 0. Schwartz (Class of 1978)
Manitowoc, Wisconsin

William T. Stewart (Class of 1976)
Montreal, Quebec, Canada

Paul R. Summers (Class of 1976)
Indianapolis. Indiana

E. Frederick Velikanje (Class of 1978)
Yakima, Washington

M. Emmett Ward (Class of 1976)
Vicksburg, Mississippi

G. Van Velsor Wolf (Class of 1978)
Baltimore, Maryland
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THE AMERICAN COLLEGE OF PROBATE COUNSEL

HONORARY FELLOWS

HONORABLE JOHN G. CLOCK
Long Beach, California

HONORABLE AUSTIN W. SCOTT
Harvard University

-- Cimbrkige. Massachusetts

HONORABLE CHARLES E. WHITTAKER
Kanea City, Missouri

HONORABLE LEON SCHAEFLER
__---New York. New York

*HONORABLE EARL WARREN
The Chief Justice (Retired)

Supreme Court Building
Washington, D.C.

HONORABLE WILLIAM J. JAMESON
United States District Judge

Billings. Montana

HONORABLE WARREN L. JONES
United States Circuit Judge

Jacksonville. Florida

HONORABLE JOSEPH TRACHTMAN
New York. New York

HONORABLE WARREN E. BURGER
Chief Justice, Supreme Court of the United States

Washington. D.C.

HONORABLE HARRY A. BLACKMUN
Justice, U.S. Supreme Court

Washington, D.C.

HONORABLE LEWIS F. POWELL. JR.
Supreme Court of the U.S.

Washington. D.C.

HONORABLE CHARLES HOROWITZ
Supreme Court of the State of Washington

Seattle, Washington

* Deceased
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THE AMERICAN COLLEGE OF PROlATE COUNSEL
10964 W. Pico Boulevard
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STATE INHERITANCE OR ESTATE
TAXATION OF NON-RESIDENT ESTATES

Real and Tangible Personal Property Owned Solely by a Non-resident Decedent

COMPILED BY

H. BRAOLEY JONES

Los Angeles, California.
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APPUCABILITY OF UlITED STATES XSTAT- TAX AND GIFT TAX TO NONRESIDF'.NT A UENS

Compiled by
Richard H. Perahan. F.A.C.P.C.

New York, New York

ESTATE TAX

Proerty fsbjoct to Tax

Subject to the death tax conventions summarized in Ap-
peadis A. the following property of a nonresident alien
Is a sitve in the United States and therefore Is subject
to the United States estate tax:

1. Reel property located in the United States.

A. Tangible personal property located in the United
States except works of art on loan for exhibition in
a public gallery.

S. Shares of stock issued by a domestic corporation.
regardless of the location of the certificates.

4 Debt obligations, including bonds, issued by a
United States person or corporation or by the
United States (except currency and, if the decedent
was not enigaed In business in the United States at
the time of his dalth. obligations Issued before
March 1, 19411 or a State or political subdivision
thereof or the District of Columbia. regardless of
the location of any evidence of indebtedness, except
items 6. 7 and I described beibw under "Property
Not Subject to Tax.'

S. If the decedent dies after Decembe. 11. 196. de.
posits with a United States Fench of a foreign cor-
poratio itf the branch is engaged In commercial
banking.

4. Interests in estates or trusts to the extent that they
consist of property having a situs in the United
States.

Property Not Subject to Tax

The following property of a nonresident alien has a situs
outside the United States and therefore is not subject to
the United States estate tax.

1. Real property located outside the United States.

A. Tangible personal property located outside the
United Sutes.

Property Not Subject to Ta. (Continuedl

3. Works of art on loan for exhibition in a public
gallery in the United States.

4. Shares of stock issued by a foreign corporation.
regardless of the location of the certificates.

S. Amounts received as insurance on the decedent's
lift.

6. Deposits with a foreign branch of a United States
corporation or partnership if the branch is en.
aged in commercial banking.

7. Debt obligations of a domestic corporation if any
interest thereon which the decedent wire to re-

- ceive at the time of his death would be treated.
for income tax purposes. as income from sources
without the United Siaa.

4. If the decedent dies after"Novembcr I1. 1%f6 and
before January I, i976. deposits %ith corporations
or partnerships carrying on the baning business.
deposits or withdrawable accounts with savings
and loan association*s, and amounts held by an
insurance company under an agreement to pay
interest thereon, if any interest thereon which the
decedent were to receive at the time of his death
is. for income tae purposes, not effectively con.
nected with the conduct of a trade or business in
which the decedent was engaged % ithin the United
atos.

9. Debt obligations, including boids. issued by a
foreign corpoiLAlon or government. regardless of
the location of any evidence of indebtedness.

miscellaneous Provisions

i. Vor estate tax purposres nnresident means non.
domiciliary.

2. The gross estate of a nonresident alien t niad, up
in the same -ay so the gross stale of a ciltien or
resident but is confined to property which to
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Miscellaneous Provisions (Colluodl

slated Is the United States. Thus. it can include
joIntly-owead property. general powers of appoint.
meat. revocable treats. etc.

S. Property of which a nonresident Alien made a traea.
for taable under lat. Rev. Code 1110S..031
(transfers in contempatioa of death, with retained
life estates or taking effect at death. and revocable
transfers) Is subject to Nx it situated in the United
States either at the time f transfer or at the de.
cadent's death.

4. The estate of a nonreeident alito is allowed an ex.
emption of $)0. 000 or. in the case of Switterland
and all the countrles listed in Appendix A except
Canada, Ireland. South Africa and the United King-
dom. the larger of $30.000 or that proportion of
$40,000 which the value of the gross estate situated
in the United States bears to the entire gross estate
wherever situated.

S. Charitable deductions are allowed only for transfers
to American beneficiaries.

6. Deductions far rIOral and administration exposes.
claims against the etate. unpaid mrtgages. tosses,
sd death taxes on cparitable transfer are allowed

only In the proportion which the Walei of the groes
estate situated in the United States bear to the
Value of the entire gross estate wherever situated.
It Is Immaterial whether the amounts to be deducted
were expended or incurred within or without the
United States. Where a nonresident alien owlne
property situated In this country which is security
for a debt for which he is liable, the full value of
the property, not merely his equity. is taxable. but
the debt cen be deducted only proportionately. City
Ba&t Farmers° Trust Co. v. Boware, 61 r. 2d 90
ld Cir. ). cort. denied, Z92 U. S. 644 11934). How.
ever, where he Is tos liable for the debt, only the
equity ts taxable. Estate ormarcourt Johnstone.19
T. C. 44 11954).

7. Me marital deduction is allowed to the estate of a
nonreeldent alien except that the convention with
rrance provides for a proportionate deduction.

S. The option to hAve tnxable property valued a of a
date or dates subsequent to the decadenra death
(siteaste valutioni is available to the estate of a
nonresident Alien

9 The amnta o tan on the taxable state of a non-
resident sihen iw

Taxable Estate

Not over $100.000

Over $100,000 but not
over $100.000

'Tan

S.... 1, of the tanable estate

$$.0. plus o- of
encase aver S100.400

Over $500.000 but not
over $1,000,000 ...... .. $41,000, plus as of

excess over $500. 000

Over $1.000,000 but not
over P.000,000 .. ...... $1*0,000, plus 10Iof

excess over $1,000, 00f)

Over $2,000,000 ......... SU.000, plus IS% -f
excess over $2,000,0n)1

10. -The credits against the estate tax for (ta state
death taxes. 1b) the gift tax and (c) thu estate tax
on prior transfers which are allowed in estates oi
citizens or residents are equally available to es.
states of nonresident aliens. except that the maximum
credit for state delth taxes cannot 'xcrI an arnount
which hears the same ratio to the credit (computed
without regard to this limitation) as the value of
the property upon which the state death taxes w-bre
paid, and which is includable in the gross estate.
bears to the total rose estate for federal estate
tax purposes. No credit is allowed for foreign
death taxes.

I1. A preliminary notice and an estate tax return
must be filed it the part of the gross esta
situated in ti;e United States exceeds $10.000 on
the date of death.

GIrT TAX

property Subject to Tax

A gift of the following property by a nonresident alien
is subject to the United States gift tax

I. Real property located In the United States.

2. Tangible personal property located in the United

States.

Property Not Subject to Tax

A gift of the following property by a nonresident alien
is not subject to the United States ItLft tax

I. Real property located outside the United States

2. Tangitle personal property located outside thi:
United States.

1. Intangible personal property. wherever located

Mialselleneous Provisions

I. ror gith tax purposes "nonresident ' m eant "non.
doniciliary".

Z. The $.000 annluil exclusion is available' to non.
resident aliens. but the $10.000 lifetime enempui.,
is not, except as provided in the conventions with
Austral and Japan.
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Miscellaneous Provlefna (Continusd)

1. Charitable deductions are allowed only for gifts to
American benefrciar ies.

4. Except as providedrin the convention with Australia.
no marital deduction Is allowed to a nonresident
alien donor.

S. Gifts to third persons may not be split between
husband and wile if either is a nonresident alien.

6. The rate of tax ts the same foe nonresident alien,
and for residents or citizens.

SITUS RULES IN FSTATF TAX CONV.NTIONS

COUNTRY

Australia IGift and
Estate TaxesI

Canada

Finland

France

C.reece

Ireland

Italy

Estate Taxest

Nor way

ACCOUNT BANK
RECrIVABLE ACCOUNT

Debtor's

BILL OF EX-
CHANGE AND
PROMISSORY BOND GOVERNMENT JUDGMENT SIIJP AND

NOTE (CORPORAT r. SECURITY DEBT AIRCRAFT

Location of DebtorIs
residence bank residence residence

Debtor' % Location of Where Place. i-
government nrigina lly

obtained 4

Debtors Location Debtor's rlec of in- Physical loca.
residence of bank residence corporation tion of certi-

ficate if in
twarer form.
place of resis.
tration. if

r teftl red

Debtor',
residence

Decedent' s
doice4e

Decedent'a
domicile

Dec edent' s
domicile

Debtors
residence

residence

Debtor 9
restdence

Location
of bask

Decedent's
domicile

Decedent'
dnmicile

Decedent s
dot. kcile

Debtor
resildefce

residence

IN tor s
residence

Drai es" %

reilden',-'

Location i
docun ent 4

nebtntr
re's ide'nce

residences.

Platt of in.
corporation

th-€ dent's
domicile

fnlo mr *
readent r

!...... r :
rcetifrc4es

Location Location of ,-ane as hill

rh-.i1o, a

resilence

t)sctderit's
domicile

fDeci-dent's
detmicile

f)rc ,dcnt a
diec ti

lIe lter

r|Ide'r( r

5anec a- bill

Were re-
corded

Dct r'a
residence

Decedent's
domicile

Decedent's
do, icie

Where re-
corded

Debtor 0
residence

rca id-nle

?efi trat in

Place of
registration

Place of
reg i .t ration

Place of
reaistration

Place' of
irfistra lion

Platt' 11
rr'eit ration

lIacA -if

sol.. . rsli

r'i ra til €n

Dle'btor a IMi.t 4
of bank doiunient of e.h4"nle of rach~nrie residence recit.irai|s

APPENDIX A
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SITUS RULES IN ESTATE TAX CONVENTIONS

(Continued)

U.s.l doam- Same a
Iciled in account
U. S. ;S. A. receivable
It ordinarily
resident in
S.A.

Location it Same an ac. Same as ac-
document count receiv. count receiv-

able a ble

Where re- Place oil
corded registration

United Kingdom Decedent.' Decedent Location if Decedent's
domicile domicile document domicile

I. business debts situated in state where business is located
if donor or decedent is domriled there.

8. No provision in gift ter c nvention.
3. For neltotiable promissory note, the residence of maker.
4. It nonnegotiable. at domicile of decedent.
5. Bonds and otherr neotiable instruments in bearer form

excepted.

Decedent's Whcre re- Plate n(
domicile ccirrled relslration

Copyright
January. 1970

South Africa
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SUPPLEMENTAL SUBMISSION OF THE AMERICAN COIEGE OF PROBATE
COUNSEL IN CONNECTION WITH THE ESTATE AND GiFr TAX HEAR-
INGS OF THE COMMITTEE ON WAYS AND MEANS OF TiE U.S. HOUSE
OF REPRESENTATIVES

This statement supplements the March 12 1976, written statement,
submitted in letter form, together with the oral testimony given
March 17, 1976, by William P. Cantwell, Esq., president of the Ameri-
can College of Probate'Counsel. This statement has been prepared
by a duly constituted committee I of the college and is being made
under the direction of its president (Mr. Cantwell) and president-
elect (J. Nicholas Shriver, Esq.). Following introductory points on
the general philosophy of this committee with respect to estate and
gift tax reform, the statement makes some suggestions for improving
the operation of the estate and gift tax system.

A. PHILOSOPHICAL GUIDELINES

The history of the Federal estate and gift tax system and many of
the observations which have been made during the course of the
current hearings, show that there is little consensus as to whether the
purpose of the system is to break up large accumulations of wealth
or to raise revenue. As a practical matter, the foundation of the system
probably rests upon a combination of these purposes. However, these
purposes, and the efficiency of the system in achieving them, cannot
be the only criteria to be applied in judging the system. Other sig-
nificant criteria include the stability of the system under which estates
can be planned in reliance that major changes in the law will not
render the plan useless (or worse) by the time the propertyowner dies;
the understandability of the system, at least to the average attorney,
so that it can be dealt with competently in carrying out the clients'
wishes (while an equitable system is desirable, it is not always pos-
sible to develop a simple and understandable tax structure that is
equitable-striving for equity often results in complexity, creating
problems of understandability to propertyowners and their attor-
neys) ; the neutrality of the system, so that actions need not be dis-
torted to achieve tax objectives; and the certainty of the system (a
corollary of both understandability and neutrality), a principle recog-
nized by the Congress in keeping the Federal estate and gift laws
basically unchanged since the marital deduction was brought in by
the Revenue Act of 1948 and the present method of taxing powers of
appointment was adopted in 1951.

Achieving certainty of application of the estate and gift tax laws
sometimes runs counter to obtining 'complete equity since, in striving
for the latter, uncertainty is all too often created. (A key illustration
of this is what happened to the provisions taxing accumulation trusts
during the enactment of the Tax Reform Act of 1969.) This is more
important from the standpoint of the propertyowner than from that.
of his lawyer, since uncertainty in the application of the tax laws
creates additional costs for the propertyowner and increases his law-
yer's fees. Another desirable principle is that the laws apply uniformly

IThe committee members are listed on the last page of this statement.



3661

to similarly situated taxpayers. However, it is not always possible to
achieve these results without losing other objectives. For example, an
unlimited marital deduction (or even the present 50-percent marital
deduction) penalizes people who die unmarried andtan argument could
be made that one's marital status at death should not determine the
amount of the Federal estate tax; on the other hand, the elimination
of the marital deduction would bring back the inequities that existed
between the eight community property States and the rest of the
country prior to the Revenue Act of 1948, and run counter to the social
policy of easing the iinpact on surviving spouses of the estate tax on
the estate of the first to die.

The rights of the taxpayer must also be considered in any tax system.
The taxpayer (in the case of the Federal estate tax, it is the decedent's
estate), if insufficiently liquid, will find that the payment of-the Fed-
eral estate tax imposes a great hardship, sometimes forcing the sale
of family farms, ranches, or small businesses or the loss of the family
residence. Easing the burden of the tax where an estate's assets are
relatively illiquid is an extension of the ability to pay principle since,
in an illiquid situation, there is inadequate ability to pay the tax with-
out forced sales.

Last, but not least, taxpayers should have the right to expect an
efficient system of tax collection. In most cases this should lead to
the earlier closing of estates, while providing for extensions in those
situations involving lack of liquidity or other hardships.

B. LIQUIDITY PROBLEMS

One of the most important problems in the Federal estate tax area
involves the illiquid estate, whether it be illiquid because its principal
asset is the family farm, a clo.ely held business, or some other asset,
the forced sale of which would cause considerable hardship. Many
proposals have been made to deal with this problem of liquidity by
giving special treatment to certain types of assets, such as farms,
ranches, open space, or historical sites.

We reject this approach because it violates the criteria of neutrality,
uniformity, and equity. It could readily lead" to the creation of new
estate tax shelters, while failing to cope with the problems of most
illiquid estates, regardless of their assets. Instead of special treatment
for certain types of assets, we recommend other changes. These are
designed to relieve the hardship faced by all estates by establishing
rules that set more liberal, objective standards for the grants of exten-
sions for payment of Federal estate taxes.
1. Broaden definitions of closely held buwinemes eligible for deferred

payment of estate taxe
(a) Section 6166 permits 10-year installment payments of estate

taxes attributable to a closely held business for up to 10 years, if the
value of the business exceeds either 35 percent of the gross estate or
50 percent of the taxable estate, and, broadly speaking, defines a
closely held business as one in which 20 percent of the value of the
business is in the decedent's estate or in which there are 10 or fewer
partners or shareholders. We propose that the definition of an in-
terest in a closely held business be broadened to deal with situations
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in which an estate may be unable to pay the tax because its assets
consist substantially of al interest in an unliquid business which does
not meet the present tests.

We propose broadening the section 6166 definition of a closely held
business to include a business 20 percent or more of the value of which,
or of the voting stock of which, was owned either actually or constriic-
tively by the decedent, or the stock of which was not traded on an ex-
change or in the over-the-counter market. This would expand the
definition of closely held business to cover nearly all cases where the
shares of a corporation may not be readily sold at their approximate
fair-market value.

Constructive ownership rules attributing to the estate stock owned
by siblings, descendants, and ancestors (and spouses) should be ap-
p ied. These would extend the section 6166 treatment to those situa-
tions where the estate owns less than 20 percent of the business but
for practical purposes, the estate is no more liquid than if it owned
more. This is because diffusion of ownership among family members
is unlikely by itself to result in diminution of the liquidity problem,
particularly because of the difficulty in selling a minority interest
in a closely held business to an unrelated third party where other
important shareholders are members of a single family.

Thie alternative definition of a closely held corporation-that it
have 10 or less shareholders-should be replaced by a test as to whether
or not the stock is traded on a securities exchange or in the over-the-
counter market, since this really deals with whether the estate is in a
position to liquidate its shares, regardless of the number of stock-
holders.

(b) Another serious problem for the illiquid estate for which a de-
ferral has been obtained may arise because a withdrawal from or a
disposition of the interest in the business can, under certain circum-
stances, cause acceleration of the remaining installments of the estate
tax, without providing the estate with sufficient liquid assets with
which to pay it.

Section 6166(h) (1) (A) provides in substance that, if withdrawals
from the closely held business equal or exceed 50 percent of the value
of such business, or 50 percent or more of the closely held business
is sold or exchanged, the payment of the remaining Federal estate
tax is accelerated.

There appears to be no justification for an acceleration of the Federal
estate tax regardless of the percentage of the closely held business
which is either withdrawn or sold, so long as the withdrawal or sales
proceeds are applied substantially to pay the remaining estate tax
due, and, in fact, the statute provides for exceptions in the case of a
sale or exchange, where the proceeds are used entirely for the pavment
of Federal estate tax. But not all of the proceeds should have to be
applied against the Federal estate tax to prevent ain acceleration of
estate tax payments. Some of these proceeds will be needed to pay
State death taxes, or other debts, which fall due during the 10-year
period of the section 6166 estate tax installments.

T section 6166 reuired all of the withdrawn funds or sales pro-
ceeds to be applied to the Federal estate tax, the executor who used
such funds or such proceeds to pay State death taxes would then have
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to borrow an equal amount of funds to apply on the Federal estate
tax at the next installment due date. This hardly helps to alleviate
the monetary problems of the illiquid estate. We would recommend
that the exception to acceleration apply if at least half of the proceeds
are applied against the Federal estate tax.

A similar problem arises under section 6166(h) (1) (B). This makes
an exception from the general acceleration provision where there is
a distribution in redemption of stock under section 808. The last para-
graph of subparagraph (B) provides that this exception will only
apply if an amount of the estate tax not less than the redemption dis-
tribution is applied on-the next installment of the Federal estate tax.
This requirement that the entire distribution be applied against the
Federal estate tax causes the same liquidity problem noted above,
namely, that where a distribution is necessary to pay the State death
taxes or other pressig debts, it is then necessary for the executor to
thereafter borrow the same amount of funds to apply against the
Federal estate tax, thereby compounding his illiquidity problems.
Again we recommend that only a portion of the redemption distribu-
tion, such as half of it, be required to be paid on the Federal estate
tax at the time the next installment is due.

We also recommend defining a "disposition" under section 6166
(h) (1) (A) (ii) and a "distribution" under subparagraph (B) so that,
when notes are received in exchange for the corporate stock, the "dis-
position" or "distribution" would be deemed to occur only when pay-
ments are made on the notes or the notes are pledged for s. loan.
2. Set objective standards for reasonable cause for deferring payment

of tax, and extend tWt period to 6 years
In addition to providing for more liberal relief through permitting

installment payment of estate tax over a period of years to be avail:.
able to a broader class of closely held businesses, we believe that the 12-
month extension under section 6161(a) (1), permitted whenever a
fiduciary can show reasonable cause for his inability tQ pay the estate
tax when due, should be available on an objective basis, rather than
giving the Internal Revenue Service discretion to grant this privilege
only if an examination of all the facts and circumstances discloses that
a request for an extension of up to a year is based upon reasonable
cause. We also believe that this extension should be for up to 5 years.

The Senate Finance Committee Report to the Excise, Estate and
Gift Tax Adjustment Act of 1970, gives six examples of cases in
which there -would be. reasonable cause for an extension:

The first example involves situations where farms or closely held
businesses comprise a significant portion of an estate, but not enough
to satisfy the percentage requirements for obtaining a section 6166(a)
extension. Although these interests could be sold to unrelated persons
for their fair market value to obtain funds to pay the estate tax, the
executor could raise the funds from other sources if he had more time.

The awcond example deals with an e.tote of sufficient liquid assets to
pay the tax when otherwise due, where the assets were located in
several jurisdictions and not immediately subject'to control of the
executoreo he cannot readily marshall them.

The third .,amp1A is of n estate a substealtiel part of whose assets
consist of rights to future payments--annuities, copyright royalties,

60-516--78--pt. 8-15
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contingent fees, or accounts receivable-where there is insufficient cash
with which to pay the estate tax when otherwise due and a loan cannot
be obtained, except upon terms inflicting loss upon the estate.

In the fourth example, the estate includes a claim to substantial
assets which cannot be collected *ithout litigation, so that the size of
the gross estate is unascertainable as of the time the tax is otherwise
due.

The fifth example deals with assets which must be liquidated at a
sacrifice price or in a depressed market to pay the estate tax when
otherwise due.

In the sixth example, the estate has insufficient funds, without bor-
rowing at a higher rate of interest than that generally available, to
pay the entire estate tax when otherwise due, provide a reasonable
allowance for the family during the remaining period of administra-
tion and satisfy claims against the estate. The executor has made a
reasonable effort to convert assets in his possession to cash-other than
an interest in a closely held busines to which section 6166 applies.

In all six of these cases, we recommend that an extension of time
to pay the tax for up to 5 years be automatically granted upon repre-
sentation of the existence of the problem in a sworn affidavit from the
executor. This would still leave to the discretion of the Internal Reve-
nue Service other cases where an examination of the facts and cir-
cumstances discloses that a request for an extension for up to 5 years--
presently 12 months--is reasonable. However, in these other cases,
the code should require the Commissioner to grant such an extension
unless he determines that there is reasonable cause not to grant one.
Should it later become apparent that the taxpayer submitted false or
insufficient information, existing civil and criminal penalties are
adequate.

The liberalization in 1970 did not extend to the discretion given the
Internal Revenue Service to extend for up to 10 years the time for
payment of any part of the estate tax in cases of undue hardship under
section 6161 (a) (2). Such an extension may be granted only for a year
at a time and requires more than a general statement of hardship or
showing of reasonable cause to obtain it. Undue hardship means more
than inconvenience. It means sale at a sacrifice price, or in a severely
depressed market, or the disposition of an interest in a family business
to unrelated persons, even though it could be sold at a price equal to its
current fair market, value to theso people.

As pointed out above, we recommend that the time period for an
extension of the estate tax payment for reasonable cause, under the
criteria of section 6161 (a) (1), be extended from 12 months to 5 years
and that, thereafter, the undue hardship criteria of section 6161 (a) (2)
be used for further extensions.
3. Lengthen the maimum extension to 20 years

The present maximum period for obtaining extensions of time to
pay estate tax under sections 6161 and 6166 is 10 years, but an extension
under section 6166 must be elected at the time the return is filed. We
recommend that this election also be available if a deficiency is assessed
and, furthermore, that installment payments of the tax under the
conditions described in both sections 6161 and 6166 be permitted for
up to 20 years.
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4. Reduce interest rate on exatensionm to two-thirds of that on
defwiencies

Finally, we propose that in all cases where the payment of the estate
tax is to be dferred under sections 6161, 6163 (dealing with extensions
for the payment of estate tax attributable to a future interest), 6166
and the new extension provisions advocated by us, the interest be
reduced to two-thirds of the rate currently charged on .deficiencies.
For many years, until 1975, interest was imposed at only a 4-percent
rate on extensions of time for undue hardship (section 6161 (a) (2)),
because of a future interest (section 6163), or where there was a closely
held business in the estate (section 6166), although the regular 6-per-
cent interest rate applied to 12-month extensions under section 6161
(a) (1).

Effective June 30, 1975, the preferential rate of interest was
abolished at the same time that interest rates were. raised to 9 percent
(now 7 percent, at least until February 1, 1978). The Sei'ate Finance
Committee explanation of the change that eliminated the preferential
interest rate overlooked that estates holding closely held businesses
and other illiquid assets must not only earn profits to pay the interest
charge, but. also to pay the unpaid instalhnenits of estate tax. We merely
seek to further the purposes of the extension provisions as originally
enacted and the liberalizations as proposed by us, by reinstating a
preferential interest rate which would rise and fall in proportion to
the current rate of interest for income tax purposes.

We believe that the adoption of the above proposals would go a
long way to solve most liquidity problems experienced by estates. From
the standpoint of sound tax policy, the uniform application of these
provisions, regardless of the nature of the illiquid assets, would further
the objectives of neutrality, equity, .and uniformity of application
of the estate tax lawrs, as well as providing certainty that relief would
be available in most cases.
6. Create a new alternative valuation cornept for, ard to vaue assets

Great difficulties are created for" estates holding hard tovalueassets
and for the Internal Revenue Service in dealing with these 'assets.
Current rules require appraisals, which can be expensive, can result
in expensive and time-consuming controversies with the Internal
Revenue Service, and may result in unfairness to one side or the other
when assets are sold within a reasonable period after death. There,
fore, although we favor retention of the 6-month alternative valuation
date, we recommend that where an estate holds assets described in
section 6161 (a) (1) or 6166, or real estate or tangible personal property
(other than property which depreciates in value due to lapse of tino
or normal use- -such as the family car) at the time of filing of the
return, the executor should be permitted to elect a deferred alternate
valuation date for such property (separate from the normal election
as to valuation dates) that would permit the-valuation of these assets
to be postponed for a period of up to 3 years following the date of
the filing of the return, with valuation to be fixedby actual sale ,
if none, by appraisal at the end of the period NeA~dess to , . •
otherwise deferrable, the Federal 'estate tax attribtifable to these il.-
liquid assets should 'be paid on an estimated basis and the statute of
limitations as applied to questions affecting these assets tolled.
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0. INTERSPOUS" TRANSFERS

The problem of inter vivos and death-time interspousal transfers is
,ne that has produced a nmnber of proposals to make changes in the
.marital deduction. We are concerned that some of the more far-
Areaching ones which would provide for the unlimited marital deduc-
ition, making all interspousal transfers tax free, would create both
an unaccbptibly high revenue loss (at least in the near term) and
run counter to the objective of having a stable tax system. The two
most serious problems in this area are the artificiality of the legal pre-
sumptions involving joint tenancy, particularly between spouses, and
the tax pressures to distort a client's natural desire in making ap
propriate dispositions for a spouse and children. This irs particularly
serious where the client wants to be sure that his or her children, and
not a second set of children the surviving spouse may have on re-
marriage (or even the surviving spouse's new marriage partner) share
in the estate. Such pressures exist even more, strongly in second mar-
riages where there are children from a first marriage.
1. Inter Vivoa tr&nfers of joint and comm"Mity property

We propose retention of the 50 percent marital deduction in gen-
eral, bt advocate a major change involving inter vivos interspousal
transfers.'The gift tax marital deduction, unlike the estate tax deduc-
tion, does not permit a 100-percent deduction for up to 50 percent
of the estate. The gift taxpayer gets a deduction for 50 percent of the
actual amount given tohis spouse. This requires the filing of returns
for relatively small gifts, a requirement that is frequently ignored,
leading to disrespect for the law on the part-oLmany_ people and im-
posing onerous filing and payment requirements on the conscientious
and well-advised taxpayers.

We believe-that the same policies that led to adoption of the section
2515 exeniption -rom the gift tax of the creation of a tenancy by the
entirety or a joint tenancy with right of survivorship between hus-
band and: wife in real estate (in the absence of an election) should be
expanded to many other interspousal transfers made inter vivos. Sec-
tion 25 should be extended so that all transfers into joint ownership,
including community property transfers; by either spouse, regardless
of the source of the fuds, *-odid be-treated as exempt unless the
spouses elected to have them treated as completed transfers. Thus,
the umbrella of section 251.N now limited to real estate, should be
extended to stocks, bonds, savings accounts, and all other types of prop-
erty. Even tenancies in common should fall into this shelter, since
the tendency of peQple in creating all of these joint interests is to
give h0al of an aggregate amount, so that such a rule would really
rather closely paral the presentpolicy on joint tenaey.

Under existing provisions of section 2515, termination of a real
estate joint tenancy between spouses or a real estae. tenancy by the
entireties may or may not .result -in a ,gift dependig on the ratio
of origiiial contributions and the property interets acquired. This
is frequently the occasoW ouawiadvertantigift. Extension of section
2515 to all types (4prOPerty, without any attention tothe inadvertent
gift problem, woud exacerbatethe existing. prQblemns of noncompliance
in this area. As ap indueement to taxpayer awareheds .d compliance,
anew type 9,'faxaor-olectip in this ris quggpt4beow,-
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Unawareness is the real reason that many transfers into inter-
spousal co-ownership form are not coupled with elections to treat the
transfer to the noncontributing spouse as a gift. Existing section
2515 requirements requiring the election to be made on a timely return
operate as a trap, for when the couple finally becomes aware of the
possibility that the transfer might have been a gift, it is almost always
too late for a timely return. To constitute the noncontributing spouse
as an owner then would require a gift of the entire one-half interest.
Appreciation and inflation aggravate the problem since current fair
market value would be involved in a transfer at termination of the
joint interest. If that value is higher, and if the termination would
involve a transfer of an asset acquired by gradual payments over a
period of time, the gift tax consequences can be very severe.

As an example, consider a house bought with a purchase price of
$50,000 and a $10,000 down payment, Mortgage payments in annual
increments are made, Had elections been made on timely gift-tax
returns to treat the down payment and annual mortgage payments
as gifts, little if any gift tax would be paid. On the other hand, if
the elections are not made and if a severance is effected on a sale witheach spouse receiving one-half of the proceeds and the' appreciated
value is $150 000, the consequence is a $75,000 gift (eubeento the gift
tax marital reduction) by the contributing spouse to the nonontrib-
uting spouse. This can be very disadvantageous in many situations.

A relatively simple statutory change to permit the election to be
made on a return, whether timely or not, would relieve the situation.
It is particularly pertinent if the suggested section 2515 change is
madde, for nonrealty transfers are virtually handled in this fashion
now. Acquisition of a security in oint form under existing lqw involves
a gift. The tax now remains due, based on fair market value at acquisi-
tion, under today's law and can and should be paid on _a return,
whether timely or not. The taxable event was acquisition, and not any-
thing subsequent. What is being urged here for an expanded section
2515 is that acquisition remain the taxable event, with the election
available to treat the transfer as a gift at anytime after acquisition.
In essence, the question of gift or no gift would remain open until
the spouses close the transaction, but, when it is closed, the closure
would relate back to acquisition cost and would not require a fair-
market value transfer at the date of closure.
S. Joint property at deat4

Section 2040 should be amended so that at death only half of the
property held in any form of joint ownership would be taxes. in the
estate of each spouse, without tracing. But any property held oin 0oit
ownership for which no mift tax has been paid at creation should be
removed from the adjusted gross estate in figuring the base on which
the maximum marital deduction (50 percent of the adjusted gross
estate) is comptited at death. This is the present approach to com-
munity property.
8. Extension of the edit for prior trawlers

If the donee-spouse dies first, half of the property will be included
i her or his estate, and the entire property will subeeque;tly be in-

eluded in the donor-spouse's estate. This is a problem that nerally
exists where gifts are made to a spouse. It can be alleviated by an
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extension of the existin credit for property previously taxed in the
estate of one spouse, witi the elimination of the present 10-year limit
and the 20 percent credit decrease that occurs every 2 years. This
specially extended credit rule for property previously tax;d in inter-
spousal transfers would permit a 100 percent undiminished credit,
regardless of the number of years between the deaths of the spouses.

The unfortunate whipsaw consequences of the same property being
included in the estates of two decedents (usually spouses) could be
solved by extending the mitigation of the statute of limitations provi-
sions ill sections 1311 through 1315 into the estate tax area. These provi-
sions deal wi~I inconsistent income tax determinations that either give
the Government or the taxpayer an unfair advantage which cannot
be rectified because of the running of the statute of limitations. The
provisions permit the reopening of the statute of limitations under
certain conditions in the interest of fairness. However, they are quite
complex and the extension of them to the Federal estate tax will add
further complexity to them. We believe that the same objective can
be accomplished through the use of the above-described 100 percent
credit. for tax on prior transfers between spouses.
4. Qualitative expansion oLthe marital deduction and elimination of

t4e ttminable interest rule
With respect to the qualitative aspects of the marital deduction, we

favor qualifying for the marital deduction any full-income interest
passing to the surviving spouse, regardless of whether there is a gen-
eral power of appointment accompanying it. Thus, deductibility would
be given in the first estate, provided that the interest is to be included
in the second one. Furthermore, the surviving spouse should be allowed
either to amept or reject the marital deduction tax result in the qual-
ifying limited interest situation, such as where he or she receives only
a life estate. Thus, in effect, the surviving spouse would have an option
to prepay the death taxes when there is a straight life estate, but still
receive the life estate.uIn essence, the Section 20.56 terminable interest rule would be abol-
ished in the intert of simplicity, to make it easier for the nonspe-
cialist to avoid problems and to avoid the whipsaw effect of the incon-
sistency involved in requiring inclusion in the survivor's estate in
situations where the marital deduction is not always available in the
estate of the first spouse. This is illustrated by cases involving overly
broad powers to allocate between principal and income or to retain
unproductive assets, so that not all the income requirements for a
marital deduction power of appointment trust are met and cases
where the power of appointment does not qualify as a general power
of appointment under section 2056 but nonetheless falls within the
section 2041 definition of a general power of appointment. Another
example of casws which would be ameliorated by this change are those
where there is disallowance of the deduction in the first estate because
of a requirement of mrvivorship running beyond the allowable 6-
month period which actually is satisfied so that the property does in
fact pass to the surviving spouse and is taxed in the second estate. -

Perhaps th worst aspect of the present requirements is the compul-
sion ,they place upon a property owner. He must do something with
his property that he might not otherwise wish to do. While he may
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be perfectly willing to provide for his spouse, he may not want to do
this in a way that allows that spouse to divert the property from his
children after his death. These fears may involve a fear of the sur-
viving spouse's remarriage or where a donor has a family by a prede-
ceased first spouse and then remarries, fear that tho second spouse will
not make the adequate provision for the children of the first marriage.
To mitigate this situation, we propose amendments to section 2056 that
would permit a limited interest to qualify for the marital deduction.

If the decedent's spouse leaves the surviving spouse an interest which
will cause the property to be includible in t e survivor's estate upon
death, that fact alone ought to be suflcient for a qualifying gift. If
the survivor accepts broad benefits, such as a general power of appoint-
ment or outright ownership of the property, then of course the first
estate is allowed a deduction, because the survivor has that quantum of
ownership which requires estate taxation when he or she later dies.
That rather parallel the present marital deduction except that it
substitutes for the technical terminable interest rules a basic rule which
simply and directly states that the interest qualifies if the surviving
spouse takes such an interest as would cause inclusion in the surviving
sp.ouse.s estate if retained until death, which, of course, also means that,
if the survivor disposes of it before death, it is subject to the gift tax.

A further recommendation is that the spouse dying first should beable to tender to the second spouse a terminable interest which qualifies,
if the first spouse to die declares a desire to have that interest qualify.
Thus, in the classic case of a life estate for the wife,-with remainder
over to whomever her husband directs, if the widow accepts this tender,
it should be deductible in her husband's estate and her acceptance oi
it as a marital deduction gift will constitute a stipulation that it will
be includible in her estate when she later dies. Unless her husband ex-

ressly conditions this bequest on her acceptance of it as a marital
eduction bequest, however, she could take the property rights but

decline the tax consequences through postmortem planning, and prepay
the tax by declining to take it as a marital deduction gift. She could
still have the right to the income-she need not forfeit her rights under
the will-but she only declines to take it as a marital deduction gift.

Protection of the husband's other beneficiaries important in such
a situation. This could be accomplished by having the additional tax
caused by this unanticipated enlargement of his taxable estate borne
specifically by the assets which caused that enlargement, that is, the
assets tendered but rejected for the marital deduction. Of course, the
husband may include an apportionfthent clause to the contrary, but
sections similar to the tax apportionment for life insurance under
2206 and powers of appointment under 2207 should be put in the code
to deal with the unplanned situations.

These proposed changes should not cause a significant loss of reve-
nue, but would give much more flexibility to estate planning, particu-
larly at the postmortem stage; the election could actually result in
particular cases in revenue advantages because of the prepayment of
taxes that would-otherwise not be. due until the wife's death. This
election, however, would most likely be used in cases where it would
be advantageous from a rate viewp~int. In any event, where it does
reduce the tax, it does so by removing an inequity rather than cre-
ating one.
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D. RAISE THE X XMPTION TO $1ooooo AND CHANGE IT TO A CRDIT

Another problem that is receiving considerable attention lately is
the debate over whether the Federal estate tax exemption should be
increased, in view of inflation. We are concerned over the estimated $2
billion revenue loss that an increase in exemption to $150,000 would
appear to create. We believe that many of the problems caused by in-
fl.on pushing far more people into the Federal estate tax braes
will be solved 7by adoption of the liquidity proposals we have previ-
ously made. We also recognize that some allowance must be made0for
inflation, that complete relief from the estate tax and the filing require-
ments is desirable in smaller estates. However, we believe the revenue
impact of this relief must be held down by changing the exemption to
a credit.

We also recognize that if there is a material increase in the estate
tax exemption, questions of fundamental social reform, rather than
narrow tax reform, are raised because, if a tremendous tax los results
from exempting so many modest-sized estates that are now subject to
tax, it may be necessary to make up that difference by accelerating
rates, if the estate tax is to continue to produce the same amount of
revenue, and, inevitably, even without a conscious and independent
policy decision, a rate structure might then be adopted which would
tend to break up even moderate concentrations of wealth and deter
needed capital formation. This is not the sort of result that should be
reached is an incidental part of estate tax revision, but, to some extent,
it would be a byproduct of raising the exemption unless the exemption
can be raised in the context of other revenue increases.

It would be most desirable to exempt the many estates which in-
volve only modest amounts of wealth being passed to a spouse or
children where both planning and administration are now complicated
and little revenue is produced. Accordingly, to the extent consistent
with revenue considerations, we recommend that many estates be
exempted from the Federal estate tax where neither the returns nor
the administration and planning are worth the effort. We suggest that
this be accomplished by means of a credit, rather than an exemption.
This credit could be used, in effect, to increase the $60,000 exemption
to $10020.0 by taking the amounts from the bottom rather than the
top--eliminating tax on the small estates, but giving the relief in the
large estates at the bottom, rather than at the top rate.

We propose that in lieu of the present $60 00. exemption, $120,000
for triaers qualifying for the marital deiuetion, a credit against
the tax due on the first $100,000 of taxable estate-$200,000 in the case
of transfers qualifying for the marital deduction-be permitted. This
credit should be designed so that gross estates of $100,000 or less need
not file returns. This latter point i of the utmost urgency since if it is
not done, the change will cause further unnecessary complications and
costs in the administration of small estates

U. VALUATION

Turning to the question of valuation of assets, wherever there are
closely held business interests or hard to value tangibles, estates are
put to a considerable amount of additional expense and both the estate
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and the Government spend quite a bit of time and money in valuation
proceedings. We believe that the settlement of estMts could be facili-
tated by improvement of the present valuation methods. For example,
section 2031 presently requires that unlisted and untraded securities
have their values determined by considering, along :with all other
factors, the value of securities of corporations engad i similar lines
of businesses which are listed on an exchange. U. limitation of this
comparison to corporations whose securities are listed on an exchange
is a technical defect in the law. Accordingly, section 2W1 should be
amended to permit comparisons with the securities of other corpora-
tionm engaged in the same or a similar line of business, regardless of
whether-their securities are listed on an exchange.

Under regulations promulgated pursuant to section 2031, tangible
personal property is valued at the price at which an item or com-
parable item could be obtained in the retail market. Thus, replacement
value is the criterion for valuation rather than the price obtainable in
the market or markets available for the holder of the propey being
valued. This approach of the service was rejected by the U.S. Supreme
Court in the (Jartmi'ght case, decided in 1973, which involved-the
valuation of shares of an open-end mutual fund. The price obtainable
by the executor or donor in whatever markets are available to him is a
fairer measure of value.

Accordingly, we recommend amendment of sections 2031 -and 2512
(gift tax) to provide that tanble personal property be valued for
estate an gift tax purposes at the price obtainable by the executor or
donor in the market or markets available to him. I his proposal is
coupled with the previously made one permitting an election of a de-
layed valuation date for hard to value assets, many of the valuation
disputes that now occur would be avoided and the large expense in-
curred by estates possessing closely held businesses in obtaining
appraisas of them for tax purposes could also be reduced, if not
entirdy eliminated in a large number of cases.

7. G TAX rIIN1Aa

There are two other areas of the estate and gift tax laws which are
widespread in their effect where the present rules create both unnece .-
sary complexity and inequities. The first of these deals with the gift
tax filing requirements. The Excise Estate and Gift Tax Adjustment
Act of 1970 required for the first time that taxable gifts be reported
quarterly, rather than annually as provided by prior law. This
quarterly filing requirement has proven to be a major administrative
inconvenience to the Internal Revenue Set-vice and constitutes a costly
nuisance to individuals who make relatively small taxable gifts in
several quarters. The extra work required by the quarterly in re
quirements may in many instances be far more costly than the rela-
tively small value derived by the Treasury from a slight acceleration
of ift tax revenue.

We reommended a prospective return to annual filing, at least for
most dhors. Only where an individual's gifts in one calendar quarter
aggrgtes $100,600 should an individual still be required to file a
quarterly preliminary gift tax return with respect to that calendar
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quarter. This amount appears to be a reasonable figure which would
eliminate most quarterly returns without deferring the payment of
any substantial amount of gift tax. Eighty-five percent of the persons
filing gift tax returns would not have to file quarterly preliminary
gift tax returns, yet 75 percent of the total gift tax paid for the year
would be reported and paid with the preliminary gift tax returns.

Where quarterly preliminary gift tax returns are in fact required,
gifts between spouses should be permitted to be split on a preliminary
basis, with a nonbinding election tutil the subsequent filing of a final
return for the calendar year. At that time the spouses could elect to
split their gifts or not split them, regardless of the election made in
the preliminary quarterly returns. Similarly, the election to treat
acquisition by spouses of a joint interest in any property as a gift
would be made in the annual gift tax return rather than in the pre-
liminary quarterly returns.

C. ESTATE TAX CREDIT FOR GIF TAX PAID

We recommend that section 2012 be amended so that in computing
the limitation on the estate tax credit allowed for gift taxes paid in
respect of property included in the decedent's gross estate, the estate
tax attributable to such property should equal the reduction in estate
tax if such property were removed from the gross estate. At present,
tho estate tax credit for gift tax paid in respect of property included
in a decedent's gross estate for estate tax purposes is limited to the
lesser of the-gift tax paid or the estate tax allocable to the gift. Those
limitations are computed under present law by a complicated method
involving the average gift tax rate and the average estate tax rate.
Substitution of the highest applicable bracket rates for the average
rates determined under present law would greatly simplify the com-
putation of the credit and would reduce the number of cases in which
the credit is partially lost by application of the limitations. Thus. we
recommend that th computation used to determine the amount of
gift. and estate taxes allocable to property subject to both taoes for
purposes of the limitations be changed to reflect the incremental
amounts of gift tax and estate tax attributable to the doubly taxed
property.

IN THE STATE DEATII TAX CREDIT

In the written statement submitted on behalf of the college by presi-
dent Cantwell, he indicated that we were working on a Siate-by-
State analysis of the economic effect of the State death credit and
would submit a report. which we expected would be ready within a
month, to your committee for its consideration in connection with
your deliberations. It is now apparent that this report, which we had
hoped to attach to or make a part of this supplementary statement,
was not as far along as we had believed in March. Therefore. it
will not be ready for several more months. When it does become avail-
able, we will submit its results, together with recommendations for
a closer integrat qn of the State and Federal death tax systems, based
upon some form of incentives given the States to conform their death
taxes to the Federal state tax, to this committee.
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I. E"EOTVE DATES OF TAX CHANGES

Our final recommendation deals with effective dates of any and all
changes that m~y be made to the estate and gift tax laws. We belive
that all such changes should apply prospectively and not be applicable
to any past transfers. The effective dates should be such as to allow
a reasonable period for amendment of existing estate plans. If major
structural changes, such as new taxes on generation-skipping trans-
fers, an unlimited marital deduction, some form of taxation of ap-
preciated property at death, a radical change in the entire death tax

- system by bringing in an accessions or an inheritance type of death
tax or the unification of the estate and gift tax or substitution of a
capital transfer tax for it, are-made, we believe that an extensive
period of time should be permitted for the transition to occur, in the
interest of stability.

The general policy of amending tax laws only prospectively should
be strictly observed in estate and gift tax revisions. Obviously, many
gifts have been made and many trusts eitablished on the basis of the
present tax system and its rules, which have remained substantially
unchanged since 1951. Fairness requires that significant changes not
be applied to the detriment of those who relied on existing law.
Specifically, if Congress decides to unify the estate and gift tax system
or substi~ite for it a capital transfer tax, similar to that used in
England, it is important, as the proposals to date have generally con-
templatid, that there should be a fresh start, with a single lifetime
exemption available in full without regard to prior gifts, and without
including prior gifts in computing the' tax on future transfers. Simi-
]iirly, if a switch to an accessions tax is made, there should be no
attempt to eompiAe and charge recipients of gifts and inheritances
with any of these received prior to the effective date of the new law.

If a trax is to be imposed at death on appreciation, either a capital
gains tax or an additional estate tax, or if there is to be a carryover
basis. -e believe that a new basis date should be provided, in order to
avoid inequities caused by failure in the past to keep adequate records,
which taxpayers could legitimately have considered unnecessary, simi-
lar in concept--if not in purpose-to the March 1, 1913, value used for
income tax purposes, after adoption of the 16th amendment to the
Federal Constitution.

If generation-skipping transfers are to be specifically taxed, the
new tax rules should apply only to transfers made after the effective
date. Irrevocable trusts created prior thereto, whether during the
settler's lifetime or as a result of his death, should have their dis-
positions exempt from these new rules.

Finally, there should be a reasonable grace period for amending
wills, and revocable or otherwise amendable trusts, similar to that

provided in connection with other estate and gift tax amendments that
have caused major changes in the past, to allow a review of estate
plans by all taxpayers and their advisers. This grace period should
run for at least 5 ears, *since experience has shown that even relatively
minor changes in the past have required extension of originally
granted 2-year grace periods--witness what occurred to the changes
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in the charitable remainder trust rules and the transitional rules
designed to deal with problems catmed by these changes under the
1960 Tax Reform Act.

'The above proposals are those of a duly authorized committee of
the American College of Probate Counsel, created by the college's
Board of Rgents and appointed by President William P. Cantwell,
of Denver Col The committee consists of the following lawyers:

Frank W. Berall, chairman, of Hartford, Conn.; Luther J. Avery,
of San Francisco, Calif.; Joseph Kartiganer, of New York, N.Y.;
Arthur Peter, Jr., of Washington, D.C.; Raymond A. Reister, of
Minneapolis, Minn.; and E. Frederick Velikanje, of Yakima, Wash.

ET)im T'JMoNY or WnLLtAX P. CANTWTL BrFo0RX TnE IT.S. Housz
or RwmzPRENTAnrvs COMMiTI'E ON WAYS AND MMANS, MAncRC 17,
1976.

My name is William Cantwell, and I am the president of the
American College of Probate Counsel. The organization is a group of
1,700 probate spe&ialists from every State in the United States, and
while I perhaps have an ax that I am carrying, I do not believe
that it is well honed, and I am not here for the purpose of applying it.

Our presence before you now is not to enter directly into the fray
insofar as favoring or disfavoring any of the many proposals that
have been placed before you, but to offer the services of our organi-
zation, with representation in each State, to advise your staff as to
how any particular proposal would work within the probate system.

It seems an obvious truth to state that within a period from today
into the early part of the next century, all American wealth that
is capable of leing transmitted will, in one way or another, pass
through the probate system. Our consistent concern has been that
the probate system be one in which the transmission of wealth could
occur in an orderly, expeditious, and if youwill have it, a reasonably
priced, mechanism. We find, as representatives of the clientele sub-
jected to that system, that the estate and inheritance tax transactions
through which probate property must pass tend persistently to domi-
nate the working of that system and, as well, to dominate the form of
disposition of property.

We are here to suggest to you three basic things. Those three things
are stability, neutral ty. and the rights of the probate taxpayer.

By stability I would like to associate myself with all of those com-
ments that Mr. Nfelvoin made regarding the existing structure for
the disposition of wealth in this country. I don't believe there is
anything like an accurate count of the number of plans for estates
in'this country, but I have already suggested that all American
wealth, one way or another, must pan through some form of probate
or estate-planning rocedure. I would at least venture that there are
outstanding some 20 million American estate plans. I believe they
have been developed with a consistent respect for the state of the law
since thb Ilevenu" Act of 1948, and that any radical change in the legal
pro edures by whikh those plans would dime of wealth would place
an impossible burden on the taxpayers and an absolutely unman-
ageable burden on the professionals expected to deal with amend-
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ing those pihui. I therefore would suggest and urge, that as far
as our group is concerned, dealing intimately and specializing on a
day-to- day basis with the transactions through which these persons
must dispose of their Wealth, that the matter of the stability of the
law is ndeed an objective of a very high order, and that any sweep-
"ng substantive changes in the law without a very long lead time wouIfi
place American taxpayers at a material disadvantage and could b&
totally counterproductive to whatever may be the objectives of estate
and gift tax reform. It could end up as reforni benefiting the profes-
sionals while exacting funds and frustration from the public and!
the treasury.

My second point is neutrality. I too live in an agricultural State, ant
I find it difficult to disassociate myself from the thought that there
should be special legislation for special classes of taxpayers such as
farmers andranchers. I don't believe that there is any problem that I
personally deal with that gives me more trouble than the problem of
liquidity for agricultural enterprises, and yet I deal with that, and in
tke planning phase with my clients, I euggest in advance that they too
deal with that. I think that all of the history of tax legislation
which has attempted to single out particular classes of taxpayers for
particular types of treatment has, ii turn, ultimately become counter-
productive tax legislation for in attracting wealth into a particular
fonn_ Of-activity because of potential tax advantages, I believe it tends
to distort the economy. I believe some of the very problems we deal
with here this morning with respect to agridnltural enterprises have
themselves rhaps been created by the attrativeness of agriculture
as a form of investment for tax benefits. And therefore, while I per-
sonally would feel that the problems of the agricultural enterprise and
any other small business enterprise ought properly to be delt with,.
I would hope that they could be dblt with in a totally neutral form
so that the tax laws neither force nor encourage any particUlar forn
of business enterprise or business activity simply because of the struc-
ture of those laws. And that is the meaning of my thought with respect
to neutrality.

With respect to the matter of stability, why are we here concerned
with estate and -gift tax reform ? Concededly there may be some
inequities, and perhaps the agricutural problem is an ineuity. How-
ever, I would suggest to you that through borroing devices, through
postponement devices, through expansion of 6161 and 6166, that that
problem could probably be dealt with well. It could be aided by new
valuation techniques which are different from those applied today. Asto other in~juities, I do not find in my practice that the administra-
tive difficulties in admiistering a tax we havs lived with for a long
period of time are themselves unlivable. I am certainly disturbed,
and I would hope that perhaps there is reform required in the mat-
ter of noncompliance in gift tax filing and meeting gift tax obliga-
tions. I am concerned that the original objwtives of the 1948 act
have not been satisfactorily achiev6d, and that perhaps reform is
necesmry to accomplish this. But these conceded yet mimimaf areas
need to be placed on a scale of values opposite my position urging
stability in the dispoition of the affais of-American taxpayrs repre-
senting the results 6f a thrifty lifetime.



3676

To me the scale tips very, very heavily against any broad brush
changes which would require revision of trillions of estate plans,
possiDl accompanied by non-revenue-producin complexities of a
so- e which the legal profession is not equipped to meet. Our par-
ticular clients, our probate clients, are clients who are examples of the
classic thrift and self-support concept of the American economy. We
believe that they, certainly as much as any special class of taxpayers,
have a series of rights. n my prepared paper I have suggested to
you a series of areas in Which we believe our probate clients do have
rights and substantial concerns.

As a first in this series of questions, we are concerned that any
reform your committee might propose to the Congress should ad-
dress problems of the relationship between your tax and the State
inheritance tax. This question extends to the necessity for filing two
tax returns, often on an inconsistent basis, which can subject tax-
payers to a whipsawing relationship between the two taxing entities
involved.

We are next particularly concerned with the overall valuation prob-
lem. We would suggest to you that the valuation technique used ok'
agricultural and other real estate, as Well as closely held businesses
could stand great attention from this committee, and might in itself
go a very long way to talke care of the agricultural and other small
business concerns with which you are dealing. Valuation is really the
genesis of the problem, and liquidity required by valuations which are
vastly inflated because 9 f forces beyond the control of the taxpayers
appear at the heart of the nature of the agricultural and small business
problem.

Another of our concerns wbuld arise if this committee should pro-
pose a unified, tax. Where would taxpayers stand with respect to the

basis problems and the horrendous administrative difficulties created
by any form of carryover basis? We are equaly concerned that if
a unified tax should be enacted that the existing noncompliance with
the gift tax statute would be accentuated. Picture, for example, the
difficulties that would ensue in attempting to make a lifetime catalog
of a giving program in order to do justice under a unified tax.

In another ar~a we are hopeful that if there should be reform, that
the extremely difficult problems of joint tenancy tracing might, in
some manner or another, be erased from the law by simply aUowig
joint tenancy to be taxe4 on an objective basis.

We are very deeply conceied with noncompliance with the existing
gift tax statutes overall, in the joint tenancy area, and in other areas
as well. There simply ex istj no objective technique, such as the with-
holding tax, to deal with joint tenancy under the existing Statute, and
we think a bill of rights for taxpayers, for our type of' taxpayers,
should protect the filing taxpayer, the compliant taxpayer, from the
reduction of revenue from the noncompliant taxpayer, particularly
in the gift tax area where'there doesn't seem to be any particularly
good pqlicing mechanism.

We would suggest that any legislation that might come forward
would 1e 0islaflon aimed at an ease of compliance rather than acomplexiVt ,of compliance.. "

We wold hope eventualy that the Federal Government and the
State governments might seek a method by which a single return
rather than a two-return system could operate.
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We would hope that the liquidity problems might be dealt with by
a much more objective workout of section 6166 andsection 6161 so that
the administrative intervention of enforcement personnel does not
prevent the intent of those statutes.

On an ultimate basis then, what our organization, concerned with
the probate clients of this country, would seek would be a recognition
that just as in 1948 there was a series of abuses by virtue of the dif-
ference between community and common law States, that now there
is a series of problems that need to be dealt with.

The 1976 problems seem to center around the question of inflation,
the interrelated question of liquidity based on inflation, and the ob-
jective of maintaining the potential for the small enterprise. We would
think that the time hlas arrived for some form of taxpayers' bill of
rights--a new version of the Revenue Act of 1948 to redress current
inequities as that act was aimed at the 1948 problems. The 1976 statute
would seek to deal with the inflation, liquidity, and small business
enterprise objectives.

We would hope that any legislation might carry out the thoughts
that I have tried to suggest to you. First, that there be neutrality-
in other words, that the tax statutes not dictate any more than is
absolutely essential the form of a family transaction., Second, that you
seek stability. That would regard as significant the tremendous in-
vestment of time, energy, and personal anguish involved in-those 20
million wills that are sitting waiting to be probated in lawyers' offices
and that you consider simplicity as an ultimate objective. More and
more, complexity for taxpayers is becoming a factor in their attitude
toward the working of their Government. We seek help in making the
probate procedure an expeditious procedure and not a procedure in
which delays and difficulties are based on the Federal tax system
rather than on the local probate system, or on the delinquency of in-
dividual lawyers, which we are as opposed to as anyone.

Our offer to you is that we would like to help you determine how, in a
probate sense, any proposals you ultimately adopt would work, and we
offer our services for that purpose.

I have a written statement, and I would ask that it be entered into the
record, and appreciate very much the opportunity to testify.

STATEMENT OF MRS. HARALD BRANDL, MANITOWOC CouNTY, Wis.

I am Mrs. Harald Brandl (Doris). My husband and I own and
operate a 220-acre dairy farm in Manitowoc County, Wisconsin. I am
testifying in favor of the Burleson Bill HR 1793. There hasn't been a
change in the tax structure for these people for many years. Not since
the 1940's. The present personal deduction hasn't been changed since
1942 whenit was raised to $60,000. The cost of land has risen as much
as 500 percent since that time. In some instances more than that. The
cost keeping, the farm up to proper production has also risen
tremendously. Like 500 percent also, when we purchase farm machinery
and supplies..

The most important part of this Bill to us, will be to enable my
husband and I to keep our farm in our own family if it is the desire of
one or more of our children to own and operate it. We do not, and
what farmer does, have a savings account to adequately cover the

price of an estate. By this I mean to have enough money to pay out
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their other children so one or two sons can own and operate the farm.
To use my own family as an example, we have eight children, ages 4
to 25. Our family farm is valued at about $250,000. Until the debts
are paid and the children givent a equal share, I would have to sell our
farm upon the death of my husband to settle the estate.

When we talked to our lawyer about a will and estate planning he
said, "For tax purposes" oven if a farm is in joint tenancy the husband
is considered the proprietor. Now I would like to know what I have
been working for along side of my husband for the last 27 years.
I have worked in the fields, all day, did my housework at night when
my children were small, took them along in the fields or rode them on
the tractor. There has been very few times that I have missed milking.
I have helped repair building and machinery when needed. I o
bookkeeping and keep the records on cattle etc., etc.

Even if all farm women don't do all of those chores, they do know
what is going on by helping with record keeping, doing errands such
as getting parts for machines during harvest time and just by the
general knowledge she has to have.

If the $200,000 personal exemption is passed as in HR 1793 it will
also help a woman to continue to farm if she desires to do so.

It is estimated that less than 2% of revenues come from estate
taxes. I suggest closing other tax loopholes to make up this difference,
some of which are deli erately made.

I also endorse the proposed Definition of Real Property and the 60
months preceding the date of death as it pertains to the use of farm
lands. I would hope this will help keep land in farming and if it is not
there would be back taxes or a penalty to pay.

The production of food is one of our country's most important
industries. Farming is a part of America, it is a way of life. Let's help
to keep it thst way.

NATIONAL COTTON COUNCIL OF AmXRICA,
.Memphis, Tenn.

Re estate and gift tax reform.
Hon RusszLL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR SrkNATos LONG: It will be appreciated if you will insert this
letter in the hearing record on tax reform legislation.

The National Cotton Council is the central-organization of the U.S.
raw cotton industry, representing growers, ginners, warehousemuen,
merchants, cooperatives, manufacturers, and cottonseed crushers.

At their annual meeting on February 2-3, 1976, Council delegates
unanimously approved the following resolution, which directs that the
Council:

"Work for adjustments in exemptions from federal estate and gift
taxes commensurate with economic changes which have occurred
since present exemptions were established.

Farms necessarily are much larger today than in 1942 when the
estate and gift tax exemptions were established. The overhead required
to operate a farm, in terms of machinery, chemicals, and building, has
risen dramatically, and tq continue farming under these conditions
requires farmers to spread overhead costs over more units of produc-
tion. This has led to a tremendous increase in their net assets in



relation to net income. USDA figures show that owner's equity per
farm has increased about 19-fold in the period from 1942 to 1975,
while net income per farm was up only a little more than 6-fold.

In terms of estate taxes, this means the tax liability of the average
farmer's estate has far outrun his heir's ability to pay the tax out
of the farm's continued operation. To make matters worse, financial
assets such as bank deposits, savings, etc;, now comprise only a little
more than 5 percent of the average farmer's total assets, as com-
pared to 11 percent in 1942. Therefore, it has been increasingly nec-
cessary for heirs of a farmer to sell the farm-or a very substantial
part of it-to pay taxes on the estate. If the heirs want to continue
farming, they must become tenants rather than landowners. We
believe this trend is contrary to earlier developments in U.S. agricul-
ture that made our country the world's most efficient producer of food
and fiber.

Cotton farmers have been hit especially hard because real estate
values per acre have risen faster in 12 of the 14 major cotton-producing
states than in the ntion as a whole, according to USDA data. For
example, Georgia's farm real estate value per acre has increased 22
times since 1942, and South Carolina's 15-fold, compared with a 10-
fold rise for the U.S. Nationally, real estate comprised 71 percent of
total assets per farm in 1975.

One of the bills before your committee that has wide support would
raise the estate tax exemption from $60,000 to $200000. We realize
of course, that the exemption applies to everyone, not just farmers.
But, in eight of the tremendous rise in average net farm assets-we have
cited, suh an increase in the exemption is quite modest from the
farmer's point of view.

We believe that estate and gift law adjustments to make it easier for
heirs to continue farm and other small business operations will benefit
the whole nation by: (1) encouraging more efficient and productive
farming; and (2) keeping more investment capital available and work-
ing in the private sector. Shortage of investment capital is seen by
most economists as a serious problem in the future of our nation.

If we are to encourage farminig operations to continue from one
generation to another in a family, it seems essential that farm property
ih an estate be valued according to its use in agriculture, rather than its
speculative value to a real estate developer or some other non-farm
investor. To prevent abuse of such a provision, it may be necessary to
make the vatuation for estate tax purposes dependent on the use of the
property in the years immediately following its passing into the handsof the heirs.

If your committee agrees that estate and gift tax liability should be
adjusted so as to avoid forced sales to pay the tax, we urge that this
move not be negated by applying a capital gains tax on the estate, a8
is being proposed in some quarters. Because of the tremendous
increase in average net farm equities we mentioned earlier, such a tax
would almost certainly force immediate sale. o,

We favor any approach to estate and gift tax reform that can'help
prevent sales of farms and small businesses to pay taxes. It appears
that the increased exemption would be more helpful to most farmers.
We urge early action on this important matter.

Thaik you for the opportunity to present our views.
Sincerely, W. D. LAWSON III, President.

09-516--76--pt. 8-16
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STATEMENT OF RICHARD P. RECHTER, CHAIRMAN, NATIONAL
LIMESTONE INSTITUTE, INC., AND EXECUTIVE VICE-PRESIDENT,
RALPH ROGERS AND COMPANY, INC., BLOOMINGTON, IND.

We want to thank the Committee for this opportunity. to present
the National Limestone Institute's views on the revision of our
Estate and Gift Taxes-a matter we feel is of extreme and urgent
importance to the small businesses of this country who, for the most

art, have a strong desire to preserve the family-owned business for
future generations.

For the record, I am Richard P. Rechter, chairman of the board
of the National Limestone Institute, and Executive Vice-President
and Treasurer of the Ralph Rogers and Company, Inc. of Blooming-
ton, Indiana.

The National Limestone Institute is a trade association representing
some 600 members in 34 states. These 600 members operate some
2,000 quarries throughout the United States. Most of the companies
in the limestone industry * nfamiy-oNwmed enterprises who are well
aware of the tremendous burdens of our current estate and gift tax
laws.

Historically, the crushed stone industry was started around the
turn-of-the-century by-- contractors looking for aggregate to build
county roads and state highways. After the road was completed, the
small pit or quarry was abandoned. As the market for aggregates
grew, most of the small pits were reactivated by farmers and con-
tractors or other businessmen to furnish the localneeds. As of 1974,
the Bureau of Mines has on record some 5,431 operations. I have no
way of knowing how many of these are small family businesses, as
the Bureau does not have that information broken out. But from
my experience, during the past tn years of our industry, almost
every sale of a quarry has been from a family corporation to a large
conglomerate.

It is inconceivable to hear all the furor raised by the Congress over
the information they receive of monopolies by large corporations
when it is the Congress' tax policies which force the sale of smali
businesses to pay estate taxes.,

The average quarry sells approximately 400,000 tons of stone
annually. With the average price of stone being around $2.00 a ton,
this generates gross annual sales of $800,000. The amount of equip-
ment it-takes to produce and sell these volumes would cost anywhere
from $750,000 to one and a half million dollars. The crushed stone
business is not unlike other businesses; we operate on a 5-10 percent
'after tax profit on sales.

I have been informed by our legal counsel and accountants, that
the method of valuation the Internal Revenue Service uses is a
weighted book value and multiple of earnings. These multiples run
between 10 and 16; and using a little high school arithmetic, I am
sure you can see why our industry is forced to sell when the founder
or majority stockholder dies.

I ask. the committee's indulgence because unlike manyof you, I
am not an attorney and know very little about tax law. However, I
have always wondered if the estate tax is a revenue producing or
social tax. By social, I mean a means by which to break up large
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concentrations of capital. I do not have the amount of money that
this tax brings to the Federal coffers, but I seriously doubt that it
has any appreciable effect on the Federal budget. The impact of the
tax does have this effect on quarry operations: It destroys a tax
paying entity; it can result in unemployment, as many times when a
small operator is bought out for competitive reasons that operation
is left dormant. And, of course, the only people in the market place
with ready cash are the large conglomerates.

This committee currently has before it several proposals which,
in various ways, would alter the current laws dealing with Estate
and Gift Taxes. We have looked at many of them and find many
proposals with which we are in sympathy. However, rather than
discussing each of the proposals, we would like to touch briefly on
those points which concern us most.

First among our concerns is the existing $60,000 exemption allowed
for the estate of each U.S. citizen or resident. The great majority of
legislation introduced to deal with estate and gift law recommends
that the exemption be increased to $200,000. Th. $200,000 figure,
as we understand it, represents the $60,000 exemption provided for
in the 1942 Act plus an inflation factor. Or, put another way, $60,000
i 1942 is worth about $200,000 in 1976. There is, at least in our
minds, no question that the exemption ought to be increased to at
least $200,000. However, we would like to urge increasing the exemp-
tion to $400,000 and tie it to the Consumer Price Index so that another
34 years will not elapse before it is increased again.

My understanding is that Senator Dewey Bartlett of Oklahoma has
introduced legislation to raise the exemption to $400,000. Also, we
have been informed by the Senator's staff that the estate tax exemp-
tion under the 1939 law was $100,000 and that the $400,000 figure is
equal in 1976 dollars to $100,000 in 1939. While I fully realize that
very few have recommended an increase in the exemption to $400,000
I do hope that the Committee will give our recommendation its full
consideration.

I think, Mr. Chairman, it all goes back to what I said earlier. We
must ask ourselves the basic q uestion: What are we trying to achieve
through estate and gift taxation? Certainly one of the purposes is to
raise revenue for the Treasury. But, at the same time, are we trying to
make the big grow bigger at the expense of the small? For, if we are,
then the current law is a complete success, at least with respect to
our industry where, as pointed out earlier, this is definitely happening.
I, for one, do not think that is the purpose of the law. Certainly we
are not trying to abandon the small businessman for I think we can
all agree tat there is a sound economic advantage to the country in
passing the small business from one generation to another. We have
no bone to pick with the large companies, but we must preserve the
small busines- which, from figures we have seen, do about 48 percent
of the gross business production in this country. Indeed, 55 percent of
the nonagriculture workers in the private sector are employed in the
small business sector. In 1953, the Congress formally recognized the
importance of small businesses when it declared it to be the policy of
the Government to "aide, counsel, assist, and protect . . . the
interest of small business concerns in order to preserve free competitive
enterprise . . . " Certainly this is still the policy of our Government,
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and, if we are to meet the objectives of that policy, we must enact
many of the changes we and others are recommending.

Second, Mr. Chairman, we would like to see the Revenue Code
broadened to allow the redemption of stock to include any stock held
by the testator. In addition, there should be some method for capital
retention to accomplish the redemption. As it is now, estate planning
is not a legal reason for the building of liquid assets in a corporation.

Third, we must revise existing law to broaden the installment
payback provisions so they do not work an unreasonable hardship on
small businesses. Here, we are very much in sympathy with the
proposal put forth by the Administration which would allow a five-
year moratorium on the payment of estate taxes and provide an
additional 20 years for full payment. However, we oppose the Adminis-
tration's $300,000 ceiling. This is extremely important because the
current regulations call for full payment, except where undue hardship
can be shown, in nine months making outside financing impossible.
This provision, if enacted, would -o a long way toward easing the
burden currently placed on small businesses. We would also like to
see the interest rate charged during the payback period made more
reasonable. Here again, the AdminiStration's four percent figure is in
line with our thinking.

Finally, we would like to see the tax rates lowered. In many cases,
they are confiscatory in and of themselves and when combined with
state taxes, they are ridiculously high. We are not prepared to quote
figures but think that one way of handling this might be by raising
the size of the estate to which a sirate w applicale. For example
(and this is used only for iflstrative purposes and is not a
recommendation), an estate of less than $500,000 is taxed at a rate
of 32 percent. The size of the estate covered by this bracket could be
raised to $1,000,000 which is currently taxed at 37 percent. Also, we
think it would be a good idea to tie the size of the estate in each bracket
to. the Consumer Price Ihdex, thus insulating it against inflation.
Another means would be to cut the existing rate for each bracket
in half.

Mr. Chairman, that oncludes my specific remarks on the revLSion
of the laws dealing with estate and gilt aion. We urge the com-
mittee to give careful consideration to what we have said here today.
We also urge the committee and the Congress to act expeditiously on
this long overdue revision. We think there could be no more fitting
recognition of the plight of the small businessman during this Bicen-
ten-nial Year than the enactment of these revisions.

STATEMENT OF LoRaN SCHMIT, CHAIRMAN, CoMMIrWEE bx AGRI-
CULTUR9 AND ENVIRONMENT, STATE LEOISLATUR OF NEBRASKA,
AND CHAWIAN, TASK Foacs, oN FooD SUPPLY AND AGRICLTURE,
NATIONAL CONFERENCE Or STATv LEGISLATURES

REISION OF FEDERAL ESTATE TAX LAWS

Mr. Chairman, my noan is Loran Sehmit, and I serve a Chairman
of the Agriculture and Environment Committee of the Nebraska

"Lilature. I amsubmitting this statement on behalf of the National
Conference of State Legislatures, the official organization representing
the Nation's 7,600 State Legislators and their staff.
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NCSL has long supported revision of the Federal estate tax laws
and has recommended that the present exemption level of $60,000
be increased substantially. However, after further study, we extended
our position at a meeting last week to include that:

(1)The present $60,000 exemption be increased to $200,000 for
.all estates;

(2) The marital deduction for all estates be increased to 50 percent
.of the adjusted gross estate, plus $100,000; and

(3) Farm property be assessed at its value for current agricultural
use, and not at its market value.

While raising the exemption level should have the highest priority
when Congress revises the law, the other two provisions are essential
for reinforcing the positive effect on small businesses and farms.
Changes in this law will have major ramifications, both for the
financial stability of those who inherit small estates, and, more
importantly, for the fabric of American agriculture iteelf.

Statistics show that the small farm is da ring at an alarming
rate. Some estimates indicate that the United States will lose between
200,000 and-400,000 farms over the next 20 years. Even the U.S.
Department of Agriculture projects that America will have a million
fewer farm units by the turn of the century.

One study conducted by the Department of Agriculture indicates
that the small farm, managed and operated by 1 to 3 people, is the
most efficient unit for agricultural production. This 1968 study points
out that efficiency reaches a plateau with the small unit and remains
constant through the large-sze range. Agriculture is just not subject
to the same opportunities for econones 6f scale that industry is.

Losing these units then, will have serious repercussions for the
productive capacity of American Agriculture. At a time when the world
is demanding more food from the American farmer and when agri
cultural exports are maintaining a healthy balance of trade for this
country, loss of these units cannot be tolerated.

The pressures of urban development are also taking their toll on the
availability of prime agricultaral land. Such urban growth consumes
about 2.2 million acres of farmland each year-and 20 percet of all
farms in this country are already within metropolitan areas.

It is on the rural-urban fringe, though, where the small farm
suffers its greatest demise. The pressures of development force up land
values in this margin. Land then takes on a "speculator's value",
.an artificially h amount. To aggravate the oblem, an heir to farm
property in this fringe area discovers that the high property value
-causes his estate taxes to be exorbitant. Unfortunately, a farm's
productive capacity does not increase when its market value increases.
Therefore, to afford the payments, an heir must sell the land, even if
he desires to keep it in agricultural use. The unfortunate result is
that more acres of productive agricultural land are surrendered.

In rural areas, this problem is also arising as the pressures for
development- particularly from second home and other recreational
communities, are increaing. Farm proPerty is especially attractive
to a developer because it is nearly flat, is cleared of trees and shrubs,
and ge rauy has good drainage.

Another problem in rural areas is the growing influence of agribusi-
ness and corporate landholders which further eide the land available
to the smaller farmer. More and more of America's large corporations

k
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are becoming agricultural land owners. Nationally, eight oil companies
own almost 65 million acres-13 times the size of New Jersey. And
corporations such as Coca-Cola, Standard Oil of California, and RCA
are involved in agricultural production.

State legislatures across the country are alarmed about the dis-
appearance of the family farm and the accompanying decrease in the
availability of prime agricultural land. Many legislatures are now at-
tempting to rectify these problems. For example, several States are
currently proposing changes in their own State estate tax laws.
Most are increasing their exemption levels, such as Wyoming. Which
has raised its exemption to $60,000 from $10,000. Other States, such
as Minnesota and South Dakota, are attempting to equalize deduc-
tions for widows and widowers. Wisconsin is also examining the pos-
sibility of deferring tax payments on inherited property. And the
Minnesota legislature has provided for an alternative tax valuation
method. If the estate passing to the surviving spouse is less than $500,-
000 and if the tax computed on 50% of the estate, without using exemp-
tions, is less than the tax computed with normal exemptions on the
entire estate, then the lesser tax can be paid.

Several other States, including Vermont and Massachusetts, have
developed state food policies that recommend, among other changes
estate tax benefits for farms which are willed to succeeding generation,
and remain in active farm production for a certain time period. Ver-
mont is also considering the feasibility of exempting the first $10,000
of net business income (including that of a farm) from taxation. The
Massachusetts legislature is also considering a bill to value farm land
at its current use for State estate tax purposes.

Other State legislative actions to preserve the family farm include
regulations of corporate farming. Nine States (Iowa, Kansas, Min-
nesota Missouri, Nebraska, North Dakota, Oklahoma, South Dakota,
and Wisconsin) have enacted laws in this area. Kansas was the first
to do so in 1931, and North Dakota followed shortly thereafter.
Kansas law specifies that if a corporation is allowed to farm a specific
list of crops, it must have 10 or fewer stockholders, the incorporators
must be State residents, stockholders cannot own stock in any other
corporation, and that the corporation cannot own or supervise more
than 5,000 acres. North Dakota prohibits virtually all corporations
from farming.

In addition, the majority of States have laws attempting to preserve
prime agricultural land. Most try to accomplish this by alleviating
the property tax burden. Three general approaches have been used:
preferential assessment, which allows land to be valued at its current
use not at itq market value; deferred taxation, which also allows land
to be assessed at its current use value, but which provides that if
farmland is used for development, unpaid taxes on the value are
recaptured; and restrictive agreements, which allow State and local
governments to negotiate with a landowner to restrict development
in exchange for a tax preference.

At least nine States have preferential assessment laws, although
requirements for participation vary with each State. At least seven-
teen States have deferred taxation laws. And still other States are
considering the use of development rights and easements. The Cali-
fornia Legslature is also considering a bill to establish an agricul-
tural resources council to have final authority over the State's prime
agricultural lands.



3685

Still other legislatures are experimenting with programs to assist
the young farmer. In the Minnesota House of Representatives, for
example, there is a bill to aid young farmers in obtaining credit to
acquire farm real estate. The legislature has recognized the need to
encourage the young farmer to remain in agriculture; however,
Federal estate tax laws force him to leave.

State actions to preserve the family farm and its accompanying
agricultural land will never never result in substantial success, how-
ever while the Federal estate tax imposes such an exorbitant burden
on the small farmer and heirs to farm property.

Therefore, NCSL recommends that, first of all, the exemption level
be increased to $200,000 for all estates. Studies show that with the
current rate of inflation, an exemption of at least $190,000 would be
necessary to equal the 1942 purchasing power of the $60,000 exemp-
tion. Examples abound of how farmland purchased in 1942 at $50
per acre is now worth $1000 or more per acre. An antiquated exemp-
tion of $60,000 is not nearly substantial enough to ease the tax burden
on an heir.

Second, the marital deduction for all estates should be increased
from the present 50 percent of the adjusted gross income to $100,000
plus the 50 percent rate. Changes in this provision are necessary to
recognize the partnership which exists between husband and wife
and to alleviate the discrimination against women which currently
exists in the estate tax laws.

And third,, NCSL recommends that farmland should be assessed
at its value for current agricultural use ard not at its market value.
By including this provision, an heir to farm property located in areas
pressured by urban development will not be forced to sell land that
he wishes to keep in production. NCSL also supports a provision
stipulating that land assessed at its current use value be kept in that
use for at east five years prior to and five years following the owner's
death. Then, if the land is sold or converted to development, the
market value assessment would be invoked. This current use provi-
sion could also be extended to include woodlands and scenic open
space, as well as agricultural land.

All of the provisions which NCSL recommends are included in S.
1173, a bill sponsored by Senator Carl Curtis (R.-Nebraska), the
ranking minority member of the Finance Committee. NCSL recom-
mends your consideration of this bill and its swift passage. The
changes which are proposed in this bill would have the following
effect on the Federal budget for fiscal year 1977:

(1) Increasing the exemption level to $200,000 will incur a loss of
$2.2 billion;

(2) Increasing the marital deduction will cause a loss of only $400
million; and

(3) Valuing farm property at its current use value will cause a loss
of $20 million.

In summary, a combined State and Federal effort is needed to
maintain the viability of the family farm and to insure that prime
agricultural land is preserved for the food production so essential to
the American consumer and our foreign customers. The States have
realized their role in rectifying the problem, but without these rec-
ommended changes in the Federal estate tax laws, State actions will
be greatly overwhelmed.
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Thank you, Mr. Chairman, for this opportunity to recommend
legislation to ease the burden of Federal estate taxes on those who
inherit small businesses and farms.

STATEMENT OF WMIUAM PEZn AND RoBzrr BRnAvoN, PUBLIC CITIZENS

- TAx RIFoRM RzSAzoCH GRoUP

ESTATE AND GIFT TAX REFORM

Historically, the initial purpose of the estate and gift tax was to
raise Federal revenues. Those taxes eetund for 7 percent of budget
receipts in 1939, 4.4 percent in 1941 and 2 percent or less in the years
since 1942. Estate and gift taxes are projected to bring in $4.6 billion
or 1.5 percent in fiscal year 1975 and T billion or 1.3 percent of
revenues in fiscal year 1981. While their revenue contribution con-
tinues to fall, estate and gift taxes do provide needed Federal revenues.

Assuming we are stuck with high taxes we have a choice of whether
to shift even greater burdens on to people's work incentives through
social security and income taxes or taxing the amount which
adults can inherit from their parents.

Given the choices, we should be looking for ways to increase estate
and gift tax revenues. At a very minimum, any estate and gift tax
reform package should be sufficiently well balanced as to not redue
tax revenues.
Advantages of Estate and Gift Tame.

Including social security tax and numerous income tax preference ,
our Federal tax system is not very pwogressive. But accordMing to the
Treasury's 1969 studies roughly one-third of the progressvity that
does exist is the result of the estate and gift taxetaxes that are
collected exclusively from families with annual incomes well over
$20,000.

The estate tax is a relatively simple tax which can even handedly
tax much of the property which escapes taxation under the income tax
due to all the income tax preferences which have been enacted year
after year.

Large inheritances may often dull the beneficiaries' productive in-
centive. Estate taxes also have the beneficial side effect of providing
that people in each new generation are more equal at the start of the
race to acquire possesions. Finally, as a source of tax revenues estate
and gift taxes interfere least in the behavior pattern of individuals.
And their impact on those receiving gifts and bequests seems to be
most fair.

One person trying to beat the cost of living works hard to earn
060,000. He pays a substantial tax on that income and supports him-
self and perhaps a family on what's left. His neighbor is left a $60,000
bequest but pays no taxes at all on that income. Both individuals have
to pay the same bills for food, clothing, a mortgage, health care and
other expenses, but the person receiving .the wind gift or bequest
pays with non-taxed dol and his working neighbor makes due with
what's left after taxes. In view of the foregoig, the estate and gift
tax seems to be our "least bad" tax. Any attempt at reducing estate
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taxes as a source of Federal revenues would seem unfortunate. And
reducing their effect on estates generally is unneeded.
Who Pop the E8tate Tar?

Contrary to generally held beliefs about death taxes, a very small
number o very wealthy estates pay them, 60 percent of estate and
gift tax revenues come from the wealthiest two-tenths of 1 percent
of all decedents. (In the income tax, 60 percent of revenue comes from
the top 20 percent of all taxpayers.)

Fatte tax revenues in fact, equal only 5 percent of the total dollar
value of all death transfers. Based on 1U73 figures, less than 9 percent
of decedents (178,000 people ) were required to file returns. Of these,
only 121,000 or a litt e over 7 percent paid any estate taxes at all.
Today, when we talk of panyg estate taxes we are still speakingof
less than 10 percent of all the estates in the country. Any general ib-
eralization of the present estate tax will therefore provide tax relief
to the wealthiest 10 percent of all estates.

If this committee desires to further reduce Federal revenues, per-
haps the 90 percent of our taxpayers who struggle during their lives
to make ends meet and can leave no taxable savings at a are better
targets for tax relief.
Di.Cribut n of WcaWt

Even as a tax on the very wealthy, estate taxes have had little impact
on wealth distribution.

In 1973, there were an estimated 200,000 U.S. millionaires. This
may be more a tribute to the productiveness of our economic system
than to the individuals themselves, for an extensive Federal Reserve
System survey in 1966 reported that 59 percent of those with annual
incomes of $100,000 or more inherited "a substantial portion of their
wealth." The same survey found that the wealthiest 5 percent of con-
sumer units owned 518 percent of all private wealth and 86 percent of
all publicly traded stock. It was estimated in 1978 that there were
more than 1,000 individuals with a net worth in excess of $0 million,
including a number of "billionaire" families.
Low Effective Ratee

In contrast to moves to lower estate taxes, the tax could be more
progressive without hardship. Analysis of the Treasury's 1969 and
1978 Eitate Taw Retuwnw show millionaire estates paying federal estate
taxes amounting to roughly 21 percent of their net estate (about 25
percent when state and foreign death taxes and others are included).
The vast accumulations in the $10 million and above category, averag-
ing $25.2 million, paid even less, 17 percent of net estate (nearly 21
percent including state, foreign, and other taxes). The Treasury's 1969
Taw Reform Stwiee and Prpomal. show effective tax rates on total
transfers during both life and at death , for the $5 million and above
category. to be 22.2 percent for married descendants and 39.7 for
nonmarried.
The Preent Rate Structure

Even though the tax is b its nature progessive, the rates need
tightening. The person who app ens to be the sole-beneficiary of a $1
million estate will pay a tax of $270,000 or 27 percent and, of course,
for smaller estate the rates start out at only 8 percent. By contrast
workers start out with an income tax rate of 14 percent plus payroll
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taxes of about 6 percent and the rate reaches 50 percent when taxable
income reaches $50,000.

The existing inarginaZ estate tax rate climbs reasonably quickly
from 3 percent on $5,000 taxable estates to 25 percent on $50,000 but
it then climbs too slowly reaching only 38 percent on $1 million, not
reachinT 50 percent until $2,500,000 or 77 percent until $10 million.
Even if you alleviate the effect of telescoping the bequest into a single
year by applying the 5-year income averaging available on the income
tax reeeivinq a bequest is still a far easier way to meet the cost of living
than is working (e.g., if a $1,000,000 estte-which now pays a mar-
ginal rate of 38 percent-were divided by 5, it would yield $200,000
which is taxed at 70 percent under the income tax).
The E.stale Tax Exemption

The fact that the exemption has scarcely been looked at since 1942-
or since 1916 when it was $50,000 (ignoring the 1948 marital deduction
enactment which enlarges the exemption)-hardly justifies any in-
crease now. From 1916-1970 the income tax at almost every level
jumped at least tenfold and since 1938 the social security tax has gone
from 1 percent to 5.8 percent. Since 1927 federal government expendi-
tures-have gone from about $25 per capita to far above $1,000 today.
The simple truth is that our other taxes were upgraded during and
after World War IT to parallel the growth of government while estate
taxes have, been ignored.
A Credit in Lieu of the Exernptkon

Roughly 90 percent of all estates are already protected by the $60,-
000 exemption. Any increase in it benefits relatively large estates. And
given the progressive tax rates, any exemption increases gives the
greatest relief to the wealthiest estates.

Today the estate tax raises less than $5 billion. According to Treas-
ury estimates furnished to the Congressional research service proposed
exemption increases will significantly cut down that revenue. Chang-
ing the exemption to a credit however, would keep the same number
of estates off the tax rolls at a considerable savings in revenues. (See
Table I)

Of the $4.1 billion 1973 estate tax revenues only about $75 million
came from gross estates under $120,000 and $400 million came from
gross estates under $200,000. This suggests that a vanishing exemption
which phases out entirely in upper brackets (say $1 million) is a very
inexpensive alternative to straight exemption increases.
ESTIMATED REVENUE COST OF INCREASED EXEMPTION LEVELS, AND OF SUBSTITUTING TAX CREDITS ACHIEVING

SAME TAX-FREE NET ESTATE

Tax credit
Change In tax required to Chonge In taxrevenue from aXlve same revenue frompresent law tax-fre present lawTax-free net estate achieved through direct exemption (biUlons) I estae (miio)

W 00 (present law) ...................................00ee pl n.................... . l7114,333 exemption----------..........--------.... 1--3 25= -4W
131,000 ex* to ............ " . .. -1.4 30,000 -100
I5 O,000 eem i .................................. -1.7 35,700 NA1,,.333 , on---- ----.."....... ..................... -1.8 40,000 -940
1200,000 exemption. -2.2 MSoremU.o ........................Ts D...s".... -2.2 10ta C rso eA
Smnoe: U.$. Treaury Dlpartmnt and ongresional Res" enrhwk
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Integration of Estate and Gift Taxes
Under present law estates and gifts are taxed under two separate

but similar progressive tax rates. he gift tax rates are three-fourths
of the estate tax rates. The two progressive rate structures allow
those with great wealth to split their wealth by giving away half
of it during their life and leaving half at death Taxing each half at
the lower ends of each tax rate provides significant tax savings. And
the greater the wealth that is split, the greater the tax savings. For
instance, total gift and estate taxes on taxable transfers of $1 million
split evenly between a gift and a bequest would be $247,000 as con-
trasted to $325,700 were the entire transfer made by bequest-a savings
of $78,645. Splitting $10 million produces a tax savings of $1,768,850.

The gift and estate taxes should be combined or integrated and tie
rate on gifts should be equalized with the rate on estates. Total trans-
fers of wealth would be taxed at one tax rate whether given away
during life or at death. There is no justification for setting a lower
rate on gifts to stimulate lifetime transfers or for allowing decedents
whose large gifts once placed them in a high gift tax bracket to start
all over again in the very lowest brackets in computing estate taxes.
As noted below, the present rate differential has not stimulated much
gift-giving (especially when compared with what would perhaps
occur anyway.) Gift tax revenues approximate only 10 percent of the
estate tax revenues.

Lower rates only subsidize the knowledgeable few who can afford
to part with property. This minority's effective tax rate tends to
approximate 55 percent-60 percent of comparable persons who hang
on until death. Gifts don't promote broader distribution of wealth
since they rarely occur outside the family unit and claims that they
place capital in younger and more vigorous (and less experienced)

ands are baseless widowdressing-especially since gifts of trust inter-
ests and non-controlling business interests are common. Integration
should make unnecessary the present litigation-spawning rules on gifts
in contemplation of death.

By integrating the two taxes, the cash spent, to pay the tax on life-
time transfers would be added back into the estate ("gross-up"). This
will eliminate the existing abuse whereby a gift (even a death bed
gift) of say, $5,600,000 by one in the 77 percent estate tax bracket
will yield a tax saving of $1,300,000. Such a gift two months prior to
death reportedly saved Mr. I. DuPont $16,000,000 in taxes on his
$176,000,000 estate. The absence of "gross-up" confers progressively
higher percentage benefits as the taxpayer's bracket increases.

Past gifts made prior to the effective date of integration should
count in determining what bracket is available. This in effect simply
amounts to a question of what rate will apply to transfers made to-
morrow. Tax rates frequently change over the years and no one will
have been harmed by justifiable reliance that rates will never change.
Integration was first proposed by the Truman administration. Unless
this is done, integration could cause revenue losses in the short run.
In the long run it could raise gift and estate revenues by 5 percent
to 10 percent.
Integration and the Exemptions -

Given the present dual system, the exemption is actually too large.
Thanks to the annual gift exclusion of $3,000 per donee ($6,000 for
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couples) and lifetime gift exclusion of $30,000 ($60,000 for couples)
a couple can transfer $540,000 free of any transfer tax to 3 children
over a 30..year period.

But this exemption operates unfairly since it is used only by a few
of the wealthiest and most knowledgeable taxpayers. Based on a
1957-59 sample 52 percent of decedents wth estates over $1,000,000 had
made lifetime gifts but only 10 percent of those with estates under
$300,000 had done so.

If there is to be any increase in the estate tax exemption it should
,be offset by repeal of the lifetime gift tax exemption. This would
naturally result from unification of estate and gift taxes. Moreover,,
the $3,000 per donee yearly exemption was intended to cover casual
Christmas and anniversary presents etc., and therefore should not be
available for gifts of stock, trust interest or partnership interests
which smack of estate planning, not casual generosity.
Gentrution Skipping Truets

Vast amounts of wealth can escape taxation by transfers in genera-
tion skipping trusts. Wealthy individuals use the trust to sWp the
tax on all or part of the estate upon the deaths of the surviving spouse,
the children, and, in extreme cases even the grandcidren. Through
these trusts, the estate tax can miss two geneions while the spouse
and children enjoy most of the benefits of the estate while they're alive.
Generation skipping trusts are. utilized primarily by the very largest
estates further reducing the progressivity of the estate tax.

Estate tax returns filed during the 1957-1959 period show that in
estates of over $1,000,000, 25 percent of assets were transferred in en-
eration-skipping form (19 percent in trust and 6 percent outright),
but that only 9 percent of the assets in estates of less than $300,000 were
transferred in that form. In the over $1,000,000 group, about 80 per-
cent of all assets involved in trust arrangements were transferred on a
generation-skipping basis. Of the decedents who had estates of over
$2,000,000 and who used trusts, only 25 percent used trusts that were
not- in generation-skipping form; 77 percent of the decedents with
estates of less than $500,000 did not use such trusts.

Generation-skipping transfers (whether or not in trust) should be
taxed to produce enough tax equivalency to other transfers. In this
regard, we support the 1969 Treasury proposals or any other mecha-
nlsm achieving the same goal. The complexity of doing so is sizeable
but not materially worse than the existing complexity of ingenious
generation skipping transfers taking into account discretionary trusts,
power of appointment, the rule against perpetuities, etc. Taxpayers
don't complain about this complexity because -it can frequently be
availed of to avoid estate taxes for close to a century (usually the life
span of the last survivi grandchild or great grandchild plus 21
years). By some estimates this might increase estate tax revenues by
10 percent or more in the long-run.
Cqpad Gaina as Demsh

Presently, appreciation of capital assets are taxed at capital gains
rtes when sold. But if these same assets are transferred by gift or
bequest that capital gin escapes taxation forever. If the heir or donee
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sells that property, that appreciation still completely escapes income
taxation and only apprecikion after the transfer is taxed.

This is the most glaring weakness in our present tax structure today.
It provides enormous tax advantage for the very wealthy who can
afford to hold on to property holdings, and stock portfolios until they
die or give them away to their children before death. Enough has been
written on the subject but it is time the Congress came to grips with
this glaring tax inequity. It is perfectly possible to reform this area
while addressing the specific problem surrounding certain family held
assets such as primary residences, and small farms or businesses. Our
concern for these assets should not deter solutions to the overall prob-
]em--a tax problem that dwarfs most others in magnitude.

The Treasury has estimated that in some recent years 40 percent to
50 percent of estate values has been untaxed capital gain. By this
analysis, $15-20 billion of gain went untaxed annually. Failure to
apply a capital gains tax at death cost about $1.5 billion in 1975, and
will cost over $7 billion in fiscal ye&r 1977. This largely accrues to the
benefit of a very narrow group. Analysis of Treasury data for 1978
shows that 5.1 percent of taxpayers received 84 percent of all realized
capital gains. Probably a smaller number pass on unrealized gains at
death.
Long Overdue Reform

Not taxing gains at death obviously produces an undesirable "Jock-
in" effect since taxpayers hold their assets until death instead of re-
leasing the funds for possibly more productive uses which might pay a
higher pre-tax market return. Those who can afford to hold their as-
sets are better off than less wealthy individuals who must periodically
sell assets to raise cashor those who must build their estate through
salary income.

While some capital gains are attributable to inflation, some capital
assets such as real estate have appreci ted faster than the consumer
price index which means that the owners' purchasing power has in-
creased. Also, owners forced to pay a deferred tax on capital gains
would still be in a better position than people who pay taxes annually
on interest on fixed income debt securities, and they pay at one half
the ordinary rates. No adjustment is made in their tax bill for the in-
flation-induced loss of purchasing power represented in their interest
returns. Moreover, the purchase of many capital assets is financed by
debt. Paying off such debt later in cheaper dollars produces en infla-
tion-induced profit, which, of course, goes untaxed. Ignoring inflation
in all other areas of the code in order to avoid intolerable complexity,
while overcompensating for it in this area produces an unjustifiable
distortion.
Relief For Certain Fam;Uy Auset.

Proposals to tax capital gains at death such as the 1969 Treasury
proposal, contain an unlimited marital deduction, an orphan child ex-
emption, a specific exemption of $60,000, exclusions for life insurance
and household effects, year averaging provisions and extension of
time for makingpayments. These seem reasonable. The $60,000 would
protect any good sized family residence from the tax. Farmers and
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small business owners could be protected from any hardships by utiliz-
ing the special valuation methods discussed below.

In our concern for small family estates we should not lose sight of
the fact that these estates are not really small. They are only small com-
pared to very large estates. But compared with the 90 percent of U.S.
adults who leave no taxable estates at all, the recipients of these be-
quests are very well off.

Now, as a policy matter, Congress would not want to see families
forced to sell the family home or business just to pay the tax owed. But
concern over illiquidity is a separate issue and should not obscure the
fact that by far the largest item of appreciation in U.S. estates is
marketable securities.

Taxable estate tax returns filed during 1966 reported gross assets of
$18.8 billion composed of the following:

Table II

In ilflionRs
Real estate: of dollars

Primary residence ---------------------------------------- $0. 7
Other --------------------------------------------------- 2.7

Bonds ------------------------------------------------------ 1.4
Corporate stock:

Traded -------------------------------------------------- 6.7
Closed corporation ------------------------------------- .9
Unspecified ---------------------------------------------- 1.0

Cash ------------------------------------------------------- 2.1
Notes and mortgages -------------------------------------------.
Life insurance ------------------------------------------------. 8
Annuities ------------------------------ ----------------------. 1
Trust and remainder interests ----------------------------------- 1.3
Noncorporate business assets ----------------------------------
Household goods and other ---------------------------------------. 3

At least $14 billion of the above involve no liquidity problem.
The Unlimnited Charitabke Deduction

The case of Mrs. Ailsa Mellon Bruce who died in 1969 and paid a
tax of under 1 percent on her $570 million estate because she left her
estate to the Mellon Foundation, is disturbing. So is the fact that in
1966 five large estates left a total of $200 million to charity while pay-
ing only $8 million in taxes. A case can be made for retaining the
unlimited charitable deduction for gifts made to public charities.
However, private foundations sometimes perpetuate private control
of wealth while making legitimate charitable distributions only re-
luctantly. The Treasury will give up 77 cents on the dollar, but that
money often will be paid out to charities at no more than the pre-
scribed 6 percent rate.

In recognition of the undesirability of placing too many inflexible
operating restrictions on foundations, our income tax laws simply
place a lower ceiling on the charitable deduction for gifts to private
foundations as distinct from public charities. By analogy, deductions
for contributions to private foundations should be limited to at least
50 percent of the adjusted gross estate less the marital deduction.

The deduction creates other inequities. As it currently exists, the
tax benefits from the charitable deduction are more a function of the
decedent's wealth than of his generosity. If the $25 million estate
donates $250,000 or 1 percent, the tax-savings can amount to as much
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as $192,500 (770 on the dollar), while the decedent with $1 million
who gives 25 percent-again $250,000--can reduce his taxes a mini-
mum of $92,500 (about 370 on the dollar). And estates in the bottom
tax bracket, no matter what their generosity, are reimbursed only
three cents on the dollar.

Conceptually, substituting a credit for the deduction will make the
tax more progressive and treat all gifts even-handedly without im-
pairing gift-giving incentives.
The Marital Deduction

As part of an overall estate and gift tax reform package, we would
support a full (100 percent) marital deduction in recognition of the
joint and unseverable contributions made by spouses in building an
estate. This would alleviate the special problem faced by farm wives
and is a logical exception to the proposed income tax on capital gains
at death. However, the cost of a full estate tax deduction might ap-
proximate 15 percent to 18 percent of the total estate tax revenues in
the short run and half of this in the long run. (As surviving spouses
eventually die with larger estates.) Even setting the ceiling at $100,000
plus 50 percent of the remainder might approximate $500 million in
lost re%:emies. A ceilincr would however. minimize the estate tax relief
that would be accorded those with great accumulated wealth who
marry very young spouses in their later years.

The present 50 percent marital deduiction provides rate splitting
benefits under the graduated tax structure. If the spouse who ownVs
most of the family's property happens to die first, half of that prop-
erty will be taxed immediately and the other half will be taxed when
the surviving spouse later dies and passes it on. Each half will fall
into lower brackets than the entire estate would if it were taxed all
at once.

But if the impecunious spouse happens to die first then the entire
estate will be taxed all at once when the property-owning spouse later
dies. No rate splitting applies so the tax is acci~lentallyh'1igher. Com-
munity property couples have an advantage because they au tomatically
own only half.'If the wealthy spouse in a non-community property,
estate tries to give half his pr)oerty to the other spouse before death
he must pay a gift tax on half the property transferredQ (the gift tax
marital deduction is limited to one half of the gift).

rIlle complete estate and gift marital deduction recommended by
ALI and by the TFreasury in 1969 permits all couples to do exactly
what community property couples are able to do. before death, tley
can transfer half of their property into the husband's name and half
into the wife's name. Thus, each spouse can leave his or herproperty
directly to the children and thus be aFssured of rate splitting. Or a hus-
band, for example, may wish to transfer all of his property tax-free to
his wife at death. This would be advisable where the wife needs the
property for support and may consume some of it. Otherwise the tax
at death will bw relatively large dkie to the absence of rate splitting.
Credit For State Death Taoxes

We should repeal the credit for death taxes paid to the states. Even
under present law there is no comparable credit for gift taxes. The
death tax credit was enacted during the 1920's so that states would not
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compete to attract wealthy residents but its effect is now limited be-
cause the amount is limited to 80 percent of the relatively low federal
rates in effect in 1926.

The credit is zero for taxable estates under $40,000,.only 1.6 percent
($400) for a taxable estate of $140,000 but a surprising 16 percent
($1,082,000) for a $10 million estate.
What About Family Farms and Btuskwsses?

The exemption should not be increased for all taxpayers just to assist
small businesses or farms. As a matter of perspective, for example,
1966 IRS data showed that total returns filed showed gross assets of
$18.8 billion. Untraded closed corporation stock totalled not more than
$1.9 billion, non-corporate business assets totalled $.5 billion and "all
real estate other than primary residence" totalled $2.7 billion and by
no means all of this was farm real estate.
Section 6166 lTtalwment Payments

Section 6166 presently provides for 10 year installment payments of
estate taxes in hardship cases. However, this provision is almost imver
used because the executor who is empowered to request relief under
this section is made personally liable for the ten year installments.
According to one IRS district officer in Omaha only about five percent
of farm estates ever request relief under section 6166 and the IRS
almost routinely grants the relief except for obvious cases of fraud.
The liability for section 6166 installment payments should attach to
the estate assets a lien. This one reform would do much to alleviate
the estate tax burden of the small family estate.
Inmuramwe

In addition, ever commercial attorney knows that much of the
estate tax burden of small businesses and farms can be alleviated by
using life insurance proceeds to pay the tax. Insurance can easily be
arranged so that the proceeds are not taxable as part of the decedent's
estate. And as a matter of political realism this committee is unlikely
to change this generous treatment.

Even with t is help, many farmers and some small business own-
ers are treated unfairly by the estate tax. But their problem is one of
-Valuation. That problem should be dealt with narrowly rather than by
an across the board exemption hike.
Small Btsiness Estates

A small business owner often has good reason to fear the absence
of any uniform standard in the code or regulations by which his busi-
ness will be valued. Reviews of the hundreds of litigated cases show:

(1) The IRS almost always selects whatever valuation method pro-
duces the highest figure.

(2) Taxpayers often fare poorly due to poor preparation and in-
adequate appraisals.

(3) Courts frequently "split the difference" in very unscientific
compromises.

The anguish occasioned by this will not be solved by increasing the
exemption--esepecialiy since the huge cost (a $I b0,000 exeription would
cost an additional $1.7 billion) makes it likely that a very large in-
crease will not be affordable.
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A small closely held business is usually valued at a multiple of less
than 10 times its annual after tax cash flow by would-be buyers. As-
sune the tax is from 3 percent to 77 percent of this value. By definition
permitting 10-year installment payments should enable the'heir to pay
off the tax from the business cash flow without selling the business.

We believe-as a few -legal practitioners have testified before this
committee in prior years-that businesses are seldom sold for any rea-
son other than the unwillin gness or inability of heirs to carry on. But
the committee may be justified. in considering a limit on the multiple
at which the IRS can cal)italize earnings for estate valuation and tech-
nical adjustments in sections 6166 and 303 to assure their availability
to family businesses.
Fandly Farms and the Estate Tax

We believe the farm problem is a more severe one because farms are
land intensive. U.S. farm real estate values have been soaring. They in-
creased 25 percent in 1973 and 14 percent in 1974. Clearly, the fair
market value of land if sold to a developer exceeds its farm use value.
According to USl)A surveys, the average value of all farmland in the
U.S. reached $370 per acre by March 1975 but land transferred to in-
dustrial uses brought $1,872 per acre, subdivision land brought $1,574
and land converted to rural residential brought. $974. (In 1975 average
farmland value per acre varied greatly geographically, e.g., $2,500 in
New Jersey, $600 in New York, $300 in'Kans.-as, $240 in Texas). Taxing
this inflated paper value can create a problem, especially since farm
estates are illiquid. Almost 80 percent of farm estate assets are in land
and machinery compared with an average of 20 percent for all U.S.
estates.
The Problen in Per8pective

But the problem should be kept in perspective. The transfer of land
out of farming which exceeded a rate of 100,000 farms per year until
the late 1960's has steadily decline(l and equalled only 26,000 farms in
1973 and a majority of these sales were probably made for reasons
other than estate taxes. USDA economist Fred Woo(s concluded in
1974 that estate taxes are "not yet a serious )roblel for most types of
farms." And the inuimber of acres planted in the 1.S. (1,060,000,000)
was actually the same in 1970 as it was in 1940 which may suggest a
transfer of land to more efficient larger farms. Moreover the USDA
"Balance Sheet of the Farming Sector 1975" states: "Sale of land go-
ing into nonfarm use is not a major factor in -etting the price of land
except in isolated instances. Most land transferred in 1974 was pir-
chased for farming prposes and was expected to be paid for with
farm income."
The Illiquidity Problem

Nonetheless estate taxes can sometimes operate unfairly and prompt
the sale of family farms. According to the USDA the nationwide aver-
age of production assets per farm was an estimated $160,000 on ,Janu-
ary .1, 1975, and the average farm contained 370 acres. The average
return on the market value of equity in farm production assets was
only 5.8 percent in 1974. From 1969 through 1971 it w~as below 3.5
percent although in 1973 it was 10 percent.

.0-s1 0 - 76 - pt. a * 17
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The USDA publication Farm Costs and Returns (1968) lists "repre-
sentative" figures for "viable" one-man farm units. The following is a
random sample: A 40-cow New York dairy farm had 250 acres and
total equity of $81.000 in 1968 and earned t12,100; a 60-cow Wiscon-
sin dairy farm had 210 acres, $111,000 equity and earned $13,000; a
New Jersey egg farm had 10 acres and $52,000 equity and earned
$4,600; a (eorgian broiler farm had 65 acres and $2,0"00 equity and
earned $1,700; a corn lbelt hog and lef farm had 292 acres and $175,-

M00 equity an(d earned $12,000; a corn belt grain farm had 3'24 acres
and $227,000 equity and earned $11.000: a Mississippi cotton farm had
1,000 acres and $440,000 equity and earned $38 000; a southwest cattle
farm had 11,690 acres and $220,000 equity and earned $7,300.

The above earnings were before income taxes and mortgage debt
ayments. if any, and, of course, the equity values would be much
igher by 1975.
Substantial technical advances in machinery (principally an in-

crease in the number of rows which one tractor can plant) has recently
increased the desirable size of one-man farms. Technically optimum
one-man farms can vary from 1,900 acres for a Montana wheat-barley
farm (land value $245,000 in 1973) to 200 acres for a California
vegetable farm (1973 land value $400,000). The actual average size for-
most. types of farms is still below the optimum. According to the
1TSDA: expansion has led to "a substantial increase in debt to asset
ratios." The debt has been coll1tiralized bv increased land values.

These and numerous other USDA statistics suggest that some farm-
ers especially those with existing mortgages, or those in areas close
to urban development are reaping small cash flows even though they
are land-rich.

The chart on the followin , page is a 1973 statistical profile of farms
and potential estate tax liability.

TABLE III

1973 Percent of
number of total farms Maximum Averse

firms in In United 1973 avree possible estateGross sales' United States States net equity estate tax tax paid

Under $2,500 ......................... 707.000 25 $44,OM ............................2500 to S$,000 .. .... ....... 494. 000 11 61.000 .............................000 to $10.000 .................. . 246. 000 9 79.000 $1,600
$1,OOO to 2,000 .................... 325, 000 12 119,000 750 4.80O

000 to ,o000 5. ,000 21 177,000 .0 I1, 05019.000 to S160,0. . . . 355, 000 12 281.000 57.000 23 930
Over $100,000... 115.000 4 685,000 189. 450 116,180

Total............. .......... 2, M , 000 100 .........................................

I Net Income befo income taxes and debt payments frequently is from 20 to 40 percent of gross sales.

Pinpoiniting the ,8olution
The key to any solution to the farm problem is to tie estate valuation

to the potential earnings which the heir will have available to pay the
tax. An estate tax based on the value of the farm as a farm would be
the answer.

But as the USDA has warned, many such proposed solutions are
very dalngerous. They are likely to prompt the wealthy to invest their
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estates in farm real estate to avoid estate taxes. This will further in-
flate land costs creating entry barriers for the legitimate farmer and
exacerbating the existing valuation problem. This is the principal
defect of the several bills which would value farms at their farm-use
value instead of fair market value provided the heir keep the land
in farming for, say, 5 years. Even if the land had to remain in cultiva-
tion for 50 years, farm land would still be an irresistible tax haven
for the wealthy who wish to transfer enormous appreciaton to their
grandchildren free of tax. It would be just as attractive as a genera-
tion-skipping trust. Any such opportunity for estate tax shelters would
be just as damaging to legitimate farmers as present income tax
shelters.
Relief for Fa'ms I8 a Land U8e Decision

By allowing a lower valuation Congress would be departing from
the traditional view of both economist and business planners that land
should be dedicated to its highest and best use. This would be a con-
scious decision to adopt a form of land-use planning designed to pre-
serve farms. Many states and localities have already begun moving
in this direction. Some allow farm use valuation to be used for prop-
erty tax purposes. However. this had led to speculative land purchases
by wealthy outsiders which hurt the farmer. To avoid this problem
some localities have been allowing farmers to sell their development
rights to the local government. or to transfer their development rights
to the local government in exchange for lower property tax valuations.
Speculators unwilling to part with their development rights don't get
the favorable treatment.

The federal government could adopt the same concept in the estate
tax. The family desiring to continue farming could pay an estate tax
based on land use value (to be determined by rental value as in S. 6166)
and could transfer its development rights to the Treasury in satisfac-
tion of the portion of the tax which would otherwise be due on the
value of the development rights. Estates would only qualify if as under
S. 6166 the farm was a major portion of the estate. A lien for the
amount of the tax forgiven would run with the land. If the heir ever
decided to abandon farming they or the purchaser would have to pay
the lien by paying the amount of the estate tax forgiven plus fair mar-
ket interest. The interest would run for, say, at least 10 years but stop
in the future to avoid compounded interest. problems. Despite the con-
veyance of the development rights the family could retain the right to
sell off small parcels from time to time. This would mean heirs that
chose to be "farm inoor" would pay much lower estate taxes, if any,
but if they choose to become more well off by selling their farms for
development they can afford the additional tax.
Relief for Families Who Keep Their Fart.n

This would mean that farm heirs would not have to pay a steep
estate tax at all so long as they remained in farming. This is more
generous than proposals such as President Ford's to make them pay
the tax but only over an extended period. Yet it shouldn't entice too
many non-farmers into land spec ation-as a complete forgiveness
of the tax or increased farm exemption would.
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Under present law a farmer could, in fact, deed his land develop-
ment rights to a charitable or conservation organization. Since this
would yield a charitable deduction equal to the development rights the
estate tax would in effect be based on the farm use value of his land.
But, of course, his heir couldn't ever get the development rights
back. The foregoing proposal would remove this drawback.
Conclusion

Estate and gift taxes are our most neglected taxes. Since World
War II we have significantly broadened the base of the income tax
and the payroll tax. While federal revenues continue to fall below
anticipated outlays, this committee should be looking for ways of
broadening the federal tax base. Estate and gift taxes--our most pro-
gressive and least distorting taxes-are prime candidates for addi-
tional revenues. The structural changes we have outlined will move in
that direction. Special hardship problems in the estate tax area should
be dealt with specially and not used as a peg for wholesale reductions
of the estate taxes of the nation's wealthiest 10 percent.

In estate tax relief, as elsewhere, there is no free lunch. To avoid
larger deficiets, any revenues lost by granting relief to those who in-
herit wealth will have to be made 41l) by increased taxes on working
individuals or going business concerns. (liven the choice, this commit-
tee should opt for taxing inherited income over added taxes on earned
income.

STATEMENT OF ALRnw C. T. PorrnF.Ro ON ESTATE AND Gwrr

TAXATION

SUMMARY

Alric Pottberg, a Florida rancher in a fast-growing area, has seen
the effect of the present estate tax on family farmers and ranchers,
the loss of open areas, the loss of flora and fauna. and the reduction
of Florida's most important natural resource-water. A continuation
of the present estate tax endangers these natural resources, and
removes an asset important in maintaining the present quality of air
at a time when industrial progress is causing the dumping of great
amounts of pollution into the air. The present law results in injury
to society by forcing out of existance agricultural open-space units
that produce food abundantly at low prices. The Public generally will
gain from a change in the estate tax law so that agricultural land will
be assessed at its value for agricultural use. The farm-ranch family
will then be able to keep the land in open-space agriculture.

INTRODUCTION

I am Alric C. T. Pottberg, president of Pottberg Ranches, an agri-
cultural family corporation, owning land in Florida in a fast-growth
area. As a cattleman, I am dedicated to-preservation of agricultural
units. I am known as one who is in favor of preservation of natural
resources and the natural environment. I am a member of-the Florida
Agricultural Tax Council, Florida Agricultural Water Council,
Ecology and Environment Committee of the Florida Cattlemen's
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Association, and Sierra Club (Florida Chapter). These groups have
encouraged me to speak in favor of changing the estate tax law to
enable farmers and ranchers to maintain agricultural units, to the
benefit of the public. I have resolutions and endorsements from the
following Florida organizations: Florida Agricultural Water Council,
Florida Chapter Sierra Club, Florida Citrus Mutual, Florida Agri-
cultural Tax Coun-il, and Florida Cattlemen's Association. Copies of
these resolutions and endorsements are attached hereto as Exhibits
1, 2, and 3.

I

FARMERS, RANCHERS AND OWNERS OF OPEN SPACES GENERALLY ARE IN-
JURED BY REASON OF TIE PRESENT ESTATE TAX LAW .AND TIHE REGULA-
TIONS AND POLICIES OF TIIE- INTERNAL REVENUE SERVICE BASED UPON
THOSE LAWS

The problem is that many of today's farmers and ranchers cannot
pay estate taxes based upon values determined on the so-called highest
and best use. Farmers and ranchers make a limited amount of money
from farming or ranching and because of that these farmers and ranch-
ers do not have the opportunity from their income to amass large
sums of money with which they would have cash on ]land to pay huge
estate taxes. If they had been using the land intensively, their income
would be greater by large proportions. Tiey would then have accumu-
lated sums sufficient to pay estate taxes based upon valuations of land
at intensified uses from l)rofits. Thev could do that and still keep the
land, but only if they had made an intensified use of it.

A man who had contacted the Internal Revenue Service in my area,
was told that they considered all land in our County to have residential
potential although there are presently no large towns in the County.
rho policy of the Internal Revenue Service is that. without regard to
the fact that the property has been used for agricultural purposes for
decades, the land will be appraised, under the present law. at. such a
high nonagricultural, development or speculative rate that the farmer
will need to sell the property simply to-pay taxes upon it.

I have a friend, Joe Barthle, who had to sell about a third of his
ranch in order to pay estate taxes. The land was not really ready
for higher use or intensified development; but because of the valua-
tion of it by the Internal Revenue fervice, there, was no wa that he
could have paid the estate taxes other than by selling the land to a
speculator. The only person who is in a position to pay the higher
price for the land is a speulator who either will instantly develop the
property into communities such as we have in Florida in many places.,
or will hold the property for some period of time and then develop it.
Bedroom communities spring up fat in Florida.

I have another friend: Jim Williams. lie lives on the land. For
as iong as I can remember, Jim has farmed at least a forty-acre
patch. lie wants to continue to do that. lie typifies the feeling farmers
and ranchers have about the land. He is 78 years of age now and a
little bent; but when the weather permits and the land needs it, he
works that. 40 acres. His wife sugrested recently that he stop, retire.
Jim answered. she told ine. "If I didn't have the land to farm, what
would I do? Lie down and die?"' Farmers and ranchers never want
to give up their land. His feelings typify the feelings of most ranchers
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and farmers who are tied closely to the land, and want to keep it in-
tact for farming or ranching purposes and have it available for their
families' children and grandchildren in the future.

The estate taxes are injuring farmers' and ranchers' families, by re-
quiring them to give up the land to pay the taxes. For a Jim Williams,
if he is forced to give up the land, there is nothing else for him because
that is the central point in his life and that is what kept him going day
after day even at the age of 78.

The State of Flori da is an example of what can happen in a fast-
growing area. It is an indication of what is ahead for other parts of
our Nation. As indicated by a recent publication , a copy of which is
attached as Exhibit 4, Florida's population increased fron 4,951,560
to 8,517,100 between the years 1960 and 1975, and 75 percent of the
State's population is located on 27.6 percent of the land. Land used
for agricultural purposes in Florida, if purchased for agricultural
use may not receive favorable Green Belt local tax treatment where
the purchase price exceeds three times the agricultural assessment on
the property, as shown by a copy of the newspaper article attached
and made a part hereof 'as Exhibit 5. This fact has precluded one
county in Florida from allowing future agricultural owners the ability
to obtain favorable local tax treatment. The present estate tax causes
many agricultural families not to be able to continue with their agri-
cultural unit, because of the high estate taxes. The State of Florida has
recognized the importance of preserving agricultural lands and the
need for future estate tax reform, as disclose(, by a COpy of the State
Comprehensive Plan attached hereto as Exhibit 6.

II

WATER IS FLORIDA '8 MOST VALUAILE NATURAl, RESOURCE, IT IS BEING
DEI'LETED 11Y URBANIZATION

Florida's most valuable resource is water. Without water Florida
could not continue to exist and grow. It is one of the natiolt's fastest
growing states. I live in an area commonly referred to as Taml)a Bay
Area of Florida, enconpassing Pinellas, Pasco, Hillsborough. Mana-
tee and Sarasota Counties. These areas are having water problems due
to growth at. a rate so great that existing facilities have difliculty keep-
ing up with day to (lay needs. Water shortages exist. The underground
salt water, however, steadily marches inlamid. Actions have had to be
taken by local communities to limit the use of water.

Water is important to everyone; to agriculture, to industry, to tile
public. In order to assure communities of continued water resources.
large areas of land must be maintained in open spaces. Most of these
large areas of open space lands are owned by farmers, ranchers, and
others dedicated to their preservation as undeveloped open space.

When cities need water supplies, near the Gulf Coast of Florida
initially they put down wells which lunhi fresh water. As time goes
by and as needs increa.e, more and uiore water is pumped up and it is
done, the level of the fresh water, or "head' is decreased and salt water
front the ocean intrudes. Salt water intrusion is one of the biggest
problems that. Florida coastal properties face today. Communities are
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having to reach out with long pipelines to areas where water can be
obtained. Salt water intrusion increases in intensity in Florida each
year. Salt in the water in Florida anl| other places is a risk of health
to the communities. particularly for citizens suffering from heart
trouble. Our own family agricultural unit has been contacted concern-
ing the supply of water to communities where their own water sup-
plies have been the subject, of salt. water intrusion. This is a growing
problem in Florida which most. probably will hit other coastal areas in
other states, in the future.

The maintaining of large areas of land as open space, for agricul-
tural use, can help the situation. It is hoped that water taken from
these largo land areas and used in the cities eventually will be subject
to processing which will allow it to be sent back to the open areas for
recharge purposes. But if thesis open areas are not. maintained, and are
used for intensive purposes, or developed. then there is no source for
water for these communities. The processing of salt water into fresh
water is too expensive to be practical, unless we want to lower our liv-
ing standards to achieve it.

Communities have temporarily solved their problem by construct-
ing well fields. In Ilillsborough County the Eldridge Wilde Well
Fields "cone of dep session" extended outward more than eight miles,
as shown in the attached copy of an article, marked Exhibit 7, from
the Tampa Tribune dated August 5, 1973.

Six areas in the Tampa Bay area have salt water intrusion problems,
as shown by the copy of an article from the Pasco Press attached
hereto as Exhibit 8 in which it is noted that the City ot New Port
Richey closed several wells when five of nine wells contained chloride
in excess of public health standards. Rivers such as the Pithlachascotee
which runs for several miles through our ranches suffer by reason of
salt water movement. upstream and sinking into the diminished ground
water table. Virtually all of the peninsular and downtown Tampa
area have been engulfed in a zone of encroachment slowly inching
northward and inland.

The problems in Florida forecast the problems that will conic in
some other areas as there is continued draw-down of fresh water.
Florida is a showcase of what is happening all over the country. The
harm done by condemning open space to development, in order to pay
estate taxes based on its consequently exaggerated value, is particu-
larly remarkable in the case of water; obviously the one resource be-
side land and air critical to life. When the open space needed to supply
ground water is inhabited, paved over and roofed over, it becomes only
a water consuming instead of a waterjpro-lucing area; the effect of its
convoer.sion on the water sul)plV is, in effect doubled.

Excessive use of water averselv effects the land and those de-
pendent upon it. Improverished and dying pastures, trees, shruberry,
and inadequate inexpensive surface water supply for cattle and wild-
life are a part of the costs. The availability of large land areas for
water recharge sources can pivent the excessive use of, and the exces-
sive taking of, water, from one particular area. It is now beginning
to be recognized, that what governmental units should do is to spread
out the taking of water, to take a little water from many different
land areas. But if these different land areas have been taken up in
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development or industrial use, the communities do not have that choice
available. It is important for large agricultural and open spaces to
lxb ready and available to permit the rain recharge of this water.
Developinent, or intensified use of the land, reduces the availability
of water resources. The present tax policy encourages the development,
and intensified uses of property that otherwise could be available for
future water resources. Salt water intrusion can harm and injure
communities. If agricultural open-space units are allowed to continue
to exist, without having to be hold to pay estate taxes, this problem can
be diminished and eventually solved. It was, of course, the temptation
or tendency of those who dealt only with finance to consider every-
thing in the form of dollars. The estate tax was designed to destroy
large aggregations of dollars passing from generation to generation.
If land is considered only as aggregations of dollars, then, of course,
the open land is destroyed to the detriment of all our society.

III

THE ESTABLISHMENT AND CONTINUANCE OF AGRICULTURAL FARMING AND
OPEN SPACES 18 NECESSARY TO CONTINUE TO PROVIDE FOR CLEAN AIR AND
THE EXISTENCE OF WILDLIFE AND OTHER NATURAL RESOURCES

We have all heard about the condition and quality of our air.
Florida is not unlike many other states. Some areas of the State have
pollution problems. Clean air can be improved by the presence of
open areas where farming and other agricultural operations are being
conducted. Air is "cleaned" as a result of the photosynthetic process
in trees and shrubs and wild plants as well as cultivated crops. How-
ever, with an intensified use of land, as distiguished from an agri-
cultural use, trees and crops will disappear at a time when they are
needed not only because of our food problems but because of our air
problems. These open spaces act, in fact, as clean air generators. The
absence of large open spaces can affect the quality of the air. Poor
air quality can result in respiratory diseases and "unhappy lives for
those who have them.

Air pollution problems would be even greater now than they are,
were it not for the fact that we still have a substantial number of large
open spaces and agricultural units in operation, relatively close to
heavily populated areas of air pollution.

As population steadily increases, the need to assure our supply of
natural wildlife increases. Wildlife can exist on agricultural and open
areas; but intensified use will cause them to disappear. On our land
we have deer, quail, turkeys, sandhill cranes, and the only American
stork, Mycteria Americana. I hope never to see the time when they
will be gone. But if the present estate tax is not changed and lani
must be sold to pay taxes, the certain purchaser of land will have to
be a speculator-developer who would have to make an intensified use
of the property either at the present time or in the near future to
justify the payment of the price which IRS sets on the land. Wildlife
should be preserved for the future as a National asset. The natural
beauty of the land, forests and streams is emphasized by the natural
presence of wildlife. The tax-forced encroachment upon these areas by
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development is causing not only a reduction in the wildlife but a com-
plete removal of some species, or at least a substantial reduction of
them; such as the aforementioned Grus Canadanses.

.As a member of the Sierra Club, and the Ecology and Environment
Committee of the Florida Cattlemen's Association, I am concerned
about the preservation of the environment, for ourselves and future
generations. Estate tax reform can lead the way in assuring future
generations the beauty of the outdoors and the natural presence of
wildlife. Economists can more easily put a price tag to air and water-
recharge areas than they can to their companion relatively natural
environment. Almost a thousand years ago, a poet-philosopher wrote:

"With me along the strip of herbage strewn
That just divides the desert from the sown,
Where name of Slaves and Sultan is -forgot-
And Peace to Mahmud on his golden Throne !" I

Man's nature has not changed. But what psychologists call his
"crowd-stress" has become greater. Environmental groups constantly
draw our attention to dramatically beautiful wilderness areas, the
beauty of which is threatened by some development. These areas may
be visited annually by a fortunate few. But who can fairly evaluate
their importance in comparison with local unspoiled areas perhaps
only one-tenth as beautiful, but which are accessible to thousands?

IV
TIlE PRESENT TAX LAW CAUSES RANCHERS AND FARMERS TO SELL LAND

TO WHICH THEY HAVE EMOTIONAL AfrrACIIMENT. TillS REDUCES THE
AMOUNT OF ACREAGE INVOLVED IN FOOD PRODUCTION, AND LEADS TO
INCREASED FOOD PRICES.

We face a grave problem in the future if our food resources are in-
adequate. At the present time about 4 percent of our people produce
our food. About half this number are small marginal farmers, pro-
ducing little more than enough to feed their own families. Yet, at
this very time, the most productive private farmer is being driven
out of farming, and food prices are being forced upward, by a "kill
the golden goose" tax. By the private farmer I mean the individual,
or the family corporation, or partnership, engaged in farming or
ranching. These families are emotionally attached to the land. They-
try to retain it in open spaces for agricultural use and are not as likely
to easily use the land for development as the public corporation, or
speculator, which or who must regard the land only as a form of
dollars. They represent the only strong opposition to further devel-
opment of open areas. Love for the land causes the farming family to
decline offers to buy the land, which would be adequate to cause others
to sell. By forcing private farmer-ranchers to sell their land to pay
estate taxes we are destroying open areas that cannot be regenerated
in the future.

Estate taxes based on potential, rather than actual use, are so great,
surviving children or grandchildren haven't cash with which to pay

IOmar Khayyam, Rtwbaipat of Omar KhaVyapn, rendered into English verse by
Edward Fitzgerald: N.Y.: Grosset and Dunlap, 1946.
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the tax IRS demands that the land be sold, at their "highest. and best
use" appraised figure, in order that as high as 77 percent of it can be
turned over to them, within nine months of death.

While the land may have an intensified use value, it seldom means
that using it for agricultural purposes would generate an income con-
sistent with that value. Agricultural use of,. property produces less
income than an intensified use. The farmer and rancher finds this to
be an intolerable position throughout the country. This is particularly
true in Florida, and other "resort" areas, or areas proximal to towns,
where open space is most desirable.

The effect of a continued policy such as this will mean that the peo-
ple of our country wiFl be deprived of farms and ranches and food
production will be substantially reduced. The recent effect upon our
country of less oil brings home the realization that if there are fewer
agricultural producing units, food prices will increase. We will not
continue to have the abundant supply of food at reasonable prices.
Less food, with which we have been, in effect, "buying" oil from
abroad, means less oil, less energy, a lover industrial standard of pro-
duction and jobs, a lower living standard for us all, a lower defense
posture. Tax reform is necessary to have continued reasonable prices
not only"'for the food we eat, but to preserve our American standards
of living, and our America.

SUMMARY

It is probable that the subject here. being discussed is one whose
time has come. The question is perhapss no longer "Whether," but
"How." Recognition of this fact has already stimulated more than
half a hundred recent, proposed formulae for reformation of exist-
ing estate tax convention. Many of these direct themselves mainly to
recognition of, and solution for, the problems created by existing law;
but fail to recognize the opportunity presented to achiev-e some lasting
and flairful social benefits of far greater social significance.

Something needs to be said to put the matter in the broadest per-
spective. This is that. on balance, the real, central, lasting potential
for benefit to society is to be found in the opportunity to control the
presently explosive rate at which suburban land is being forced into.-
development; to control it, by providing an alternative to immediate
sale to pay estate taxes; so there can be a choice, not only by the own-
ers, but also by government, which then has time to make considered
evaluations and to later purchase desirable areas. To the extent that
suburban land, especially, is withheld from development the environ-
mental and economic advantages to the concentrated population near-
by are manifest and lasting. The cost to society of deferring or even
excusing that-part of the estate tax attributable to. and predicated on,
uses to which the land is not being pit is insignificant,2 but payable
today; the cost of failure to do so. is incalculably hifh; but payable
tomorrow. Which road Conaress elects will determine the calibre
of this Congress, and, to a large extent, the future of the United
States of America.

All agricultural units should be included: whether small, medium
or large farm or ranch operations. If there is an immediate and pre-

3 Congre aional Committee on Ways and Means. U.S. House of Representatives.
Background Materiais on Estate and Gift Taxation 62, (Mar. 8, 1976).
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dictable obstacle to achievement of these maximum goals it may lie in
concern on the part of some about extending such tax reform to own-
ers of large land units. Such concern should not be allowed to preclude
the necessary changes. If it did so, the present debate on this subject
would turn out to be simply another political exercise and prospects
of substantive, long-term social benefit would be lost, in deference to
immediate political expediency. This danger lies in fear of political
rebuke for extending the effect of such legislation to include the larger
farm and ranch operations. Larger tracts of land constitute a major
part of the opportunity to help preserve our natural resources. They
are much sought by the developer. The large operations are most jeop-
ardized by present tax convention (because their theoretical value
places them in higher estate tax brackets). They constitute the main
prospect for aesthetic and environmental stability, and they are the
areas large enough to support meaningful agricultural businesses at
the edges of the cities. If this fear prevails the present debate will have

-been, simply, another political exercise, in which prospects for far-
reaching, long-term social benefits are buried in deference to immedi-
ate political considerations.

The assets of an agricultural unit should be treated the same with-
out regard to whether the ownership is in a person, firm, family-cor-
poration, or trust, and without respect to whether it is small, medium
or large in its operations. There should be no restrictions placed upon
the nature of the income; the sole question should be whether the land
or the unit is a trade or business engaged in agriculture. If it is a trade
or business it should not be affected by some arbitrary requirement
that a percent of its income be specifically f roin agriculture. Agricul-
tural-use rental income should qualify thie land as personal manage-
ment agricultural income. Internal family gifts or other transfers
should be encouraged as a division of ownership without affecting a
change in ownership. The public need for a change is certainly present.

Congress can save farmers and ranchers from losing their land, p9e-
serve natural resources and the environment, keep reasonable food
prices, aid our Natiofial balance of payments, living standards, and
our Nation's defense by reforming the Estate Tax Law. The'present
tax hurts ranchers and farmers, the public and the Nation. The tax is
destructive. It must be changed.

EXHIBIT 1
Auic POTMhERo,
Hotel Washington, Washington, D.C.

You are hereby authorized to represent the Florida Agricultural
Water Council with respect to the hearing on Federal estate and PPT
Packs Law. The Councils position is: L' Land used for bona fide agri-
cultural uses should be appraised for its agricultural value and not at
the highest and best use. 2. The estate tax exemption should be in-
creased to amounts reflecting present day iralues.

This action will encourage maintaining present agricultural prop-
erty in agricultural use and will not necessitate forced selling of fam-
ily farms to pay estate taxes.

ELTO C nMMOS," Cha.Thman Florida Agricultural Water Council Co.
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E =mrr 2
Auuo Po'rBmG
Washington Hotel,
Washington, D.C.

This Will authorize you to present to Congress our view that Fed-
eral gift and estate tax law should encourage rather than discourage
the, preservation of open space.

CASEY GLUCKMAN,
Florida Chapter Sierra Club.

EXHIBIT 3

FLORIDA Crraus MUTUAL,
Lakeland, Fla.., March 11, 1976.Mr. RiCK PoTrrBERG,

Jlud8on, Fla.
DEAR MR. PO('1BERO: Attached is a copy of a resolution passed by

our Board of Directors on March 10th.
We would very much appreciate it if you would present this directly

to the Ways and Means Committee when you are in Washington next
week. Express our appreciation for the consideration of this problem
and our wholehearted support in making the modifications which are
suggested here.

You are specifically authorized to relate the support of Florida
Citrus Mutual's more than 15,500 citrus grower members.

Thank you for your cooperation in this matter.Sincerely,
ToM OSBORNE,

Executive Vice President.

RESOLUTION

Whereas, the United States Congress is currently considering modi-
fication in estate and gift tax proposals, and

Whereas, the estate tax exemption has not been increased during
the past twenty-five years, and

Whereas, agricultural land, for estate purpose, is valued at highest
and best use rather than as agricultural land, and

Whereas, in practice the application of current law and regulations
make it extremely difficult for family farms to remain in the hands
of the family following the death of each generation: Be it hereby

Re8olved by the Boarl of Direetors of Florida Citrus Mutual at its
regular meeting on March 10, 1976, in Lakeland. Florida, that:

1. The modification of current estate tax law and regulation is the
only way to assure the maintenance of family farms, and therefore

2. The Congress be requested to increase the exemption on estate
taxes, and

3. The Congress be requested to requitie that agricultural lands be
valued on the basis of their use as agricultural lands and not on a
highest and best use basis, and

4. Copies of this resolution be forwctrded to the Honorable Al Ull-
man, Chairman of the Committee on Ways and Means, United States
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House of Representatives, to all members of that Committee and to the
entire Florida Congressional Delegation.

Attest:
FRANK Botis, President.

CHARLE C. PARTING,
= Secretam.

EXHIBIT 4

DRAFT STATE LAND DEVELOPMENT PLAN ISSUED

We recently received a draft copy of the "State of Florida, Land
Development Plan." The introduction says in part: Development in
the state has occurred and continues to occur without benefit of an
overall management strategy. Failure to recognize opportunities for
and constraints to development provided by land and related resources
has resulted in unwise expenditures of fiscal and natural resources
by government and the private sector.

Between 1960 and 1975, population in the state increased from
4,951,560 to 8,517,100. During the early 1970's the state's population
increased at a rate of approximately 24,000 per month. Florida's pop-
ulation is estimated to be 9,945,700 by 1980 and 14,558,300 by the year
2000.

Presently, 75 percent of the state's population is located on only
27.6 percent of the land area of the state, the coastal zone (see Fig. 2).
As well as being the most attractive area to new residents, the
coastal zone is the most sensitive to development. Within the last 20
years, the coastal resources have suffered abuse to the extent that much
of the beauty of the state has diminished. But more importantly, the
capability of the coastal zone to support continued, unmanaged growth
no longer exists.

There are approximately 7,059 square miles of upland areas in the
state which are generally well drained and contain sufficient natural
resources to support growth and development.

Copies of the plan are available from Helge Swanson. Chief, Bu-
reau of Comprehensive Planning, 660 Apalachee Pkwy., Tallahassee
32304.

EXHIBIT 5

"GREENBELT" EXEMPTION TIGHTENED

(By Mary Anne Corpin)

More than half the people who applied for reenbelt exemptions on
newly purchased property in iillsborough County this year didn't
get, the special tax exemption.

"Greenbelt" means the difference between paying taxes based on,
say $125 an acre appraisal on improved pasture, and the taxes on an
appraisal of $1,554 an acre, such as one young couple faces because they
couldn't get greenbelt on their new, 40-acre farm.

"Without greenbelt," said Farm Bureau Executive Director Betty
,Jo Tompkins, "agriculture couldn't survive in this state. If farms were
taxed at 'fair market value,' it would put the farmers out of business.
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"But we don't want the greenbelt abused."
'rhe abuse comes in, property appraiser Bob Walden said, when

someone wants to live in the country, buys five acres, builds a house,
brings in two or three cows, and says, "I'm a farmer."

"They just don't meet the requirements of the law," Walden said.
"IVe get quite a few of these-I wouldn't even guess at the number."

Some contend that the abuse also exists when city (iwellers own un-
totiched palmetto lan&for speculation, but who nonetheless have green-
belt exemptions.

In trying to avoid the abuse, the county "has to draw a fine line"
in determining whether some cases qualify for greenbelt., Walden ad-
mitted, tracing an imaginary line on a map for emphasis.

The county received 626 new applications for greenbelt exemption
this year, Walden said.

Appraisers from his office denied greenbelt to 357 of these applica-
tions, or 57 percent of the total, and approved the other 269.

About 7,000 greenbelt exemptions from previous years were re-
newed, but 196 of the old exemptions were denied.

More than 60 people who were denied greenbelt are appealing to the
county's Tax Adjustment Board. Some are getting the exemption.
Some aren't. Some of the board's members think it's "a waste of time."

"When we have overruled the tax asesmsor's (property appraiser's)
judgment on it (the greenbelt law), the I)epartment of'Revenue (the
state's tax department) has overruled us." &aiid Mrs. Pat Frank, one
of the five county school board members who rotate on the tax board.

County Commissioner Betty Castor told the county 's legislative .ele-
gation a'few days ago that it's almost impossiIble to buy farm land at a
price which will allow for a.,greenbelt exemption.

"The law presuimes that. if you purchase land for niore than three
times the amount of the appraised value, that's case for losing "green-
belt." Commissioner Castor said. "Many people who want to have a
bona fide agricultural operation in this county today can't .

"There's hardly a place in H illsborough (ountv where you could
l)urchase I)rol)erty that wouldnt be nore than three times tle c(r11rent
assessed value."

The agricultural assessnent varies, according to the type of fal't,!.
Walden said.

For instance, he explained, row crops have a $250 per acre assess-
ment (which means a buyer could pay $750 an acre and not be suspect).
Orange grove land is appraised at. $400 an acre, hay fiell at $250. na-
tive- pasture at $40 to $60. alld-i hog farm at $450 an acre.

"If anyone pay's more than three times the agricultural assessment
allowed, then we're to question if it's a bona tile agriclitural use." Wal-
den said.

Is there any land that sells for these low prices in lillsborough
County? "Not any more." Walden said. lie later revised this to say
some land "sells for $600 to $70 an acme, out in the pastlres." ('oi;-
I)ared to prices in most of the county, he said, "you can find property a
ot more reasonable at the south end (in the Riuskin area)."

The appraisal prices "don't give-much latitude," Mrs. Frank said.
"It precludes a small person from being able to go into any agricul-

tural enterprise," the school bo'ird ninember told the county's legislators.
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She said a large cooperative can get a better per-acre price on 100 acres
than can the small persons buying 10 acres.

"It's a bad situation," Farm Bureau Director Tonpkins said. "The
cost of going into agriculture continues to rise. It has reached the
point at which you must inherit a farm, or marry into it, or you've just
got to luck out somehow.

"Most of the people who lend to agriculture will tell you that to get
into farming today. you have to have a lot of capital behind you, some
good strongbacking," Mrs. Tompkins said. "Most young farmers are
working in a family operation, with other relatives as partners. Other-
wise, it s very hard to get into it, and it gets hai'der all the time."

EXHIBIT 6

OtPARTMNYT OF AOMeiSTkATIOf I
D4VISON OP STATI PLANN-4'0

oaPARTUINTOP AGRICULTU At&
MwSuUI1A$9RVICI I

AGRICULTURE ELV.;ENT
STATE C'.0REHENSIV- I

M LING DATA

PLAN

T_- • -

POLICY J-7: Child Care: The physical standards for
child care centers should be reassessed on a more
practical basis, for the purpose of increasing the
availability of day-care centers operated by non-
profit agencies for rural low-income, farm workers'
families.
POLICY J-8: Child Labor: There should be a rigorous
enforcement of eeral and state child labor laws.
POLICY J-9: State Housing Authority: A state housing
authority shouldbe created to facilitate the construc-
tion'of decent housing for faruworkers and other low-
income groups.
OBJECTIVE L-I: Preservation of Aoricultural Lands: To
prevent further despoilation and Nam to Florida's re-
newable resource lands through unregulated dev elopxent,
the state shall embark upon a program to identify and
preserve agricultural lands with special eaphasis upon
those agricultural lands most seriously threatened by
urban development, government, or other forces.
POLICY L-1: Definitionof Acricultjral Lands: The
State of Flor should Adopjt *the folliTi-efinition
of agricultural lands.
POLICY L-2: Mappin- of Agricultural Lands: In order
to properly consider the soil In both agricultural
planning and development, Florida's 10-year statewide
soil survey mission should be continued with increased
priority given to rapidly urbanizing counties with
agricultural, environmental and other renewable re-
source lands.
POLICY L-3: Soils Considiration: All planning and
developmentalctivties afectTng Florida's lands
must explicitly consider the protection of the
natural qualities of the land and water and the
capabilitles and needs of the soils so as to dis-
courage and discontinue soil wastage and soil erosion.
PLIT Mt: Agricu.!tu ij- ct Staemrnts: AgricuTl-- -

tural lands are essential, renewable resources of our
environment which shall be dealt with in environmental
and socio-economic impact statements.
OBJECTIVE L-I: Tax Lai and Pnliciee: [xistinq tax
laws and policies"ITT-v ls of goverr-,ent should
encourage the preservation of aqricultural land.
POLICY 1-5: Federal Estate Taxe,,: Channin federal
estate tax 14 s-s -hui tTe- so that ,j.qricultural
land mny be valued at its value as farn ldnd as long as
it remains in agriculture, and the cA. tate t,'! e,.,w'o'1
should be raised to a tore realistic prcscnt-day l4vl

,,/

'1*



3710

EXHIBIT 7

PINELLAS PUMPING AFFCrS AQUIFER Up To 8 MILFS

(By James Walker)

Southwest Florida Water Management officials yesterday disclosed
maps and pumping figures that. show the three big wellfields in North-
west Hillsborough have overla)ping impact that reaches as far as
eight miles from the wellhead.

Most, in fact, of die northwest county, can measure some water
drawdown in the Floridian aquifer because of the cones of depression
from the fields.

The SWFWMD figures apply to the aquifer, which in instances is
hundreds of feet below ground surface, and don't directly measure the
"surficial" aquifer. the ground water that. lies close to surface.

But Derill McAteer, chairman of the SWFW.MD governing board,
said, "We consider it (water) as a unit. When the aquifer is pumped
down, the surficial sands drain water to it faster."

A clay layer lies between the surface water table in the sands and the
deeper Floridian floodway which flows through porous limerock, but
leaks and gaps in the clay provide troughs to drain the upper water
as the aquifer drops.

"We think that as far as 2.5 miles out from each wellfield, there is
a definite influence" on the water table, McAteer said. "I think that in
the case of the Section "21 wellfield, it has caused definite damage to
surrounding lakes."

McAteer asked the SWFWMD to prepare the data in hopes the
northwest county residents can be more helpful in giving witness to the
need for pumping regulations.

Too often, he indicated, a property owner will complain of dropped
water capacity on his property. then either blame, the wrong wellfield
or misidentify its owner.

The major fields in northwest Hillshorough are St. Petersburg's
Section 21 and Cosine fields. Just across the Pasco line. the City of At.
Petersburg has opened its Pasco field. The County of Pinellas operates
the Eldridge-Wilde field on the Hillsborough, Pinellas, Pasco county
lines.

SWFWMD also supplied pumping figures for the fields for June, the
month of historic record. on which the impact to the acquifer was esti-
mated.

Section 21 pumped 23.1 million gallons per day; Cosine some 101
million gallons; and the Eldridge-Wilde sonic 44.7 million gallons per
da.

'3ased on these pumlpages., Section 21 caused a drawdown in the
aquifer of 10 feet at a distance one mile from wellhead, a five feet
drawdown 12,500 feet from the well and zero impact only beyond
40,000 feet (nearly eight miles) from the wellhead.

The Cosine field, which SWFWMD moved to curtail pumping on
first because of its critical harm to nearby lakes. showed the least im-
pact in June. At one mile from the wellhead, it caused a drawdown in
the aquifer of 4.5 feet, and at eight miles from the wellhead, the aqui-
fer drawdown was less than half a foot. Eldridge-Wilde shows the
colossal figures.
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Pumping at the June rate of 44.7 million gallons per day the aqui-
fer drawdown wis some 19 feet a mile distant from the wellheads; at
two and half miles from the wells, the drawdown was 3.5 feet; and at
40,000 feet from the wells, the drawdown was registering about a foot
and a half.

This corresponds, SWFWMD officials indicate, with data which
shows Pinellas County is actually pumping below sea level in some
wells in the field, creating a big cone of depression. The normal poten-
tiometric surface at the Eldrid-ge field is some 20 feet above sea level.

SWFWMID is proposing to curb Pinellas from pumping more than
28 million gallons per day from Eldridge-Wilde, but with provisos it
might take more during heavy rains.

MeAteer currently is negotiating with Merritt Stierheim, Pinellas
County manager, for stipulations on operation of the field to avoid
court battle.

St. Petersburg city officials have agreed to pumping regulations
which SWFWMD staff believe will restore the fields and lessen the
drawdown impact.

"Fe think that as loor o.% 2..! miles otl /rum retch eellfirld.

there is a definilte infbeenre" on the trter table.
-Drrill )It lieer, chairmen of the

So-lh.est I lorida Water Manae 'cec DIlItlIe

EXHIBrr 8

* 11 II

Monitoring of water table levels would provide a proposed means of
regulating the well field operations. District hydrologists, however,
have conc uded that the water table cannot be used effectively as a reg-
ulatory index, because of natural variations.

go-Stg 0 - 76 - pt.S - I
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The almost instantaneous effect of rainfall on the water table and
the time lag between pumpage from the deep Floridian aquifer and its
effect on the water table makes the method discussed at the last public
hearing far too cumbersome according to the district hydrologists.

District hydrologists have expressed concern over the salt water
intrusion zone wnich affects the Tampa Bay and Pasco County areas.

Senior scientist and chief hydrologist Gerald G. Parker says that
with recognition of the serious salt intrusion problems, corrective
action can be taken. Improvements that can be done include: Salt
water barriers in channels and rivers, water conservation projects,
well field regulations and rules designed to prevent further lowering of
the aquifer.

Florida's aquifer, a volume of underground fresh water, is only one
source of water supply for the state, the district publication "Hydro-
scope" points out this month.

There is also the source of Florida's springs that hve a combined
flow six times greater than all tile public water systems in the state,
according to a just-released report. from the U .S.'Geological Survey.

The combined flow of Florida s springs is five billion gallons )er
(lay (8,000 cubic feet per second), according to the report. "An Index
to Springs of Florida."

It identifies the magnitude of 165 springs and seven i)setdosprings
and specific data on water quality, discharge and temperature is
given for 22 first-magnitude springs (those discharging more than 100
cubic feet per second),

Authors of the report, Jack Rosenau and Glen Faulkner. say that
the water of most Florida springs is of excellent quality, low in salinity
and of moderate hardness.

The December 1974 issue of "Hydroscope" cites the federal report
as offering Pasco County's IPithlachascotee River as a potential slip-
plementary source of water supply for the fast growing west side, or
as a source for recharging the Florida aquifer.

In times of low flow, the river is subject to 11 miles of upstream salt
water movement, but upstream from the tidal action. fresh water in
the river "usually" meets the water quality standards for public watersupply.Tuhe report suggests that salt water barriers in the river channels

would increase the fresh water zone and could be either low dams with
movable gates or rubber or plastic inflatable dams.

Also suggested in the report on the Pithlachascotee is diversion of a
ortion of the river run-off during high flow periods into temporary
etention areas to induce. seepage into the aquifer or into some large

lakes for storage.
The hydrologists content that there are two major reasons for silt

water movement into inland areas. One canalization by dredging front
the Gulf or from a bay or river that is subject to tidal action salt water
invasion. Two factors are involved, the drainage of fresh water the
soil and the flow the canal of salt water for contact with the soil that
is being drained.

The second reason for the movement of the salt water into inland
areas has been a lowering of pressure in the aquifer brought about.
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by increased pumpage. An increasing population means increased de-
mand for potable water and long-term rainfall deficiency hastens the
piesure in the aquifier, increasing the movement of salt water inland.

The district hydrologists have noted six areas in the Tampa Bay
megapolis where zones of salt water intrusion have been cited. The
city of New Port Richey has already closed some wells because of
this encroachment, and five of nine wells contained chlorides in excess
of public health standards.

All of coastal Pasco Count" and northern Pinellas have zones of en-
croachment. encompassing nearly everything west of U.S. 19 and in
some places east of the traffic route.

St. Petersburg's Cosme-Odessa faces a potential threat from the
west. and south. Virtually all of peninsular and downtown Tampa has
been engulfed in the zone of encroachment, and the zone is believed
gradually inching northward.

Because salt, water is heavier, fresh water "floats" on sea or brackish
water, and, in Florida, the sheer volume and weight of fresh water
holds salt. water. The water level in the Floridian aquifer stands well
above mean sea level because of the constant recharge of the aquifer
.from rainfall and the constant outflow and impediments that create
a time lag in the flow toward sea level.
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Foreword

Statements of Tax Policy represent a conscientious effort by the
federal tax division of the American Institute of Certified Public
Accountants to explore, comment, and, where appropriate, de-
velop positions on, matters of tax policy covering major areas of
taxation in which members of the accounting profession have
special competence.

Reform of the present system of estate and gift taxation has
been under serious consideration for a number of years, with
proposals for change coming from many sources, including Con-
gress, the Treasury Department, and a number of professional
organizations. The federal tax division has also been actively ad-
vocating changes in this area, and its ideas and proposals are
summarized in this statement. It is intended that the formal
presentation of this study will assist members of the congressional
tax writing committees, members of the executive branch of gov-
ernment, and the public in their'consideration of this subject.

Statements of Tax Policy are approved by the executive com-
mittee of the federal tax division after they are developed by the
division's tax policy subcommittee. Other division subcommittees
may develop a policy statement if requested to do so. This state-
ment was developed by the 1972-73 financial and estate plan-
ning subcommittee and approved by the 1973-74 executive com-
mittee.



3718

Executive- Committee
1973-74

Robert G. Skinner, CPA,
Chairman

Joseph E. DeCaminada, CPA
Richard M. Hammer, CPA
Charles R. Lees, CPA
William C. Pcnick, CPA
Robert C. Plumb, CPA

John Raber, CPA
William L. Raby, CPA
Jerome A. Seidman, CPA
Jerome P. Solari, CPA
Roy Soil, CPA
Don J. Summa, CPA

Financial and Estate Planning Subcommittee
1972-73

Joseph E. DeCaminada, CPA
Chairman

John R. Gentry, CPA
Martin Helpern, CPA

Joel M. Forster, Director
Federal Tax Division

Arthur S. Hoffman, CPA
Kurt D. Steiner, CPA
Ralph Steinman, CPA
Richard Stone, CPA



3719

1

Synopsis of AICPA Position

The American Institute of Certified Public Accountants sup-
ports estate and gift tax reform legislation in the following key
areas.

Generation-Skipping Transfers
Under current law, an individual can make a transfer of prop-

erty to a descendant two generations removed and, so long as
intervening generations are limited to a mere economic interest
(that is, an income interest), no estate or gift tax is imposed on
the intervening generation. We recommend the following:

* No imposition of tax on outright transfers benefitting a
"skipped" generation.

" Imposition of a tax on creation of inter vivos and testamen-
tary trusts which benefit a skipped generation.

" Basing such tax on actuarially determined values.
* Imposing such tax on the estate of the skipped generation

and making it payable from trust corpus.
* A liberal disclaimer provision and extension of the previous-

ly taxed property tax credit for a period of up to twenty-five
years.

The Marital Deduction
Under present law a decedent may transfer up to one half of

his estate to his spouse free of tax so long as the interest trans-

1
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ferred does not lapse because of the passage of time or occur-
rence of certain events ("terminable interest rule"). We recom-
mend the following:

" Retention of the 50 percent marital deduction limitation.
" Retention of the terminable interest rule.
* As stated below, an exemption level of $150,000, which

would permit a $300,000 estate.to pass free of tax.

Appreciated Assets Transferred at Death
At present, when a decedent owning appreciated assets dies,

the appreciation is not subject to the income tax, and the benefi-
ciaries take a basis in the property received equal to its fair
market value. We recommend retention of our present system in-
this area.

Unified Transfer Tax
There currently exists an -exemption from the estate tax of

$60,000, and a lifetime gift tax exemption of $30,000 per donor.
In addition, there is an annual exclusion of $3,000 for each donee
for gifts of present interests. We recommend the following:

" Unification of these two systems of transfer taxes.
* Retention of the present estate and gift tax rates.
" That upon death, there be included in the estate tax compu-

tation 75 percent of the fair market value of inter vivos gifts
made.

" Allowance of a credit for gift taxes paid on inter vivos gifts.
" Retention of the $3,000 annual gift tax exclusion.
" Increasing to $150,000 the current combined $90,000 exemp-

tion for estate and-gift taxes.

Liberalization of Deferred Payment of Federal Estate Tax
Under present law, an extension of time to pay the federal

estate tax may be granted in two situations: (1) where payment
of the tax would result in "undue hardship" to the estate (Sec-
tion 6161) and (2) where the estate consists largely of an inter-
est in a closely held business (Section 6166). In addition, Section

2
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303 permits certain redemption distributions to be made to help
in paying the estate tax, without certain adverse income tax
consequences. We recommend the following:

" Treatment as a single corporation, for both Sections 303 and
6166 purposes, a decedent's interest in two or more corpora-
tions if the estate owns more than 50 percent of each.

" No change in the amount of redemption proceeds qualifying
under Section 303.

" Liberalization of ownership requirements in connection with
the payment of estate taxes where an estate consists largely
of an interest in a closely, held business.

" Liberalization of Section 6161 with regard to extensions of
time for payment of the tax.

" 4.

3
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2

Generation-skipping Transfers

Background
Under current law, a person may transfer property by gift or

bequest to a lineal descendent more than one generation re-
moved from himself (for example, a grandchild), and, as a re-
sult, the transfer tax is not paid by the intervening generation. In
addition to outright transfers, a settlor may make a taxable trans-
fer of property and not have the property subject to transfer tax
again for several generations with the use of trust instruments
which satisfy the rule against perpetuities. This is true although
some elements of beneficial enjoyment of the property accrue to
the intervening (or "skipped") generations.

Discussion

The U.S. Treasury Department Tax Reform Studies and Pro-
posals dated February 5, 1969,' pertaining to estate tax, recom-
mended a tax upon generation-skipping transfers. It was pro-
posed to levy a "substitute" tax, in idditiorr to the present trans-
fer taxes, if property is transferred to a grandchild or more re-

U.S. Treasury Department, "Tax Reform Studies and Proposals," A Trea-
sury Tax Study (Washington, D.C., Feb. 5, 1969), hereinafter referred to
as 1969 Treasury Proposals. All subsequent direct citations of this report
will be indicated by page number within the body of the text.
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mote generation. This tax upon generation-skipping (GST) would
apply to outright transfers as well as transfers in trust. The tax
would be 60 percent of the basic transfer tax, unless the member
of the skipped generation elected to treat the transfer as a gift
or bequest to him and a simultaneous gift to the next generation.

Position of Other Professional Groups

On April 30, 1968, the American Law Institute (ALI) issued
a report entitled Federal Estate and Gift Tax Project? It was
therein reported that the Council to the Members of the ALl
approved a resolution to recommend a GST only upon a very
limited class of transfers. Basically, the ALI proposal was to have
a GST only upon transfers in trust that would vest in a younger
generation at a time subsequent to the time of death of the im-
mediately succeeding generation. In other words, if the trust
provided for income for benefit of a child and the remainder to a
grandchild upon the death of the child, there would be no ad-
ditional tax. If, however, the trust continued after the death of
the child with the remainder to a great-grandchild upon the
grandchild's death, there would be an additional tax.

The American Bankers Association (ABA) would also limit
the GST solely to transfers in trust. The ABA, in general, would
impose a GST only if the transfer skips more than one genera-
tion.

AICPA Proposals
The AICPA's position is that there should be a tax upon trans-

fers in trust that skip a generation; the Institute favors a limited
inclusion in the estate of the member of the skipped generation,
provided such person had a beneficial interest in the trust. The
AICPA, therefore, makes the following proposals.

No Separate Generation-Skipping Tax on Testator or Settlor.
To the extent that there would be a fax on the property passing
to a grandchild or later generation, such tax would be computed

2 Published as Federal Estate and Gift Taxation: Recommendations Adopted
by the American Law Institute at Washington, D.C., May 23-4, 1968.
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by including a value in the gross estate of the skipped person.
The tax would be due at the time that person's estate tax is due.
Thus, no additional tax would be due from the settlor of an inter
vivos gift in trust nor from the estate of the creator of a testa-
mentary trust. The tax would be payable from the corpus of the
trust. If a generation obtains its interest in the trust or the prop-
erty in a manner other than by death of the skipped generation
(such as after a certain term), the tax would be payable at the
time of transfer of interest as though the generation whose in-
terest had terminated had made a gift.

0

No Additional Tax on Outright Gifts or Bequests. Only gifts
in trust would be included in the gross estate of the skipped per-
son. Also, only to the extent that the skipped person" had a bene-
ficial interest would there be an inclusion.

Inclusion in Gross Estate Based Upon Actuarial Values. If a
person's beneficial interest in a trust expires and if a more remote
generation from the grantor than such person will obtain an in-
terest (for example, if the son of a grantor dies and the corpus
goes to the grantor's grandchild), then a computation would be
made of an amount to be included in the estate (or taxable gifts)
of such a person. The fair market value of the corpus at the date
of such termination would be calculated. A pro rata portion of
this fair market value would be included in the calculation of
his gift tax. The portion included would be based upon an ac-
tuarial computation of the interest so terminated. This computa-
tion would be made as of the date the trust is created (or at the
date it became irrevocable if this is later). If the decedent was
solely an income beneficiary, the actuarial value would be based
upon present value tables of a life-income interest using the age
of the beneficiary as of the date of the commencement of his in-
come interest in the trust. If his interest was only for a term of
years, then the calculation would be based upon that period. The
AICPA believes, however, that the present 6 percent table is too
high for this purpose. A table based upon a 4.5 percent or 5 per-
cent return would appear to be more equitable.

Example-Assume that a father dies at a time when his son is
age forty-five. Father leaves $1 million in trust with income to his
son, and upon the son's death, the remainder to his grandchil-
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dren. When the son dies, the corpus has a fair market value of
$2 million. The present value at 5 percent of the right to use
$1 for the life of a forty-five-year-old person is about 62 per-
cent. Thus, 62 percent of the $2 million date-of-death value
would be subject to estate tax upon the death of the life benefi-
ciary. The amount subject to tax would be limited to the interest
passing to the next generation. The estate tax would be paid out
of the trust corpus unless the life beneficiary provided by will or
otherwise that the tax should come from his estate.

The tax charged to the corpus would be from the top brackets.
Thus, the personal estate of the life beneficiary would not be af-
fected by the inclusion of the life interest in the tax computation.

With Sprinkling Trust, Taxation of Corpus Upon Death of Last
Beneficiary to Die. The question arises as to the best method of
taxing the corpus when the income may be paid to any member
of a class that includes more than one member of the skipped
generation through the use of a sprinkling trust. The AICPA
recognizes that arguments could be made for taxing a portion of
the corpus as each beneficiary dies or when the last member dies,
basing the tax in either case upon the rates applicable as if the
pro rata part had been included in each beneficiary's estate at the
time he died. Yet again, arguments could be made for granting
various elections to the trustee. Each of these various approaches
has certain advantages. They all, however, lack the characteris-
tics of simplicity and ease of administration. Because it would
work without putting an unreasonable burden upon the IRS or
the trustees, the AICPA has determined that the best approach
would be to tax the corpus upon the death of the last beneficiary
to die, based upon the facts applicable to such last member of
the generation. Thus, if the last to die had an actuarial interest of
60 percent, that percentage of the fair market value of the corpus
on the date of his death would be included and taxed in his
estate.

In this regard, it is important to note the need for the enact-
ment of a very liberal disclaimer provision. The AICPA recom-
mends that the Internal Revenue Code provide that a beneficiary
may be permitted to waive his income rights at any time within
a two-year period commencing with the date of death of the
testator or with the date that an inter vivos trust is created. Such
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a disclaimer would result in no tax. There Would be tax neither
at the date of disclaimer nor at the date of the beneficiary's
subsequent death. Thus, the possibility is reduced that the corpus
would be taxed at rates applicable to the wealthiest members of
the generation.

With Power to Invade the Corpus, Taxation of Corpus Based
on Value at Time of Beneficiary's Death. The trustee may have
the power to invade the corpus for the benefit of a member of the
skipped generation, or the beneficiary may have the power to de-
mand the corpus. If the beneficiary does not disclaim his right to
receive the corpus pursuant to such power, the AICPA would
have the tax on the corpus based upon values at the time of his
death. There would not be any reduction based upon actuarial
computations unless the invasion power is less than complete.
Thus, assuming that a person has a limited power to request cor-
pus (for example, a right to $5,000 or 5 percent of the corpus per
year), the value of such right would be included in his estate tax
computation. If, therefore, a forty-five-year-old person received a
life interest and a "5-and-5" power, the AICPA would actuarially
compute the value of the power plus the value of an income in-
terest upon the remaining corpus. The tax on this amount would
be based upon fair market values at the time of his death. If he
actually draws down corpus each year, the AICPA would not
have the remaining corpus subjected to a tax based upon this
power. If the power is partially used, the computed amount
would be reduced by the amount previously withdrawn.

Even in a case where there is more than one member of the
generation for whom there can be an invasion, the AICPA would
not recommend a tax until the last member dies. At such time,
the full fair market value would be included and taxed in such
last person's estate. In other words, the facts and circumstances
applicable to the last surviving member would be used for the
tax computation. An obvious exception would be those cases
where a portion of the trust's corpus terminates as each skipped
person dies. In such a case, there would be a tax on such a por-
tion at th time of termination.

More Liberal Credits for Tax Paid on Prior Transfers. An in-

justice can occur if the skipped person dies shortly after the trust
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is created. The severity of this problem can be greatly reduced,
however, by the AICPA proposal for more liberal credits for tax
paid on prior transfers. For this purpose, a liberal credit would
be allowed not only for estate tax on prior transfers, but also for
gift tax paid in the case of an inter vivos trust. (This logically
follows as a result of the proposed integration of the gift and
estate taxes.)

With Two Skipped Generations, Taxation Based Upon Actu-
arial Computations. There would be a tax upon the death of
each skipped generation based upon actuarial computations. The
actuarial interest of a child who had an income interest would
be taxed upon his death. The actuarial interest of a member of
the next, skipped, generation would be taxed upon that member's
death. Assuming, for example, a life income to a son and then to
a grandson with remainder to great grandchildren, the tax upon
the death of the son would be as described above. The tax upon
death of the grandchild would be based upon his age at the timc
his income interest vested (that is, at the death of the son). If
the grandchild should predecease the son, there would be no
tax upon the grandchild's death. If the grandchild dies shortly
after the son, there would be a liberal credit for the tax paid
upon the son's death.

Extension of Availability of Previously Taxed Property Credit.
Under present law, if a gross estate includes property recently
inherited from a prior decedent and the prior decedent's estate
paid a tax with respect to the property, a credit is available to
the second estate. A full credit is available if less than two years
has elapsed between the two deaths. The credit is reduced by
20 percent every two years, until no credit is available if the
second death occurs more than ten years after the first.

Estate and gift tax reforms have been proposed that will gen-
erate additional tax revenue. The generation-skipping proposals,
in particular, can result in a tax for each generation rather than
for every second or third generation, as is presently the case with
large accumulations of wealth. Because of the greater and more
frequent incidence of tax, the AICPA has concluded that the pre-
viously taxed property credit should be available for a longer
period of time than the present ten years.

10
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The AICPA favors extending the availability of the previously
taxed property credit. For the first five years after death a 100
percent credit for prior estate taxes would be granted. The per-
centage of the credit available would be reduced by 5 percent
per year thereafter. When a period of twenty-five years has
elapsed, no credit would be available.

Example-Assume that A dies in 1974 leaving his entire estate
to B, and B dies in 1978. B's estate will have an available credit
equal to the entire estate tax paid by the estate of A.

If B dies in 1984, ten years after A7 dies, the credit would be
reduced to 75 percent of the taxes paid by A's estate, that is, 100
percent less 25 percent (five years at 5 percent). If B dies after
1999, no credit from A's estate would be available.

The period of twenty-five years was selected, as representative
of a customary period between generations. The gradual reduc-
tion in credit between five and twenty-five years was considered
to be logical inasmuch as the second decedent would have en-
joyed the inherited assets for some period of time. The transfer
at his death should, therefore, be at least partially taxed.

This liberalization becomes logical if generation skipping is
adopted. If a member of a skipped generation dies prior to his
actuarial expectancy, his estate, under the AICPA proposals,
must nevertheless include an actuarially computed amount. The
liberalized credit results in fairer treatment in such cases of pre-
mature death.

Summary
The AICPA is opposed to a tax upon outright generation-skip-

ping transfers because the member of the skipped generation has
no economic interest in the property. Further, the AICPA finds
nothing socially or economically wrong with gifts or bequests that
totally skip a generation. If a person has an economic interest,
that interest should be subject to a tax at the time the interest
terminates. The tax should be measured by the value of the per-
son's estate as well as the value of the interest. An additional tax
on the original settlor or on his estate is unfavorable, since this
would cause an incorrect timing of the tax. Nor should taxpayers
be required to make an election as to when the tax is payable or
as to when the trust property should be valued. The AICPA is
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opposed to the IRS proposals because it does not believe that a
new tax should be enacted. Rather, it is thought that the situa-
tion can be corrected by redefining the criteria that will result in
inclusions in a gross estate or in taxable gifts. The IRS proposals
may. result in excessive complexity, lack of relationship of the
tax to the economic interest subject to tax, and incorrect timing
of the tax.

There are many situations not covered in this presentation.
Only a basic concept necessary to solve a basic problem has been
set forth. This basic problem is that, at present, a generation may
have the benefit of corpus which is not subject to transfer tax
when it is passed on to the next generation. To subject such
corpus fully to tax when the generation has only a limited interest
is, in the opinion of the AICPA, inappropriate. The foregoing
proposals attempt to find a fair and equitable solution to a very
real problem.

12
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3

The Marital Deduction

Background
Current law allows a deduction to a donor or decedent for part

of the value of property transferred to a spouse. Such a deduc-
tion, referred to as the "marital deduction," is limited in the case
of a gift to one-half of the value of the gift and in the case of
an estate to one-half of the "adjusted gross estate." As a result of
the marital deduction, an individual may transfer one-half of his
separate property to his spouse, tax free.

To qualify for the marital deduction, outright ownership of the
property transferred generally must pass to the spouse so that, un-
less it is consumed or again given away, it will eventually be in-
cluded in the estate of the surviving spouse. Such provision is re-
ferred to as the "terminable interest rule."

Discussion
Many practitioners and professional groups believe that the

present structure of the marital deduction works a hardship on
small to moderate-sized estates, especially those estates where all
the assets are bequeathed to a widow who must provide for her-
self and her children. Treasury Department studies indicate that,
on the average, a widow survives her husband by ten years, and
it is felt that when property passes to a widow, a tax imposes a
difficult burden at a time when other significant income sources
often disappear.

13
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While it is generally agreed that adequate protection for
widows and a reduction in estate tax on moderate estates--is--a
necessary part of estate tax reform, there does not appear to be
any reason for the deferral of estate taxes when property trans-
ferred to a surviving spouse is more than sufficient to satisfy her
needs. An unlimited marital deduction, advocated by some
groups, goes far beyond the objective of providing relief to a sur-
viving spouse and would be of greater benefit to larger estates
than smaller estates.

Studies indicate that the adoption of an unlimited marital
deduction would result in a permanent reduction of 7 percent of
the revenue from federal estate and gift taxes and an immediate
revenue loss of as high as 17 percent since there would be a tax
deferral until such time as the surviving spouse dies. Most of the
other estate and gift tax reform proposals would result in an in-
crease in revenue. Accordingly, a retention of the existing 50 per-
cent marital deduction (with a modification for modest estates)
would allow for an adjustment in the rate structure and exemp-
tion level which would not be dependent on the enactment of a
provision for taxing appreciation at death.

An unlimited marital deduction would tend to distort proper
estate planning. In order to minimize the tax on the first to die,
there would be a tendency to transfer all of the property to the
surviving spouse. In estates of any substance, the transfer of all
property to a surviving spouse, particularly when there are chil-
dren, should not be encouraged. Under an unlimited marital de-
duction, deferral possibilities resulting from remarriages can be
carried to ludicrous extremes.

Adoption of an unlimited marital deduction appears to make
the adoption of a beneficial enjoyment theory essential. Under an
unlimited marital deduction, the beneficial enjoyment test would
be the only means available for a decedent to have control over
the ultimate disposition of property and yet for such property to
qualify for the marital deduction. Such a provision would be a
necessity where there are children involved or in situations of
second marriages where the tax deferral opportunity under an
unlimited marital deduction would encourage outright transfers
of all property to surviving spouses.

While the adoption of a beneficial enjoyment rule would allow
a decedent to qualify property for the marital deduction and still
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retain control over its ultimate disposition, it would appear that
an unlimited marital deduction would still tend to encourage the
transfer of all property to a surviving spouse.

Position of Other Professional Groups

In their studies for estate and gift tax reform, the U.S. Trea-
sury Department, the American Law Institute, and the American
Bankers Association all propose liberalization of the current mar-
ital deduction with respect to both the amount of the deduction
and the type of interest which will qualify.

Recommendations of the Treasury and of the ALI propose that
the present 50 percent marital deduction be removed entirely
and replaced by an unlimited 100 percent marital deduction. The
ABA favors a retention of the existing 50 percent marital deduc-
tion, coupled with a deduction for the first $250,000 of property
transferred to the surviving spouse regardless of the 50 percent
limitation.

With respect to the type of interest which will qualify for the
marital deduction, the Treasury, the ALI, and the ABA, in gen-
eral agree that the present terminable interest rule should be
eliminated and replaced by a concept referred to as the "current
beneficial enjoyment rule," whereby a mere income interest to
the surviving spouse may qualify for the marital deduction. Un-
der the current beneficial enjoyment rule, an interest will qualify
for the marital deduction whether or not the surviving spouse
controls the underlying property, as long as it is agreed that the
property will be taxed at the death of the spouse.

AICPA Proposals
Retention of the 50 Percent Marital Deduction. The AICPA

believes that the current incidence of gift and estate taxation im-
poses a disproportionate burden on small and medium-sized
estates. The AICPA's unified transfer tax proposal recommends
an exemption level of $150,000. Assuming an exemption level of
$150,000, it. is felt that a 50 percent marital deduction will pro-
vide adequate relief for a surviving spouse in moderate-sized
estates. Accordingly, the AICPA recommends a retention of the
50 percent marital deduction as currently provided in IRC See.
2056.
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Retention of the Existing Terminable Interest Rules. The
AICPA also recommends a retention of the existing terminable
interest rules. Advocates of change in the existing terminable in-
terest rule point to the complex and technical requirements neces-
sary for an interest other than outright ownership to qualify for
the marital deduction. The existing terminable 'interest rule has
resulted in an inequity for those unaware of its restrictive pro-
visions. To replace such rule with a beneficial enjoyment theory
would likewise cause inequity to the unwary. While a beneficial
enjoyment rule would allow for greater flexibility in estate plan-
ning, introduction into the Internal Revenue Code of an entirely
new concept permitting a mere income interest to qualify for the
marital deduction would add additional complexity to the law
probably causing considerable new litigation.

Summary
The AICPA is opposed to a change in the federal estate and

gift tax laws that would permit an unlimited marital deduction
and the addition of a beneficial enjoyment rule. While estate tax
reform should provide adequate protection to a surviving spouse
in moderate estates, the AICPA feels that the increase in the ex-
isting exemption level to $150,000 from $60,000, along with re-
tention of the existing marital deduction and terminable interest
rules, will accomplish such a result. A change to an unlimited
marital deduction and a beneficial enjoyment concept would be
of greater benefit to larger estates, resulting in substantial rev-
enue loss and adding further complexity to the existing tax laws.
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4

Appreciated Assets
Transferred at Death
Background

Under current law, the federal estate tax is imposed upon the
fair market value of assets includable in the decedent's gross
estate determined at the date of death or alternate valuation date
(after taking into account allowable deductions and credits). The
basis of the property in the hands of the recipient beneficiaries
then generally becomes its value for estate tax purposes. If, how-
ever, the property represents the right to "income in respect of a
decedent"-such as wages receivable after death, or obligations
derived from a sale reported by the decedent under the install-
ment method-the beneficiary must carry over the decedent's
basis, if any.

Asset appreciation is not subject to income tax, although it is
included in the post-death basis of the asset, under the general
rule stated above. Appreciated property transferred by inter
vivos gift normally retains the same basis in the hands of the
donee as it had in the hands of the donor, plus gift tax paid on
the full value of the transfer.

The 1969 Treasury Proposals contended that the current law
permits vast portions of capital gains to escape income taxation.
It charged that the law fails to recognize the separate characters
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of estate and income taxation. It further claimed that accumula-
tions derived from appreciation are favored over accumulations
from annually assessed dividends, interest, and wages. In addi-
tion, the Treasury Department also stated that "unnatural hold-
ing patterns" develop because older investors become locked into
appreciated assets to avoid paying income taxes on recognized
gains. The Treasury Department drew up statistical tables based
upon data gleaned from returns of the 1960's and concluded that
$15 billion a year of capital gains fall outside the income tax sys-
tem.

Under the 1969 Treasury Proposals' capital gain tax concept,
the appreciation on capital assets held at death would be taxed
in the final income tax return of the decedent as if the assets had
been held for more than six months and sold just prior to death.
"Income in respect of a decedent" would no longer be taxed as
the income is received. It too would be "bunched" into the de-
cedent's final return and taxed as capital gain or ordinary income,
depending upon its nature. Only appreciation that accumulates
after enactment of the proposals would be subject to the tax.
Thus, the provisions would not have retroactive effect, but estab-
lishing valuations on the enactment date would be necessary.

The income tax attributable to such capital gains and "income
in respect of a decedent" would be deductible from the gross
estate of the decedent and would reduce the taxable estate and,
accordingly, reduce the estate tax (if any) otherwise payable.
The taxed property would acquire a stepped-up basis in the
hands of the beneficiaries as under current law.

Property transferred to a surviving spouse and to charity would
be exempted from the tax. The decedent's basis for the property
would carry over to the spouse. Every decedent would have a
minimum basis entitlement of $60,000 to preclude taxation below
that level. All losses on capital assets held at death would be con-
sidered long-term and applied against capital gains in the year
of death; then, under special rules, applied in the following or-
der: against capital gains in the three prior years; against or-
dinary income for the year of death; and, lastly, against ordinary
income of the three prior years. When losses are carried back,
they would be applied first to the most recent preceding year.
Only 50 percent of the capital loss would be deductible when
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applied against ordinary income. Any losses not applied during
the four-year period would expire unused.

Under the 1969 Treasury Proposals, since appreciation on prop-
erty passing to widowsandcharity-and to-a limited extent, to
orphans-would not be taxed, the basis would be allocated arith-
metically among the assets other than cash, in proportion to their
respective fair market values. The objective of this rule would be
to discourage transfers to particular beneficiaries principally to
accomplish tax objectives.

Income taxes generated by the foregoing proposals would be
payable, along with the estate tax, under broadened tax deferral
provisions. The 1969 Treasury Proposals also held out the pros-
pect of lowering transfer taxes to the extent that revenues are
expected to be produced by this new capital gains tax*

Discussion
Some insight into the rationale underlying the 1969 Treasury

Proposals can be gained by reflecting upon certain statements
contained therein, and upon a lecture given by their chief ad-
vocate, Professor Stanley S. Surrey. The proposals assert: "For
administrative reasons the tax system does not every year make
the taxpayer [Whose assets have appreciated] calculate how much
his holdings have appreciated in value." (P. 332; 'emphasis and
bracketed matter suppliedz fessor Surrey elaborated upon
this theme during his portion of the Third Hess Memorial Lec-
ture delivered to the Association of the Bar of the City of New
York on November 18, 1971. Among other things, he stated:

We could, and probably in equity we should, tax gains as they
accrue currently year by year. But, we don't and the income
tax system stays its hand as the asset increases in value, partly
for administrative reasons and partly for policy reasons, such as,
for example, that money may not be pt hand to pay the tax.'

'Richard B. Covey, Stanley S. Surrey, David B. Westfall, "Perspectives on
Suggested Revisions in Federal Estate and Gift Taxation," in The Record
of the Anociation of the Bar of the City of New York, Vol. 28, no. 1
(1973), p. 49. All subsequent citations of this article will be made by
page number within the body of the text.
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This argument could lead to the conclusion that if the admin-
istrative procedures could be made somewhat easier, then noth-
ing would stand in the way of a periodic, perhaps year-by-year,
tax on unrealized appreciation. Another factor is the philosophical
view of the economist Gardiner Ackley, which was quoted with
apparent approval by Professor Surrey during the Hess Lecture
and introduced by his comment that these words do not come
from a radical economist:

In my judgment the time has now come to m-ove steadily and
rapidly toward the virtual abolition of the unequal start in eco-
nomic life that accrues to one who is born rich....
The vehicle is at hand to do this in the radical revision -of our
estate and gift tax laws. I should hope that within a decade or
two we could place a virtual ceiling on the transmission of more
than the most minimal property income from members of one
generation to members of the next. (pp. 45-6)

If one starts with a predilection for the income taxation. of un-
realized gains and is inclined to seek the eradication of disparities
of wealth, these factors would tend to support a tax system con-
taining the technical complexities and burdens inherent in the
capital gain tax proposals. While this report does not take a posi-
tion with respect to such goals, the AICPA feels however, that
Congress ought to be fully aware that they may be the spring-
board of the 1989 Treasury Proposals.

The 1969 Treasury Proposals place great weight on statistics
to stimulate Congress to action. It should also be noted, however,
that the Treasury Department drafted'the proposals in the con-
text of an active stock market and used examples of investors
who experienced 50 percent appreciation in one year. Shortly
after the proposals were issued, the stock market began a pre-
cipitous plunge. More recent statistics indicate the probability
that'severe inequities could result from the arbitrary taxation of
appreciation at a date prior to the realization of capital gains.
. While those in favor of a tax on appreciation at death often
argue that it eliminates the lock-in problem, changing economic
conditions are a far stronger force to that end. We have recently

20



3738

witnessed significant changes in investment philosophies, and
traditional practices of indefinitely holding on to "blue chip" in-
vestments are now being challenged. Untouched investments in
many basic industries-rails,.automobiles, chemicals, basic metals,
electronics, and so forth-over extended periods of time would
have produced little gain and some notable financial disasters.
Tomorrow's "blue chip" investments will be different from to-
day's, and the elemental urge to preserve capital will dictate
changes-in security portfolios.

There is one type of investment, however, where a tax on ap-
preciation is certain to forcibly unlock long-standing ownerships
-small businesses. The problem here is that the unlocking pro-
cess may be ruinous. The prospect of the conjunction of income
and estate taxes on the value of the business would probably ac-
celerate the trend to merge or sell out to avert forced sales when
the owners of closely-held companies die. This consequence
should not be overlooked by Congress when it considers the ad-
visability of imposing a capital gain tax on appreciation.

The 1969 Treasury Proposals repeatedly refer to the advan-
tages held by a taxpayer who accumulates wealth through un-
taxed appreciation of his capital assets over one who earns or-
dinary income. While there is no doubt that one who is subject
annually to a tax upon his ordinary income is at a comparative
disadvantage, that disadvantage exists whether or not the investor
is taxed on his capital gains, because the capital gain tax applies
only when the investor chooses to realize the gain, and the tax is
at lower effective rates. Probity dictates that the effects of cur-
rent law be evaluated by comparing persons who are similarly
situated to measure fairly the advantages that one may have over
the other.

The two exhibits that follow contradict the implications of
the 1969 Treasury Proposals that the current law permits, high-
bracket taxpayers to elude paying their fair share of taxes forever.
They disclose that the estate tax, assuming other proposalsin this
report for a unitary tax structure and for the prevention of gen-
eration skipping are enacted, effectively balances the tax impact
in the two situations.

Exhibit 1, page 22, compares two taxpayers, A-1 and B-1. At the
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beginning of a 20-year period ended by their deaths, both held $2
million worth of capital assets. During the 20 years, the assets ap-
preciate 30 percent (compounded) every five years. A-1 sells his
property at five-year intervals and pays the capital gain taxes.
When he died, the last five years of appreciation remained un-
taxed. B-1 does not sell any appreciated assets, so that the appre-
ciation arrives unreduced by income taxes into his estate. The
Treasury Department's commentary indicates that, under current
law, B-1 has enormous advantages over A-i, but it disregards the
effects of the estate tax in this situation. For example, the Trea-
sury Department states: "The estate tax will fall on both [A-1

EXHIBIT 1

Taxpayer A-1

Cost basis
Appreciation-first 5
Tax-35%

Appreciation-second
Tax--35%

years-30%

5 years-30%

Appreciation-third 5 years-30%
Tax-35%

Appreciation-fourth 5 years-30%
Not taxed, taxpayer dies

Federal gross estate tax

Ratios of assets and taxes paid to
combined amount

22

Taxes
Assets Paid

(000 Omitted)

$2,0OO
$600
210

$717
251

$857
300

390
$2,390

466

$2,856

557

$3,413

1,024

2,076

45%

$ 210

251

300

2,076

$2,837

55%
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EXHIBIT 1 continued

Taxpayer B-1

Cost basis
Appreciation-first 5 years-30%

Appreciation-second 5 years-30%

Appreciation-third 5 years-30%

Appreciation-fourth 5 years-30%

Federal gross estate tax

Ratios of assets and taxes paid to
combined amount

Taxes
Assets Paid

(000 Omitted)

$2,000
600

$2,600
780

$3,380
1,014

$4,394
1,318

$5,712
2,905

$2,807 $2,9O5

49% 51%

and B-1] so it is not relevant to say that [B-I] ought not to pay
any income tax on his accumulation of wealth 'because he pays
an estate tax."' (P. 332; emphasis and bracketed matter added.)
In Exhibit 1, A-i, the repeatedly taxed investor would have
paid or had paid by his estate cumulative taxes. of $2,837,000.
B-i, who avoided the capital gain tax Would have paid federal
estate taxes aggregating $2,905,000-$68,000 more than A-1.

Exhibit 2 employs the same assumptions with respect to sales
and growth rates, except that taxpayers A-2 and B-2 each held
$4 million worth of capital assets at the beginning of a 20-year
period ending with their deaths. B-2, who deferred payment
of tax until his death and thereby obtained a stepped-up
basis free of income taxes, would have paid taxes aggregating

23



3741

$7,138,000, or $429,000 more than the cumulative taxes paid by
A-2. The taxable estates of A-1 and A-2 would have been re-
duced, of course, by lboth the taxes paid and the appreciation on
the tax money no longer available for investment. The higher
estate tax brackets reached by B-1 and B-2 brings the percentage
of assets of the four estates paid into the federal treasury into
comparable alignment. The computations for these two exhibits
are as follows.

Exhibits 1 and 2 assume that the taxpayer is not married at
date of death and is therefore unable to utilize the marital de-
duction. In the following two supplementary illustrations, the
facts are identical except that the taxpayer takes advantage,

EXHIBIT 2

Taxes
Assets Paid

Taxpayer A-2 (000 Omitted)

Cost basis $ 4,000
Appreciation-first 5 years-30% $1,200
Tax-35% 420 780 $ 420

$ 4,780
Appreciation-second 5 years-30% $1,434
Tax-35% 502 932 502

$ 5,712
Appreciation-third 5 years--30% $1,714
Tax-35% 600 1,114 600

$ 6,826
Appreciation-fourth 5 years-30%

Not taxed, taxpayer dies. 2,048

$ 8,874
Federal gross estate tax 5,187 5,187

$ 3,687 $6,709
Ratios of assets and taxes paid to

combined amount 35% 65%
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Taxpayer B-2

Cost basis
Appreciation-first 5 years-30%

Appreciation--second 5 years-30%

Appreciation-third 5 years-30%

Appreciation-fourth 5 years-30%

Federal gross estate tax

Ratios of assets and taxes paid to
combined amount

EXHIBIT 2 continued

Taxes
Assets Paid

(000 Omitted)

$ 4,000
1,200

$ 5,200
1,560

$ 6,760
2,028

$ 8,788
2,636

$11,424
7,138

$ 4,286 $7,138

38% 62%

EXHIBIT 3

Taxpayer A-. and Spouse

At time of death
Marital

Federal gross estate tax

Assets transferred

Assets transferred versus
taxes paid

Assets

(000 Omitted)

$4,437
(2,9218)

2,219
831

1,388

1,388

,$2,776

53%

$2,218

2,218
830

$1,388

T/'xes

Paid

$ 761

1,661

$2,422

47%
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EXHIBIT 3 continued

Taxpayer B-1 andSpouse

Assets

(000 emitted)

At time of death $5,712
Marital (2,856) $2,856 None

2,856 2,856
Federal gross estate tax 1,155 1,155 $2,310

1,701 $1,701 $2,310

1,701

Assets transferred $3,402

Assets transferred versus-
takes paid 60% 40%

through transferring one-half of his property to his spouse, of the
maximum marital deduction,

In Exhibit 3, the-total taxes paid by A-1 and spouse (the tax-
payers who recognized gains and paid the capital gains tax) now

EXHIBIT 4

Taxpayer A-2 and Spouse

At time of death
Marital

Federal gross estate tax

Assets transferred

Assets transferred versus
taxes paid

$ 8,874
4,437)

4,437
2,076

2,361
2,361

$ 4,722

45%

26
&9.516 0 - 76 - pt.S -2O

Taxes
Paid

Assets

(000 Omitted)

Taxes
Paid

$1,522

4,152

$5,674

$4,437

4,437
2,076

$2o361

55%
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EXHIBIT 4 continued

Taxes
Assets Paid

Taxpayer B-2 and Spouse (000 Omitted)

At time of death $11,424 None
Marital (5,712) $5,712

5,712 5,712
Federal gross estate tax .2,905 2,905 $5,810

2,807 $2,807 $5,810

2,807

-Assets transferred $ 5,614

Assets transferred versus
taxes paid 49% 51%

exceeds by a minor amount ($2,422,000 versus $2,310,000) the
estate taxes paid by B-1 and spouse. However, in Exhibit 4, the
estate taxes paid by B-2 and spouse continue to exceed
($5,810,000 versus $5,674,000) the combination of capital gains
and estate taxes paid by A-2 and spouse.

The AICPA believes that Professor Surrey was erroneous in
these remarks concerning the present system during the Hess
Lecture:

This complete forgiveness is totally unfair to people who have
built up their estate from after-tax income, whether it derives
from dividends, salary or capital gains upon which tax has al-
ready been paid. It is a complete windfall to those who are
building up their estates out of before-tax income, the untaxed
appreciation in value. (p. 49; emphasis added)

Certainly the terms "complete forgiveness," "complete wind-
fall," and "untaxed appreciation" are grossly deceptive and do
not properly describe the tax situations of the hypothetical tax-
payers B-i and B-2 in the above illustrations.
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Position ofAnother Professional Group-
American Bankers Association

In its commentary on the 1969 Treasury Proposals, the ABA
contends that the capital gain tax on appreciation. at death is re-
gressive and unfair. Large estates would have the lowest net rate
of capital gain tax since the tax would be allowed as a deduction
at the highest transfer tax bracket. At present rates, 77 percent
of the capital gain tax could be recouped from the estate tax.
Whatever progressive rate scale is adopted, the capital gain tax
rust bite'more deeply into estates in the lower brackets.

Undue complexity is another charge levelled against the Trea-
sury Proposals by the ABA. Complications stem from the excl.-
sion from the capital gain tax of property qualifying for the mari-
tal, charitable, and orphans deductions. Such exclusions would
make the basis of any particular asset unknown until all assets are
finally allocated among the beneficiaries, and sales of assets and
funding of bequests of pecuniary amounts would have long un-
certain tax consequences.

The ABA further points out that the 1969 Treasury Proposals
contain a specter of interdependent tax computations with multi-
ple variables. The amount of the marital and charitable deduc-
tions depends on the capital gain tax; that tax is dependent on
the amount of property qualifying for the deductions; and the
estate tax depends on, and often is interwoven with, the equation
in fractional share deduction computations.

The brusque discarding by the 1969 Treasury Proposals of the
present deferred tax treatment of "income in respect of a dece-
dent" in IRC Sec. 691 is challenged by the ABA. The Treasury
Department proposed to bunch all "income in respect of a dece-
dent," whenever it is to be received, in the final return of the de-
cedent, leaving the amelioration 'of the tax consequences to the
income-averaging provisions. The ABA points out that the pro-
posal complicates rather than simplifies the taxation of such in-
come. Generally, "income in respect of a decedent" is not readily
marketable and not readily subject to accurate valuation. There-
fore, - it will necessarily be reported at values below the full
amounts to be collected. The discount would be reported over
the same period, in the same fashion, and by the same taxpayers
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as under current law. Moreover, anticipatory taxation would cre-
ate serious liquidity problems for the estate.

The ABA further points out that taxpayers with identical
amounts of losses would be treated differently, depending upon
the existence of gains and losses in the year of death and in the
three prior years. Furthermore, while losses would be allowed on
lifetime gifts, they would be disallowed on transfers to related
parties. The ABA rhetorically asks, "To whom does one ordinar-
ily make lifetime gifts, if not to related parties?"

In other areas of criticism, the ABA takes issue with the Tre-
sury Department's proposed allowance of basis at the higher of
actual basis or enactment date value, with the minimum basis,
with the absence of an exemption for life insurance, and with the
triggering of added taxes where the decedent's state of residence
conforms its income taxes to those of the federal government. The
ABA shies away from the obligation to prove cost basis, asserting
that many taxpayers maintain inadequate records, in reliance
upon the stepped-up bases rules under the current estate tax law.

The ABA originally advocated carryover of basis as its alter-
native to the present system. It reconsidered, and now is in favor
of the Additional Estate Tax (AET). Under the carryover of
basis concept, the transferor's tax basis for all properties included
in the decedent's estate would carry over to the transferee, as is
the case at present when property is transferred by inter vivos
gift. The federal estate tax before state death tax credit would be
added to the bases of assets transferred, but limited to the extent
that the fair market value of the estate's assets exceed their bases.
Tangible property held for personal use by the decedent would
be allowed a step-up of basis within the limits of $5,000 per item
and $25,000 in total.

The carryover--of-basis proposal was attractive for the follow-
ing reasons:

* It has proved to be operative under present gift tax rules;
* The tax burden would fall on the parties who realize income
on a voluntary sale of the property, and at a time when funds be-
come available to pay the tax;
* Death is not the moment of realization of income;
* Carryover of basis meets the objection to the escape from in-
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come tax of appreciation on a decedent's assets;

0 The inequity of imposition of tax before realization of income
cannot be eliminated by averaging devices; and
* Relief measures for deferring the tax will not be necessary tin-
der the carryover-of-basis concept.

Yet in its commentary on the carryover-of-basis proposal, the
ABA presented its reconsideration of the matter.

The ABA is deeply concerned with proposals that would re-
quire the establishment of historical cost basis for federal income
tax purposes after property passes through an estate. It contends
in its commentary, that many people have not maintained ade-
quate records in reliance on current law which makes cost basis
irrelevant when the property owner dieg.

The carryover-of-basis proposal also allows the addition of fed-
eral estate taxes to the bases of items of property. The ABA is
concerned that sales of property by the executor of an estate
prior to the final determination of the estate tax liability will in-
volve guesswork as to the income tax consequences of such sales
and will necessitate the filing of amended fiduciary and benefi-
ciary income tax returns as a matter of burdensome routine. Fur-
ther, with carryover of basis the period over which taxpayers
tend to refrain from the sale of property to postpone the inci-
dence of taxation would be indefinitely extended, thus creating a
lock-in problem.

The ABA also considers it manifestly unfair for estate taxes to
be allocated under the carryover-of-basis proposal to property
qualifying for the marital or charitable deductions. Yet, if certain
property is to receive a basis adjustment, and other property is
not, the entire process of administration would be beset by the
indefiniteness of the bases of specific items.

Sales soon after the -date of death are often obligatory to pay
death taxes, debts, expenses, and bequests. Under the carryover-
of-basis proposal, the ABA concluded, these sales may result in
substantial capital gains, and the need to pay taxes thereon may
require further sales which in turn may add to additional cap-
ital gain taxes-a compound "mushroom" effect. In light of this
interaction, the ABA contends that the carryover-of-basis proposal
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bears a close resemblance to the capital gains tax-at-death pro-
posal-without the advantages of the latter (that is, the capital
gains tax liability would reduce the estate tax).

The ABA believes that a carryover-of-basis rule would bring
with it the practical elimination of the utilitarian pecuniary mar-
ital bequest. Draftsmen would be wary because the funding of
such bequests might involve recognition of prohibitive amounts
of capital gain.
. Finally, if a carryover-of-basis rule is enacted, the ABA envi-
sions firm resistance by Congress to meaningful transfer tax re-
ductions. The ABA believes that the tax revenues eventually to
be derived from adoption of a carryover-of-basis rule cannot be
accurately measured.

While the ABA favors retention of the current taxing system, it
urges only as the least problem-filled alternative the adoption of
the "Additional Estate Tax" (AET). The ABA devised the AET
as an alternative to the capital gains tax after deciding to reject
support for the carryover-of-basis concept which it had previous-
ly favored.

The AET would be imposed at the fixed rate of 14 percent on
net appreciation of assets upon death and upon transfers made
within the two years preceding death. Property transferred earli-
er would take a carryover basis as under current law. The 14 per-
cent rate was arrived at by multiplying the complement of a
postulated highest transfer tax bracket (60 percent) by the high-
est capital gains tax rate (35 percent). The tax -would apply even
upon property qualifying for the marital and charitable deduc-
tions.

Losses at death would not be rebated to any extent by the
AET. The ABA considers their proposed reduced iate structure
a sufficient compensation for estates holding depreciated assets.
Only appreciation after the enactment of the AET would be sub-
ject to the tax. Accordingly, the proposed rate reductions of the
transfer tax to-a ceiling of 60 percent would be phased in over a
five-year period as the revenues generated by the AET would
presumably increase.

The AET is advocated by the ABA in lieu of the Treasury Pro-
posals on three broad grounds: (1) it -would be progressive, and
therefore fair; (2) it would be simple because it would avoid

31



3749

complex reqnements, and would be collected along with the basic
transfer tax; and (3) it would be constitutional because it would
be an excise tax, a classification which might not apply to the
capital gains tax. Each of these claimed attributes of the AET is
evaluated below.

AICPA Proposals
Retention of Current Law. After carefully studying each of

the proposals for taxing, directly or indirectly, the unrealized ap-
preciation of assets at death, the AICPA concluded that the ob-
jectionable features of each proposal were compelling and beyond
recasting. It has further concluded that the AICPA should not
temper its strong belief that the current law should not be
abandoned, or by expressing a qualified preference for one pro-
posed change over the others. The following discussion serves to
support the AICPA's conclusions.

The ABA's proposed tax is called an "Additional Estate Tax,"
but it is not that; it is an income tax. It is measured by gains-
unrealized gaini-and that is its fundamental defect. The AICPA,
as a general observation, takes the position that the claimed ad-
vantages of the AET are not valid. It does not agree that the tax
is fair, progressive, simple, and constitutional beyond debate.

The Correlation of Death and Gain. The focal point of the
problem with both the AET and the 1969 Treasury Proposals Is
their turn from the heretofore well-established principle that
taxes on appreciation should be imposed only when gains are
realized and when cash to pay the taxes is generated. The AICPA
believes that the view of death as a moment of realization of gain
is philosophically unsound. Paper profits at any point in time
are so ephemeral that, if they are to be taxed, only an immense-
ly complex system involving alternate valuation dates, liberal tax
deferrals, credits, averaging, and quick-refund procedures could
possibly provide for fairness.

Double Tax. The AET would be in effect a double tax. This
is acknowledged by the ABA. No deduction would be allowed
for the basic estate tax for AET purposes. The resultant double
tax is embraced by the ABA so that the AET would be progres-
sive, when viewed in combination with the basic estate tax.
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Rate of Tax. The AET would not be on a graduated scale,
yet it is labeled "progressive" by the ABA. It is not convincing
to contend that the AET is progressive when (but only when) it
is combined with the basic estate tax rate schedule. It is obvious
that a taxpayer who has accumulated a modest amount of tax-
able appreciation over -many -y s -would be taxed at the same
rate as one who has accumulated substantial appreciation over
a short-term period. By contrast, the income tax rules do ease the
burden upon lower-bracket taxpayers. In addition, the inclusion
of only one-half of net long-term gain in taxable income, the ex-
emption from the minimum tax, and the income averaging pro-
visions operate in favor of the individual who recognizes relative-
ly small amounts of gain on an annual basis.

The AET rate would be tied directly to the highest capital
gain tax rates. There have been many proposals to increase or
otherwise modify the capital gains tax. If the tax is increased, as
it has been in recent years, it has been assumed that an increase
in the rate of the AET would follow.-Such a change would mag-
nify the problems associated with the AET, not the least of which
would be the liquidity crisis in prospect for estates.

Basis Problems. The ABA is concerned with the requirement,
especially under the carryover-of-basis proposal, to prove actual
cost basis. The AICPA does not share that concern-at least not
to an extent that would justify so complicating the estate tax
structure. The current recordkeeping requirements should be
observed by all taxpayers; and no taxpayer should be entitled to
ignore these requirements based on the highly speculative as-
sumption that he will hold his property until his death.
. The ABA's concern with proof of basis, however, does not ex-
tend to several areas in which carryover of basis is adopted tin-
der the AET. For example, there is apparently no concern with
the present gift tax basis rules. Nevertheless, to avoid proof of
basis it proposes to adopt a start-up date rule. The AICPA sees
a serious problem in the choice of fair market value on the en-
actment date as the basis of property for AET purposes.

The enactment date rule would create a nationwide appraisal
obligation which would be a substantial administrative burden.
Estates are not necessarily made up primarily of listed securities,
and the valuation problems at the time of death could be enor-
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mous. Disputes between examining agents and taxpayers' repre-
sentatives often involve the valuation of real estate, partnership-
interests, closely held corporations, loans receivable, copyrights
and patents, valuable art work, large blocks of securities, and
present and future interests in trusts. These disputes often reach
the courts. A start-up date would bring another set of subjective
valuations into the transfer tax picture, and the AICPA believes
that the accompanying distortions and inaccuracies would be an
unfortunate consequence of this approach. Moreover, the devel-
opment of self-serving records to support valuations for the types
of assets listed above could become a widespread practice. The
prospects of an informed and fair review of the accuracy of these
records would likely be inversely proportional to the interval be-
tween their preparation and review.

If a start-up date is adopted, enormous numbers of persons
will be obliged to price an inconceivably large number of assets.
Relatively few estates now must file federal estate tax returns be-
cause of the exemption under current law. Consequently, the as-
sets of relatively few estates undergo professional appraisal. But
it is difficult-if not impossible-for a taxpayer to know that he
will not have a taxable estate in the uncertain future. He, there-
fore, cannot safely assume that he need not determine his start-
up date values. Under these conditions, the appraisal of property
as of the start-up date would be an immediate major burden, and
valuation controversies in the settlement of estate tax liabilities
would be many times more frequent than is presently the case.

Marital and Charitable Deductions. The AET makes no al-
lowance for transfers that qualify for the marital and charitable
deductions. In connection with the 100 percent marital deduction
proposal, the 1969 Treasury Proposals appropriately state:

It does not appear, then, that transfer of property between hus-
band and wife are appropriate occasions for imposing tax. An
especially -difficult burden may be imposed by the tax when
property passes to a widow, particularly if there are minor chil-
dren. The present system of taxing transfers between spouses
does not accord with common understanding of most husbands
and wives that the property they have accumulated is 'ours.' (p.
358)
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This view should be compared with the ABA's view that "as
a matter of theory, imposition of a tax on appreciation should not
turn upon the destination or use of the appreciation." As a matter
of practice and public policy, the marital deduction has been al-
lowed in valid recognition of the nature of the marital relation-
ship and to equate the tax consequences of taxpayers living in
jurisdictions having different property law concepts. Moreover,
deductions for income tax purposes generally have been allowed
for the value of assets transferred to charity, and no gain need
be reported if the transferred assets have appreciated.

The ABA's overriding consideration in suggesting these tax
provisions is revealed in the following statement.

Further, if exemptions from the AET based upon the recipients
of the property subjected to the tax or adjustments to it are in-
troduced, simplicity is lost, and administration becomes complex.
It is time that simplicity and ease of administration, whether it
works 'for' wi 'against' the taxpayer, be considered as priority ob-
fectives in the enactment of tax laws. (pp. 2-43, 44, emphasis sup-
plied)

If we substitute for the words "for" and "against" in the fore-
going quotation the words "equitably" and "inequitably"-or
"fairly" and "unfairly"-the consequence of the selection of sim-
plicity as the overriding priority may be more clearly apparent.

Simplicity and Unfairness-The Correlatives. Although the
AET conceivably could be modified to achieve greater equity, the
ABA apparently prefers not to do this on the grounds of an over-
riding need for simplicity. The following observations seem ap-
propriate in this connection.

* Appreciation would be taxed, but there would be no tax rebate
for a net loss at death. The investor may have paid capital gains
taxes throughout his life, but no carryback of a net loss position
would be available, and no transfer tax reduction is suggested.
The ABA suggests that the investor would have some relief with
its proposed lower tax rate schedule. The AICPA believes that in
an effort to simplify this proposal, the fundamental income tax
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character of the AET is ignored, and thus the normal income tax
equitable safeguards are omitted.
* The AET is at a flat rate. A graduated rate, providing lower
rates fo r insubstantial amounts of appreciation, is rejected-in the
interest of simplicity.
* Properties qualifying for the marital and charitable deductions
are subjected to the AET-in the interest of simplicity.
* The AET proposal incorporates a mandatory- start-up date basis
rule, although the ABA recognizes that inequities would occur
between and among individuals, that there would be advantages
for taxpayers holding highly appreciated property at the enact-
ment date, and that there would be hardship for taxpayers who
have a provable basis for property greater than its value on that
date-in the interest of simplicity.
* Tangible personal property generally is exempted from the
AET; neither gain nor loss would be considered; and no dollar
ceiling would be imposed upon the exemption, even though in-
equities could result-in the interest of simplicity.

Constitutionality. The ABA states that the capital gain tax
on net unrealized appreciation at death has been attacked as
unconstitutional. It further asserts: "Any problem in this regard is
avoided by the AET, which is an excise tax as contrasted to an
income tax." Regarding the nature of its proposed tax, the ABA
admits, "Some people will say that the AET is nothing more than
a capital gains tax at death. They are obviously correct in the
sense that the result is the same-the taxation of net unrealized
appreciation at death." In view of the foregoing, a layman might
wonder why an AET at death should be considered any more or
less constitutional than a capital gain tax at death. Would not the
courts, in evaluating the constitutionality of the AET, look hard
at the acknowledged similarity of the result, and not be unduly
swayed by the label "excise tax"?

Summary
The proposals that would purportedly prevent any tax reduc-

tion opportunities under the current system are melanges of com-
plexities and inequities bound to cause extreme difficulties for
taxpayers and government alike. If there is merit to the positions
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of both the 1969 Treasury Proposals and the ABA that proof of
actual basis over the years would be a hardship, then carryover
of basis is impractical and, as a matter of equity, we should then
resort to a new start-up basis under any new taxing proposal. If,
however, there is-as the AICPA contends-a host of inherent in-

-equities in the new start-up basis, then it should be rejected. It
is believed also that the notion that the occasion of death is an
appropriate time for the recognition of unrealized gain is un-
sound and that it should not be acceptable to Congress.

The asserted imperatives for a change of current law are not
absolutely compelling. It is at least debatable that a shift of
problems from one tax system (for example, the income tax sys-
tem) to another (for example, the estate tax system) is progress.
Estates which pay as much tax as did our illustrative taxpayers
B-i and B.2 on pages 23-27 do not escape the taxing system.
Furthermore, there should be no extensive opportunities for
transfer tax avoidance if the AICPA's other recommendations-
a unified transfer tax; restrictions on generation skipping; and re-
jection of an increased marital deduction-are adopted. The pres-
ent rules do not confuse the.separate roles of the income and es-
tate taxes. The estate tax complements the income tax. The estate
tax is equitably progressive; at least, it has such high rates that
Congress should continue to permit the beneficiaries to take bases
equal to the full values subject to such heavy tax assessments.

The AICPA knows and experienced practitioners will attest
that the present system is workable. The ease of reference to
finally determined estate tax values to prove the bases of assets
subsequently sold is manifest. If simplicity of administration of
the tax law has merit, as is so often asserted by members of Con-
gress and professional groups, the AICPA believes that where
the law has this attribute with respect to taxation at death, it
should not be discarded.

-A practical and equitable exchange of a tax on appreciation
cannot be made for an appreciable rate reduction. A new start-up
date necessitates a phase-in of any rate reduction, as is apparent
in the AET proposal. The new start-up date also requires specula-
tion as to the amount of tax which would be derived from ap-
preciation over the years ahead as shown by the previous discus-
sion of the ups and downs of the securities markets. Congress
would have to gamble that appreciation during that period would
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be enough to permit a considerably lower top tax bracket. More-
over, whatever the rate concessions might be, these intended
benefits might be more than counterbalanced by the new pro-
posed tax system to which estates would be subject. Reasonable
opportunities for rate reduction exist in the AICPA's several
other recommendations.
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5

Unified Transfer Tax

Background
Current law imposes an estate tax on certain transfers at death

and a gift tax on certain transfers during life. Each tax has a
separate rate schedule with the gift tax rates representing three-
quarters of-the estate tax rates at comparable levels. The estate
tax exemption is $60,000 while the gift tax has a lifetime exemp-
tion of $ 0,000 for each donor and an annual exclusion of $3,000
for gifts of present interests to each of any number of donees.
The gift tax is imposed on the value of the gift but the gift tax
itself is not treated as an additional transfer subject to tax. Under
the estate tax law, the tax itself is subjected to tax because the
estate tax is imposed on the gross estate reduced only by deduc-
tions and not byi the estate tax.

Statistics repeatedly issued by the Treasury indicate that de-
spite the substantial tax incentives for lifetime giving, only a
small percentage of individuals for whom estate tax returns are
filed make such gifts in amounts exceeding the lifetime gift ex-
emption and the annual gift tax exclusions.

Discussion
The primary policy question involved in determining whether

there should be a single rate structure applicable to lifetime
transfers and to transfers at death is the extent to which lifetime
giving should be encouraged. The general consensus appears to
be that such giving should be encouraged because it is socially
desirable to have property transferred to or for the benefit of
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younger generations where there is usually a greater need and a
greater willingness to make the property productive. Thus, the
issue becomes whether the present dual rate structure strikes a.
proper balance between creating incentives 'for lifetime giving
and being fair to different taxpayers.

The 1969 Treasury Proposals take the position that current
law grants an undue'preference to lifetime gifts because it bene-
fits the relatively wealthy individual who can afford to make sig-
niflcant lifetime gifts compared to the less well-to-do individual
who cannot afford tO do so.

Position of Other Professional Groups

The ABA favors a single rate structure for all transfers, wheth-
er made during life or at death. The ABA's acceptance of a sin-
gle rate structure is subject to the qualification that the rates will
be lowered to offset the additional transfer taxes that will be pay-
able at death by persons who make taxable transfers during life.

"Grossing up" the amount of lifetime gifts to be included in a
single rate structure for all transfers has also been proposed. This
concept has been explained to require that the single-rate-sched-
ule transfer tax would be imposed upon the fair market value of
the property transferred, including, in the case of lifetime trans-
fers, the amount of the federal transfer tax incurred on the trans-
fer, which is an integral part of the making of the gift. Under
present law, the tax on lifetime gifts is based on the fair market
value of the property transferred exclusive of any gift tax. In the
case of testamentary transfers, however, the present estate tax is
imposed on the full value of the property in the estate, including
that portion used to pay the estate tax imposed. Under the uni-
fled transfer tax,-this difference in treatment between lifetime
gifts and testamentary transfers would be eliminated by grossing.
up the-fair market value of lifetime gifts, thus causing the trans-
fer tax in effect, to be paid out of the property taxed, as is the
case with testamentary transfers. A table would be provided
showing the amount of the grossed-up transfer so that taxpayers
would not be burdened with complex calculations.

The ABA opposes the use of grossing up for all lifetime
transfers on two grounds. First, it discourages lifetime gifts be-
cause the payment of the additional transfer tax imposed on the
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tax results in the loss of subsequent earnings on that amount
during the remaining life of the transferor. Second, it is compli-
cated and would not be understood by transferors, particularly
when, as is possible, the tax is greater than the amount of the
gift itself. -%-

A majority of the members comprising various bodies within
the ALI appear to prefer a unified transfer tax. In October 1967,
however, the Council of the ALI voted 12 to 11 in favor of the
retention of the dual tax system.

At the present time, there appears to be no official ALI recom-
mendation on the choice between a dual tax system and a uni-
fied tax system. The AIl does appear to favor grossing up all
lifetime transfers and the retention of the present $3,000 annual
gift tax exclusions.

AICPA Proposls

Since lifetime transfers should continue to be encouraged and
further, since the current incidence of taxation on testamentary
dispositions is imposed disproportionately and unfairly on low
and medium-sized estates, the AICPA proposes a modified uni-
fled transfer tax as follows.

Retention of Current Estate Tax Rates. The modified unified
transfer tax would utilize the federal estate tax rates as currently
established by IRC Sec. 2001. Along with this, the AICPA ad-
vocates continuation of the current incentive to make inter vivos
gifts by subjecting such gifts to a tax at the rate of 75 percent
of that rate.

Inclusion of Lifetime Gifts. Lifetime gifts would be included
in the unified rate without grossing up lifetime dispositions ex-
cept for gifts in contemplation of death. The 75 percent rate
would be preserved at death by the inclusion of only 75 percent
of the taxable value of property transferred during lifetime and
by the granting of credit against the unified transfer tax liability
for gift taxes paid on such taxable gifts. Gifts in contemplation
of death, as that term is currently defined by Sec. 2035, would be
grossed up so that both the value of the property at the date
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of death and the amount of gift tax paid would be subject to the
unified transfer tax at death. Credit would be granted against the
unified transferktax liability for gift taxes paid on gifts made in
contemplation of death.

Annual Exclusion for Gifts. The AICPA advocates the con-
tinuation of the $3,000 annual exclusion for gifts of present in-
terests in property as currently provided by See. 2503(b).

Unified Transfer Tax Deduction. For the current estate tax ex-
emption in the amount of $60,000, provided by Sec. 2052, and
the current specific gift tax exemption in the amount of $30,000,
provided by Sec. 2521, the AICPA would substitute a unified
transfer tax deduction in the amount of $150,000, available, at
the option of the taxpayer, either against inter vivos gift tax
liabilities or against the unified transfer tax imposed at death.

Retention of Marital Deduction. The AICPA proposes the re-
tention of the allowance of a marital deduction as currently pro-
vided by Sec. 2056.

Summary
The AICPA believes that the recommendations outlined above

will continue to encourage lifetime gifts. The continuation of the
75 percent gift tax rates, the availability of annual gift tax exclu-
sions, the continuing possibility of removing asset appreciation
from an estate by eliminating from the death transfer tax appre-
ciation from the date of the gift to the date of death, and the
income tax considerations often associated with inter vivos trans-
fers can all be cited as continuing reasons to support inter vivos
gift transfers.

The current estate exemption of $60,000 and the current spe-
cific gift tax exemption of $30,000 are inadequate when con-
sidered in light of many years' inflation. Accordingly, the AICPA
recommends that the current tax exemptions be replaced by a uni-
fled transfer tax deduction of $150,000, available to a taxpayer to
reduce either the amounts of inter vivos taxable gifts or to reduce
the taxable estate. Also recommended is the continuation of the
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two present transfer tax schedules since the availability of two
schedules does not create undue administrative problems.

The "gross-up" concept for inter vivos transfers is opposed pri-
marily because such a provision would discourage lifetime gifts.
The gross-up concept also appears to be extremely complex in
administration.

Exhibits 5, 6 acd 7 (p. 44-47) respectively illustrate the
AICPA recommendations to retain the current rates, to retain
the current concept of a marital deduction, and to substitute
a junified transfer tax deduction in the amount of $150,000 for
the current $60,000 and $30,000 estate and gift tax exemp-
tions. (Each schedule illustrates four hypothetical estate valua-
tions.) The AICPA believes that these recommendations, when
combined with its other recommendations, including our recom-
mendation for severe restrictions on generation skipping, will not
adversely affect the total federal revenues derived from these
sources. Instead, these recommendations should alleviate sub-
stantial inequities currently imposed on low and medium-sized
estates. It is noteworthy in the following schedules that total
transfer taxes from an estate with net disposable assets aggre-
gating $200,000 would be decreased from $36,100 to $7,000,
while for larger estates, total transfer taxes would not be sig-
nificantly affected. Equally important should be the fact that in
the typical situation where the male predeceases the female, nQ
death transfer taxes would be payable at the death of the first
decedent until net disposable assets exceed $300,000 where the
surviving spouse inherits all of the family's assets. Since the
necessities of life often dictate that in low and medium-sized
estates the surviving spouse requires all of the family's assets,
the AICPA proposed tax structure should permit and strongly
encourage such testamentary dispositions by imposing the major
portion of death transfer tax liability only at the time of death
of the second spouse.

Exhibit 7 (p. 46-47) illustrates the effect of inter vivos gifts
(other than gifts in contemplation of death) by the first decedent.
Note that substantial savings in total federal unified transfer
taxes can be realized by the continued use of inter vivos gifts;
such savings are increased where the unified transfer tax deduc-
tion of $150,000 is not claimed against earlier gifts taxed at low
gift tax rates.
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EHIBIff 5

Current Federal Estate Taxes-No Inter Vivos Gifts

First Death

Net disposable assets (after
by liabilities and expenses)

Less:
Marital deduction
Exemption

Total reductions

Taxable estate

Federal estate tax

Second Death

Net disposable assets
Less exemption

reduction

Taxable estate

Federal estate tax

Summary

Total federal estate taxes

Tax as % of total net disposal assets

$200,000

100,000
60,000

160,000

$ 40,000
$ 4,800

$195,200
60,000

$135,200

$ 31,300

$ 36,100
18.1%

$1,000,000

500,000
60,000

560,000

$ 440,000

$ 126,500

$ 500,000
60,000

$ 440,000
$ 126,500

$ 253,000

25.3%

$5,000,000

2,500,000
60,000

2,560,000

$2,440,000

$ 968,800

$2,500,000
60,000

$2,440,000

$ 968,800

$1,937,600

38.8%

$10,00,000

5,000,000
60,000

5,060,000

$ 4,940,000

$ 2,430,400

$ 5,000,000
60,000

$ 4,940,000

$ 2,430,400

$ 4,860,800

48.6%
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EXHIBIT 6

Proposed Federal Unified Transfer Tax-No Inter Vivos Gifts

First Death

Net disposable assets (after reduction
by liabilities and expenses)

Less:
Marital deduction
Unified transfer tax deduction

Total reductions

Taxable estate

Federal estate tax

Second Death

Net disposable assets
Less unified transfer tax deduction

Taxable estate

Federal estate tax

Summary

Total federal estate taxes

Tax as % of total net disposal assets

$200,000

100,000
150,000

250,000

None

None

$200,000
150,000

$ 50,000

$ 7,000

1

$ 7,00

3.5%

$1,000,000

500,000
150,000

650,000

$ 350,000

$ 97,700

$ 500,000
150,000

$ 350,000

$ 97,700

$ 195,400

19.5%

$5,000,000

2,500000
150,000

2,650,000
$2,350,000

$ 924,700

$2,500,000
150,000

$2,0o00
$ 924,700

$1,849,400

37.0%

$10,000,000

5,000,000
150,000

5,150,000

$ 4,850,000

$ 2,373,700

$ 5,000,000
150,000

$ 4,850,000

$ 2,373,700

$ 4,747,400
47.5%

CR
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EXHIBIT 7

Proposed Federal Unified Transfer Tax-With Inter Vivos Gifts

Net disposable assets

Inter vivos gifts by first decedent of 20%
of net disposable assets (not in con-
templation of death ) -except in case
of $200,000 estate

S Less unified transfer tax deduction

Taxable gifts

Federal gift tax

First Death

Net disposable assets (reduced by
amounts of gifts and gift taxes)

Plus:
75% of inter vivos gifts

Asset balance

$200,000

None

None

None

$200,000

None

200,000

$1,000,000

$ 200,000
(None

claimed)

$ 200,000

$ 38,000

$ 762,000

150,000

912,000

$5,000,000

$1,000,000
(None

claimed)

$1,000,000

$ 244,300

$3,755,700

750,000

4,505,700

$10,000,000

$ 2,000,000
(None

claimed)

$ 2,000,000

$ 564,900

$ 7,435,100

1,500,000

8,935,100
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Less:
50% marital deduction
Unified transfer tax deduction not

previously claimed

Total deductions

Taxable estate

Federal estate tax
Less credit for gift tax paid

Net federal estate tax

Second Death

Net disposable assets
Less unified transfer tax deduction

Taxable estate

Federal estate tax

Summary

Total federal unified transfer taxes

Tax as % of total net disposable assets

100,000

150,000

250,000

None

None
None

None

$200,000

150,000

$ 50,000

$ 7,000

$ 7,000
3.5%

456,000

150,000

606,000

$ 306,000
83,600
38 O0

45 600

$ 456,000

150,000

$ 306,000

$ 83,600

$ 167,200

16.7%

2,252,850

150,000

2,402,850

$2,102,850

$ 803,600
244,300

$ 559,300

$2,252,850

150,000

$2,102,850

$ 803,600

$1,607,200

32.1%

4,467,550

150,000

4,617,550

$ 4,317,550

$ 2,038,300
564,900

$ 1,473,400

$ 4,467,550
150,000

$ 4A17,550

$ 2,038,300

$ 4,076,600

40.8%
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EXHIBIT 8

Net disposable assets (after reduction by
liabilities and expenses)

Total current federal estate taxes (no in-
ter vivos gifts) -Exhibit 5

Total tax as % of net disposable assets

Total proposed federal unified transfer
taxes (no inter vivos gifts) -Exhibit 6

Total tax as % of net disposable assets

Total proposed federal unified transfer
taxes after inter vivos gifts of 20% of net
disposable assets-Exhibit 7

Total tax as % of total net disposable assets,

Summary

$200,000,

$ 36,100

18.1%

$ 7,000

3.5%

(Not ap-
plicable)

(Not ap-
plicable)

$1,000,000

$ 253,000
25.3%

$ 195,400

19.5%

$ 167,200

16.7%

$5,000,000

$1,937,600
38.8%

$1,849,400

37.0,

$1,607,200

32.1%

$10,000,000

$ 4,860,800

48.6%

$ 4,747,400

47.5%

$ 4,076,600

40.8%

CA,
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Exhibit 8 (opposite) summarizes the computations in Exhibits
5, 6, and 7.
Assume the following for these schedules:

1. Decedents with net disposal assets of $200,000 or less transfer
their total estate to a surviving spouse. Such second estates are
reduced only by federal estate taxes imposed at the first death.
2. Decedents with net disposable assets of $1,000,000 or more
utilize a full marital deduction and limit testamentary disposi-
tions to a spouse to such amount.
8. Assets transferred at the death of the first decedent neither
appreciate nor depreciate in value between the date of transfer
and the date of death of the second spouse.
4. Credit for state death taxes are disregarded for the purposes
of these computations since they effectively represent a substitu-
tion for such death taxes.
5. Annual exclusions are disregarded in determining inter vivos
gifts in Exhibit 7.
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6

Liberalization of Deferred Payment of
Federal Estate Tax

Background
Section 6166 was enacted by Congress in 1958. The House com-

mittee report accompanying HR 8381, which added Sec. 6166 to
the 1954 code, provided that where the value of an interest in a
closely held business represents a significant portion of the base
on which the federal estate tax is computed, the federal death
tax can be paid in ten annual installments instead of a lump-sum
payment fifteen months after the death of the decedent. -

For purposes of IRC Sec. 6166 a closely held business includes
a proprietorship, or stock or ownership interest in a partnership
or corporation of 20 percent or more, or a partnership or corpora-
tion in which there are ten or fewer partners or shareholders.

The House committee report explained the purpose was to
make it possible to keep togetlher a business enterprise where the
death of one of the larger owners of the business results in the
imposition of a relatively heavy estate tax.Under existing law,
when a decedent has a suibstantial portion of his estate invested
in the business enterprise, the heirs might be confronted with the
necessity of either breaking tp the business or selling it to a larger
enterprise in order to obtain funds to pay the federal estate tax.
This is especially unfortunate in the case of small businesses,
which traditionally are also closely held businesses. By spreading
out the period over which the estate tax may he paid, it would be
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possible for the estate tax to be paid out of the earnings of the
business, or at least it would provide the heirs with time to obtain
funds with which to pay the tax without upsetting the operation
of the business. This provision was believed to be particularly
important in preventing corporate mergers and in maintaining
the free enterprise system.

Section 6166 was deemed necessary because the general provi-
sion of See. 6161(a) (1) permitting a six-month extension of time
for payment of federal taxes, including federal estate taxes by
the IRS for reasonable cause, is not an adequate remedy for an
executor holding an interest in a closely held business. Section
6161 (a) (2), which permits the IRS to grant an extension of time
for up to ten years for payment of estate taxes upon a showing
that payment of the entire estate tax would result in "undue
hardship" to the estate, is also an inadequate relief procedure for
an executor holding an interest in a closely held business. For de-
cedents dying after December 31, 1970, an extension of time un-
der Sec. 6161 (a) ( 1 )- can be granted for up to a year (for rea-
sonable cause). Section 6165 permits the IRS to require that a
bond (for tip to twice the amount of tax involved) be furnished
where an extension of time for payment is granted. The regula-
tions permit the IRS to require such a bond when an extension is
granted under Sec. 6161. The bond requirement has not been ap-
plied in connection with See. 6166 extensions.

Where applicable, Sec. 303 presently permits redemption of
stock of closely held corporations, to the extent of the entire
amount of estate taxes, administration expenses, and funeral ex-
penses. If there is a profit on the'redemption (that is, if the sales
price exceeds the estate tax value), the profit is taxed as a capital
gain.

Discussion
Reference to the amount of the estate taxes, federal and state,

payable at death, indicates that the executor of the estate of a
deceased owner of a closely held business interest is faced with
a substantial liability for estate taxes. The growth of the value
of such an interest during the lifetime of the owner, increases
the potential estate tax burden. The greater the growth, the
greater the likelihood that the executors will have to sell the
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closely held business interest. Inflation serves further to aggra-
vate this problem.

The following chart indicates the estate tax liability of a de-
cedent resident of New York State.

Estate
before

exemption

$ 300,000
500,000
700,000

1,060,000
21060,00()
3,060,000
4,060,000
5,060,000
6,060,000

Federal
tax

$ 59,100
116,500
176,700
289,140

649,280
1,075,920
1,551,560
2,069,880
2,620,200

New York
tax

$ 10,000
20,000
32,000
58,800

153,000
267,200
401,400
551,000
710,600

Total

$ 69,100
136,500
208,700
.347,940
802,280

1,343,120
1,952,960
2,620,880
3,330.800

Percent on excess
New

Federal York

26.8 5.0
28.0 6.0
30.2 7.0
33.4 8.0
41.8 10.0
47.2 12.0
52.6 14.0
55.8 15.0
58.0 16.0

The owner of a substantial equity in a closely held business
needs statutory help, which would permit deferred payment of
these substantial tax liabilities. The very size of the tax in rela-
tion to the estate should be enough "hardship" to permit relief
without the necessity of proving "undue hardship" as presently
required by See. 6161 (a) (2).

The approach of See. 6166 ini permitting an absolute right
for installment payments over a ten-year period of federal estate
tax attributable to taxation of a closely held business interest
should be extended to provide relief in more instances..

Where there are several closely held business equities in an
estate, the yardsticks of Sec. 303 and Sec, 6166 to treat them as
one interest should be alike.

Position of Other Professional Groups
Section VIII of the 1969 Treasury Proposals, "Estate and Gift

Tax Proposals," contained recommendations for liberalization of
the Sec. 6166 payment rules. The proposals indicate that the
"voting stock" requirement should be eliminated and that the
shareholder limit should be raised from ten to fifteen. Further
proposed liberalization would include permitting the installment-
payment election (Sec. 6166) where the interest in the closely
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held business exceeds 25 percent of the taxable estate. The Trea-
sury Proposals would then limit the application of Sec. 303 to
the portion of the estate tax which could qualify under Sec. 6166.

The ABA, in its "Summary of Transfer Act Draft Statute of the
American Bankers Association" would permit deferral under Sec.
6166 where the decedent's interest in a closely held business ex-
ceeds 20 percent of his transfers at death. The definition of close-
ly held stock would include any stock not traded on a national
securities exchange or in an over-the-counter market, or if so
traded, if the estate includes 20 percent or more of the voting
stock. In the case of partnerships, the required percentage of
partnership interest would be reduced from twenty to ten, and
the limitation on partners would be increased from ten to twenty.

AICPA Proposals
Section 303 Rules Regarding Treatment of Seteral Closely Held

Business Equities as One Should T.ke on the Standards of Sec.
6166. Section 303 presently permits two or more corporations to
be treated as a single corporation where an estate owns more than
75 percent in value of the outstanding stock in each of the cor-
porations. Section 6166 has a similar provision, except that the
ownership requirement is more than .50 percent of the stock. The
AICPA recommends that this percentage test be the same for
purposes of Secs. 303 and 6166, and that the 50 percent or more
test of Sec. 6166 apply for purposes of Secs. :33 and 6166.

Period for Sec. 303 Redemption Should Recognize Litigation in
Any Court. The period during which Sec. :3M3 may be utilized is
the period of limitations for assessment of federal estate tax plus
ninety days, or, if a petition for redetermination of an estate tax
deficiency has been filed with the Tax Court, at any time before
the expiration of sixty days after the decision of the Tax Court be-
comes final. The AIC PA feels that there is no reason that taxpav-
ers who litigate iii the District Court or Court of Claims should
be prejudiced, and the AICPA recommends that the period dur-
ing which See. 303 may be applied be extended to the expiration
of ninety days after the conclusion of litigation with regard to
the estate tax liability.
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Elimination of Voting Stock Requirement of Sec. 6166 and the
Raising of the Shareholder Limit. These AICPA proposals are
in agreement with those set forth by the Treasury Department.

Reductions in Percentage Ownership of Stock Requirements in
Secs. 303 and 6166. This is in agreement with the ABA's pro-
posal. The AICPA favors these reductions in percentage owner-
ship of stock requirements to 20 percent (of transfers at death).
It is also felt that See. 6166 should be as available to partners as it
is to stockholders.

The purpose of Sec. 6166 is to provide additional time to pay
estate taxes where the deceased's assets are not readily con-
vertible to cash because such assets consist of an interest in a
closely held business. In these instances, an estate which includes
a minority interest in a business may be less able to cause a re-
demption by the business of that interest than a holder of a large
interest. Therefore, some holders are in great need of the benefit
of Sec. 6166.

The problem with respect to liquidity of partnership interest
is similar to that of the liquidity of a stockholder interest and
should be subject to the same rules.

Retention of Sec. 303(a). In opposition to the 1969 Treasury
Proposals, the AICPA does not feel that Sec. 303 should be re-
stricted to the estate taxes attributable to the inclusion of a close-
ly held business in-the gross estate. Section 303 is presently broad-
er in that it permits redemption of amounts representing all estate
taxes as well as administrative expenses. The narrowing of Sec.
,303 would impose a serious liquidity hardship on estates which
have to-incur a substantial income tax liability in order to pay
the estate taxes.

r

Eliminate "Undue" Requirement of Hardship Situations. Sec-
tion 6161 (a) (2) should be revised to eliminate the word "undue"
from the phrase "undue hardship." The use of the word "undue"
has in effect nullified the value of the provision because of the
administrative problems of determining what hardship is "undue"
hardship.
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Section 6166 Should Apply to Partners in a Manner Similar to
Stockholders. Section 6166 relief should be as available to part-
ners as to stockholders.

Eliminate Sec. 303's Extension Restriction to Tax Court Cases.
A See. 303 redemption should be permitted after the conclusion
of litigation in any court.

Summary
The AICPA believes that the tax laws should be made as con-

sistent as possible in similar provisions of related sections and in
addition that they should not contain provisions which are ad-
ministratively impractical.

Differences among similar provisions, such as Secs. 6166 and
303, presently cause confusion and inequities among taxpayers,
and we feel our recommendations would result in greater fairness.

We believe that the recommendations contained in this section
will bring about better results administratively and will be more
acceptable to taxpayers in various situations.

Conclusion
The AICPA believes that the recommendations in this report

provide a sound basis for federal estate and gift tax reform as far
as the five areas reviewed are concerned. The AICPA feels that
it has conformed the principles of fairness and simplicity to the
extent that these two principles can be combined in this connec-
tiom
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TAXATION WIT!! REPRESENTATION: TESTIMONY BY RALPH J.
SIERRA, JR., SAN JUAN, PUERTO Rico

POSSESSIONS' CORPORATIONS IN PUERTO RICO

BIOGRAPHICAL NOTE

Ralph J. Sierra, Jr., CPA is a partner in the San Juan office of
Peat, Marwick, Mitchell and Company. He is a member of the AICPA,
and the Puerto Rico Institute of CPAs.

SUMMARY OF STATEMENT

To help the economy of Puerto Rico, Section 931 of the Internal
Revenue Code offers special tax benefits to corporations operating
there.

A proposed amendment to Section 9:31 would allow corporations
receiving dividends from a related possessions corporation (i.e. a com-
pany operating in Puerto Rico) to take a dividends-received deduction
of 85 percent or 100 percent. This proposal would encourage corpora-
tions to take out profits earned in Puerto Rico, rather than reinvest
them within Puerto Rico.

A more equitable approach would be to tax these dividends in
the normal manner, but to allow a (Iollar-for-dollar tax credit for
investment by the possessions corporation or its corporate Stockholder
in qualified Puerto Rican investments.

DISCLAIMER

The views expressed in this statement are solely the responsibility
of the author. 'F icy should not be construed as representing the views
of any of the organizations or firms with which he is or has been
associated.

ADDRESS

Further information regarding the views expressed in this statement
can be obtained by writing Mr. Ralph J. Sierra at G.P.O. Box 4089,
San Juan, Puerto Rico 00936.

This statement (teals with the Tax Reform Bill (I.R. 10612)
approved by the House of Representatives on December 4, 1975 and
currently pending hearings before the Senate Finance Committee.
I offer my comments as an individual citizen relyin on my expertise
developed in the field of international taxation by thle United States,
and in no way should my comments be understood to be an expression
of the accounting firm of which I am a partner.

I limit my comments to the one provision of the U.S. Internal Reve-
nue Code of 1954, as amended, with which I have had extensive ex-
perience; that is, Section 931 which (teals with, among other things,
the federal income taxation of corporations doing a major part of their

(3775)
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business in the Commonwealth of Puerto Rico. I need not at this time
discuss the details of that provision. (See iny article published in May
1973 issue of the Journal of Taxation which outlines the tax benefits
to be derived from operating in Puerto Rico under that provision of
the Code am its complementary provisions.)

The significance of Code Section 931 to the economic and social
stability in Puerto Rico was well expressed by the Honorable Jaime
Benitez, Resident Commissioner of Puerto Rico in the United States
House of Representatives, the Honorable Salvador Casellas, Secretary
of the Treasury of the Commonwealth of Puerto Rico, and the
Honorable Teodoro Moscoso, Administrator of the Economic Develop-
ment Administration of the Commonwealth of Puerto Rico before the
House Ways and Means Committee (luring hearings of that Committee
on tax reform. The success of Puerto Rico as demonstrated in their
statement, as well as the underlying studies, could never have been ac-
complished without the presence of Code Section 931.

Changes, the net effect of which would be to make even more at-
tractive the establishing of businesses in Puerto Rico, were recoi-
mended as part of the Energy Tax and Individual Relief Act of 1974
(H.R. 17488). 1 understand that these changes will be incorporated
in the tax reform legislation contemplated to be generated this year.

Among the changes is the requirement that not only must a corpor-
ation meet certain operational criteria, but must also make a virtually
irrevocable election binding itself to possessions' corporations status
for a period of 10 years. In addition, in lieu of the exclusion from gross
income currently afforded a qualifying corporation, a tax credit
would be made available equal to the Federal income tax attributable
to the corporations' income from a possession trade or business and
from qualified possession investments. As a result of this latter change,
other income which would hitherto have excaped federal income tax
would henceforth be subject to the federal income tax. \

Finally, and it is to this proposed change that I will be directing my
comments, it is proposed that corporations receiving dividends from
possessions' corporations be entitled to the special 85 percent or 100
percent, as the case may be, dividends received deduction. My per-
sonal experience has been that. as corporations become successful over
the years in maximixing the benefits of doing business in Puerto Rico
under Code Section 931, the problem of what to do with their accumu-
lated cash becomes a major one. Because of close scrutiny of related
intercompany transactions by the U.S. Internal Revenue Service,
they are hesitant to apply these funds to what otherwise would be
valid commercial use within the corporate family in fear of having
a constructive dividend alleged. Under present law, the dividends
would be subject to full federal income tax and would negate the tax
and other economic benefits offered by Puerto Rico under our in-
dustrial incentive program. The proposed amendment would allow
these companies to immediately repatriate their earnings under our
industrial incentive program back to the United States without any
diminution of the overall tax benefits of doing business here.

For the benefit of Puerto Rico I wholeheartedly support approval
of the change in the U.S. Internal Revenue Code which, in effect,
would allow corporations doing business in Puerto Rico under our
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industrial incentives program to repatriate on a current basis their
Puerto Rico source earnings. However, I must question the practical
or political wisdom of this proposed change. The Congressional Bud et
Act of 1974 would appear to indicate that over the long run the U.S.
Congress will not allow corporations to com pletely escape federal
income tax by establishing their plants in the Commonwealth of
Puerto Rico, especially when the bulk of the goods produced here will
be withdrawn from t.he Puerto Rico market for final disposition. In
addition, encouraging the fleeing of these earnings from Puerto Rico

• rather than a reinvesting of them here would allow these companies
to remain aloof from the Puerto Rican business, social and environ-
mental community.

It would appear that a more equitable approach would be a provision
that would encourage the possessions' corporations to more identify
themselves with Puerto Rico. Along these lines, I would propose
that rather than allowing dividends from possessions' corporations
to be eligible for the dividends recQived deductions, these dividends
should be subject to federal income tax in the normal manner but a
dollar-for-dollar credit against the federal income tax attributable
to this dividend be allowed to the extent that either the possessions'
corporation or its corporate stockholder invest in qualified Puerto
Rican investments. What constitutes a qualified Puerto Rican
investment could be left to the discretion of the Secretary of the
Treasury as promulgated under regulations, in consultation with the
Commonwealth of Puerto Rico. Our own Industrial Incentives Act
in effect in order to encourage corporations operating here under the
industrial incentives program to reinvest their earnings here, accords
income tax exemption on interest and rental income from certain
investments. The proposed federal tax credit against, the income tax
liability attributable to dividends received from possessions' corpora-
tions could be correlated to similar investments. A sample listing of
qualifying investments under our industrial incentives program is as
follows:

Obligations of the Commonwealth of Puerto Rico, or any of its
instrumentalities or political subdivisions;

Mortgage loans made by the Housing Bank of Puerto Rico or in
mortgages insured by that Bank;

Loans secured by mortgages constituted for the financing of the
construction and/or acquisition of housing in Puerto Rico;

Loans for a term of not less than five (5) years and in an amount of
not less than $25,000 for the construction, expansion or acquisition
of industrial buildings and/or land and for the acquisition of machinery
and equipment and/or operating capital used in exempt manufacturing
projects for exempt hotel operations;

Loans for a term of not less than five (5) years, used in the financing
of maritime operations, related directly to the commerce and industry
of Puerto Rico, including, but not limited to, money used in the con-
struction, acquisition and operation of any type of maritime vessel; .

Loans granted by the Government Development Bank for Puerto
Rico and/or the Industrial Development Company of Puerto Rico,
and the Agricultural Credit Corporation, as well as the participation
in such loans;
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Buildings leased or rented to the Government of Puerto Rico for
public hospitals, health or nursing homes and facilities complementary
to these institutions;

Buildings leased or rented to the Government. of the Commonwealth
of Puerto Rico for public schools and physical facilities complementary
to education; and

Certain deposits in financial institutions.
Although the above benefits have been part of our tax statutes for a

couple of years, the desired results have not been obtained. Further-
more, I doubt if these incentives would become attractive without
the impetus of a federal tax benefit. The allowing of Puerto Rican
earnings to flow back into continental United States free of federal
income tax would further detract from getting the corporations in
question from aiding the Puerto Rican economy through the making
of the aforementioned investments.

I do not as a general philosophy endorse the concept that the U.S.
tax lttws should be used as a vehicle for obtaining nonfiscal goals of
the U.S. economy. When the tax laws are so used, due regard for all
considerations which would normally enter into the development of
the non-fiscal goals must be kept in mind. Yet, the tax credit for
qualified Puerto Rican investments is not too far removed from U.S.

scal goals, especially as they concern the economic interrelationship
between Puerto Rico and thcrMt&1:Sttes. Accordingly, this tax
credit approach might be looked upon as a form of revenue sharing
(Puerto Rico does not participate in the general federal revenue sharing
program) in lieu of the tax expenditure currently contemplated.

[A reprint from the Jounal of Taxation]

TAX ADVANTAGEs AVAILABLE TO U.S. COMPANIES Doi.x'o; BUSINESS
IN PUERTO Rico

(By Ralph J. Sierra, Jr.*)

The many tax advantages available to U.S. controlled companies
that do business in Puerto Rico are due to the interplay of the Indus-
trial Incentives Act and the Code. Mfr. Sierra focuses on U.S. taxation
of Puerto Rico resident individuals and corporations, Puerto Rico
domicile corporations, the Puerto Rico income tax and how to obtain
maximum benefits by coor(linating-the Industrial Incentives Act with
the Puerto Rico Income Tax Act. le also discusses planning and
problem areas.

The industrial incentives program continues to be the force behind
the economic and social development of Puerto Rico. The success of
the program is primarily attributable to two laws, the Industrial
Incentives Act of Puerto'Rico and the U.S. Internal Revenue ('ode.'

TAXATION OF PUERTO RICO RESIDENTS

Together with Guam and the Philippines, P'uerto Rico was ceded
to the United States by Spain at the termination of the Spanish-

[Ralph ,!. Sierra. Jr., CPA, is a partner In the Sail Juan office of Peat,. Marwick, Mitchell &r Co. lie iss
member of the AICIIA, the Puerto Rico Institute of ('iAs and he has appeared previously in other pro-
fessional publications.)

I Although the industrial Incentives program has received strong emphasis since 1948, reference to these
laws wlilbellmited to the Puerto Rico industrial Incentives Act of 1963, as amended, and the t,.S. Internal
Revenue Code of 1934, unless otherwise Indicated.
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American War in 1898.- H-owever, it was not until 1917, under the
collective naturalization provisions of the Organic Act of Puerto
Rico,' that U.S. citizenship was granted to Puerto Ricans residing
on the island on April 11, 1899, and their children born subsequently
thereto. The Nationality Act of 1940 later extended the status of U.S.
citizen to all persons born in Puerto Rico.

Nevertheless, starting with the U.S. Revenue Act of 1918 through
the Revenue Act of 1950, Puerto Ricans were uniformly treated, for
Federal income tax purposes, as non-resident aliens. For these pur-
poses, a Puerto Rican included (and continues to include) not only
persons born in Puerto Rico, but also any U.S. citizen residing in
Puerto Rico.3 Consequently, during those years only income derived
from sources within the 48 states, the incorporated territories (at
that time, Alaska and Hawaii), and the District of Columbia, was
subject to Federal income tax.'

Beginning with tax years starting after 1950, the scope of Federal
income taxes applicable to Puerto Ricans was expanded to the out-
lying waters cf Puerto Rico, but did not penetrate into the island.
That is, effective with tax years beginning on or after January 1, 1951,
the only Federal income tax exemption peculiar to Puerto Ricans
has been with respect to all income (of whatever nature) derived
from sources within Puerto Rico."

U.S. [)OMICILE CORPORATIONS

Probably the most popular vehicle for a U.S. domiciled corporation
to do business in Puerto Rico is under the provisions of Section 931.
Basically, this Section provides that an otherwise U.S. domestic
corporation is subject to Federal income tax only on U.S. source
income if the following two criteria are met:

I. At least 80% of its gross income is derived from sources within a
possession of the U.S.; anl,

2. at least 50% of its gross income is derived from the active conduct
of a trade or business within the possessions of the U.S.

Pursuant to the Reg. 1.931-I (a), the following are considered to be
a po&session for the foregoing purpose: the Panama Canal Zone,
Guam, American Samoa, Wake and the Midwav Islands, as well as
the Commonwealth of Puerto Rico. 6 The requisite gross income need
not all be earned in a particular possession., The gross income criteria
are required to be met for the 36-month period immediately preceding
the close of the tax year in question or since inception it this latter
period is shorter I, or manufacturing operations, Reg. 1.61-3(a)
states that gross income is generally considered to be comprised of
sales, less cost of sales, plus investment income and all other income

139 Stat. 951 (1917).
3 The Puerto Rican Federal Relations Act presently includes In the definition of a Puerto Rico citizen.all citizens of the United States who have resided or who shall hereafter reside in the island for one

year...
1 I.T. 3788. I%4,-l ('B 153; I.T. 4047. 1951-i CR 59. For additional background, also see Rczat, 185

F.Supp. 4M$ (DC P.R.. VI), art, sulxcrjuent related cases. A similar situation existed in the Federal
estate and gift tax responsibility. The tax haven ithat Puerto Rico affordel U.S. born citizens for estate
planning was closed I the Revenue Act of 1958 (establishing Section 220) as. result of .fseale ofSmellyrood,
ii TC 740 (1948).

The corresponding loophole for Puerto Rico born estate planners was closed by the Revenue Act of 190,
which added Section 2M09. as a result of Rircra' Estaft. 214 F.2d 60 (('A-2, 1954).

6 Section 933. introduced as Section 1161) Into lhe 1 39 ('ode by the Revenue Act of 19..
6 See section 7701(c).
I8tcr. Rttl, 71-13. 1971-I CB 217.
0 Mr. Rul. 55-260, 1965-2 (' 243.
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from incidental operations or other sources. However, Section 931(b)
also provides that amounts received within the U.S. will constitute
U.S. source gross income, irrespective of actual source.

As can be seen from above, there is ample room for generating addi-
tional income from sources outside the U.S., and either from within
or without a possession by use of margins allowed for Section 931
compliance. That *is, up to 20% of the gross income can be earned
outside both the U.S. and the possesion. In addition, passive income
can reach the 50% of gross income mark (including the 30% which
must be from possession sources) without being subject to either
Federal or Puerto Rico income tax.' Practical experience has indicated
that proper. placement of these funds can augment accumulated
exempt earnings by at least 40% over the life of an incentives, grant.

Furthermore, if at least 80% of the capital stock (as defined by
Section 332(b)(1)) of the "931" corporation is held by a U.S. corpora-
tion all of the accumulated earnings can be repatriated back into
the Uinited States, free of Federal income tax, by means of a liquidation
under Section 332. Section 4 of the Industrial Incentives Act (IIA) of
Puerto Rico similarly allows these earnings, in analogous circum-
stances, to be transferred back to the U.S. free of Puerto Rico tax.
More will be mentioned of this in discussion below.

PUERTO RICO DOMICILE CORPORATIONS

For Federal income tax purposes, a Puerto Rico corporation is a
foreign corporation, but under Section 957(c) is not treated a8 a
controlled foreign corporation if certain conditions are met. Basically,
these conditions are the same as the source of gross income require-
ments imposed on "931" companies. However, there is an essential
difference in that the qualifying activities of trade or business are
specifically defined in Section 957(c)(2). The restricted activities are
virtually the same as those ac-corporation does not have the 20%
which would normally qualify for an incentives grant in Puerto Rico
(IIA, Sections 2(d) and (e)).

Although a prior Section 367 ruling from the Internal Revenue
Service is required to effect the liquidation of a Puerto Rico corpora-
tion, approval is obtainable without Federal income tax conse-
quences.10 This formality, combined with the fact that a Puerto
Rico margin that is available to "931" corporation. for generating
income outside of Puerto Rico and the U.S. free of any income tax,
usually dictates against' the use of a Puerto Rico corporation unless
warranted by special circumstances.

PUERTO RICO INCOME TAXES

The Puerto Rico income tax structure is quite similar to the Federal
income tax structure. TIhis is because the Puerto Rico Income Tax
Act (ITA) of 1954 was adapted from the Internal Revenue Code of
1939. Two major differences are that the [IA does not provide for
either stock option plans or consolidated returns.

0 Available passive investnient markets for accumulated taz-eempit earings Is discussed in O'Connor
and Sierra" Tax Planning for the Most Eltective Us. of Pauerto Rico Tax-Exempt Profits." ftues. May
1 p 10.

'*kR¢,. Pro. -23, Section 4.02(3), 198-I CB 821,880.
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As such, Puerto Rico corporations are taxed on their worldwide
income, whereas U.S. corporations aro taxed in Puerto Rico solely
on Puerto Rico source income (ITA, Section 231). Either corporation
qualifies for an incentives grant. That is, under the industrial incen-
tives program, the place of incorporation has never been a condition
for obtaining a grant.

U.S. citizens not residing in Puerto Rico are subject to tax only
on Puerto Rico source income (ITA, Section 119; IT A, Reg. 143-10).
This income is ordinarily subject to a withholding of Puerto Rico
income tax at source of 20% (ITA, Section 143(a)). The withholding
does not relieve the U.S. citizen recipient of the requirement to file a
Puerto Rico income tax return (ITA, Section 143(c)); however, he
is entitled to the same deductions and credits as a residefit., and is
subject to the same tax rates."

Although a Civil Code jurisdiction, Puerto Rico follows the domi-
cile concept in determiningg personal rights and obligations." Accord-
ingly, it has been determined that a U.S. citizen, a resident of Puerto
Rico, but not domiciled on the island, is taxed as a non-resident. 3

All U.S. citizens domiciled in Puerto Rico are taxed by Puerto
Rico on their worldwide income. As indicated in the discussion above,
these persons are also subject to Federal income tax, except with
respect toPuerto Rico source income (Section 933). Irrespective of
actual source, Puerto Rico treats as U.S. source income all income
subject to Federal income tax from sources outside both the U.S.
and Puerto Rico."

llA TAX EXEMPTION

The IIA exempts the beneficiaries of a grant from three major
taxes: income tax, property tax, and municipal license tax. The re-
lated income tax burdens are as follows:

The Puerto Rico income tax at the individual level is progressive
with rates ranging from 7% to 82.95%. In comparison with the U.S.,
it can reasonablybe estimated that a married couple with two children
and $15,000 of taxable income will be subject to a higher tax cost
than in a similar situation in the United States. In addition to the
fact of the more rapid acceleration of rates," the higher cost is also
attributable to the fact that the ITA does not provide for the filing
of separate returns by married persons. A married couple, unless not
living together, is required to file a single return, and pay the income
tax on the combined income, without special rates being applicable
(ITA, Section 51 (b)).

'The Puerto Rico corporation income tax is also progressive as
follows:

1. 22% of all net income (ITA, Section 13(b)).
2. 9% of the first $75,000 of surtax income ([TA, Section 15(b)(1)).

It "What You Should Know About Taxes In Puerto Rico." Commonwealth of Puerto Rico. Department
of the Treasury, 1972 edition, p. 15. Confirmed by private rulings which clarify that no aprtonment of

ronal items is nzessary. This procedure relies on SAiler v. C(ert. 252 U.s. 37 (192) and Sect Ion 2 of the
Puerto Rican Federal Relations Act which guarantees equal rights. privileges, and Immunities for all U.S.
citizens.

I Itarflie v. Mdow o. Marfft, 88 1'. R. R. 429 (1963), and cases cited therein.
18 Fdklr v. ,crelfery ofjIke Treasur, 85 P. R. R. 302 (1962); SA er M1. Hucerf v. Sqtrferpy qthe Trteaurr.

Superior Court of Puerto Rico, San Juan J-art, February 28, 1 6, Puerto Rico Tax Reporter, CCII p.
10.105 (June 1972).

t ITA, Section 131(b)(2), accordingly, allows the related tax credit.
Is Compare ITA, Section 11, 12 and 40 to I.R.C., Section 1.
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3. 18% of surtax income in excess of $75,000 (ITA, Section 15(b)
(2)).

A single surtax exemption'of $25,000 is allowed to be apportioned by
a family of affiliated companies (ITA, Section 27), in a manner
similar to that of Section 1561.

By amendment made in 1971, the general scope of the IIA out-
lined herein is applicable until June 30, 1983 (IIA, Section 13).

When a manufacturer receives an industrial incentives grant, the
benefits are not applicable to his operations as a whole, nor to a
particular plant that he may occupy. Tile grant covers tile income
generated by, and tile assets used by, the economic phenomenon
referred to as an "industrial unit." This concept can be briefly defined
as any productive entity capable of prodhcing a manufactured
product on a commercial scale (IA, Section 2(h)). The manufactured
product may be one that was not produced in Puerto Rico on a com-
mercial scale as of January 2, 1947 (or, if in the production at that
time, was not produced in Puerto Rico during calendar year 1969
and 1970) (IIA, Sections 2(d)(l) and (e)(35)), or alny of 35 other
designated itchis (IIA, Sections 2(d)(2), (3) and 2(e)). (See list of
such items in the accompanying box.)

Naturally, manufacturing is not the only business venture eligible
for an incentives grant. Tile two most significant, in addition to mall-
facturing, are the leasing of property used by the lessee in operatio-I
covered by an incentives grant (IIA:, Section I (g)), andi tie operation
or owning of a tourist or commercial hotel (MA, Sections 2(d)(5),
(6)). The operating of t guest house was recently added to the eligible
businesses.

As alluded to earlier, in addition to the Puerto Rico income tax,
the grant exempts the grantee from property tax and Imulicipal license
tax ([IA, Sections 1(a)(I), 1(b) and 1(c)). For companies operating
under the incentives program, the assets most. susceptible to property
tax (were it not for the grant) are their inventory, plaitt and equij)-
,nent, and investments in non-Puerto Rico entities. miat, is, the nature
of tile operations normally requires these assets to be present. Assets
not subject to property iax include cash in banks and11( accounts re-
ceivable (13 Laws of P. R. Atinotated (IPRA) 443). The tax rates
fluctuate according to the mluniciloality where the property is located.
For the government fiscal year ending June 30, 1973, the rates ranged
from 1.58% to 3.23%.1 'fihe tax is imposed on tile market value of
the property, which administratively is considered the net book value
with respect to personal property; whereas, periodic appraisals are
made for real property assessment.

The Municipal license tax rate is progressive and tiniform through-
out the island. The tax is imposed on tile gross. volume of business
transacted in a particular municipality, and is paid to that munic-
ipality. Were it not for the grant, the tax applicable to a Inanufac-
turing enterprise would reach a maximum of 0.2% on all business
transacted in excess of $1,000,000 (21 IPRA 641a, 641b Group "B").
As can be seen in most cases, this is a relatively insignificant tax.

In addition to the foregoing taxes, the grant exempts from income
tax, tinder specified circumstances discussed further below, dividends
paid out of accumulated exempt earnings (IIA, Section 3(a)).

If See Puerto Rico Tax Reporter, CCn p. 7051 (June 1972).
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For purposes of administering the industrial incentives program,
tile island is divided into five industrial regions. Thie region classifica-
tion depends primarily upon the unemployment situation in the region
and the ease with which production may be transported from the
plant to the customer. These two factors determine the period for
which the grant is effective. Depending on the region where the
operation is located, the effective tax exemption benefits can be for
10, 12, 15 or 17 years, and in the case of two nearby island munici-
palities, the period is 25 years (IIA, Sections 1(a), (b), (c), (j), (p), (r)).

In exchange for subjecting otherwise qualifying exempt income to
income tax, an additional period of exemption is available; that is,
if the grantee will accept, in lieu of full exemption, benefits of 50%,
60%, 70% or 80% during the initial base period (10, 12, 15, 17 or 25
years), an additional period of equivalent years will be given with
exemption benefits of 50%, 80%, 60% or-4O%, respectively. 7

COORDINATINO IIA WITH ITA

The focal date for the beginning of the tax exemption benefits is
the commencement of operations (late. This date, wten the grantee
submits his request for a grant prior to starting the operations covered
by the grant, is basically the date of the first factory payroll, or any
other (late within 180 days from the first payroll there, at. the choice
of the grantee (IIA, Reg. 5-2, 5-3). Also, the commencement of opera-
tions late can be further postponed for an additional period of up to
two years, by the grantee's timely election (0IA, Section (I). Con-
sequently, tie grantee can elect to; have an initial tax exposure oin his
operation for up to 23 years.

The initial intentim of this deferral is believed to have been to
allow the grantee to avoid start-up losses applying against accumulated
exempt earnings. However, a favorite use of this deferral has been to
recover capital investments through accelerated depreciation. When
practicable, start-up losses are better retained by the U.S. parent,
where the deduction gives rise to immediate tax benefit, by starting
in Puerto Rico as a branch. W~en it is anticipated that the initial
operating expenses will be recovered, then the formation of a "931"
subsidiary can be availed of. Recapture problems as discussed in
Rev. Ril. 71-569, 1 RB 1971-50, 24 are usually minimal.

Before discussing the Puerto Rico tax aspects, another alternative
that might be considered for Federal purposes with respect to the
treatment of start-uJ) losses is to include the losing "931" corporation
on a Federal consolidated return. This position was explicitly pro-
hibited by Rer. Rtd. 65-293, 1965-2 CB 323, but the Ruling has been
subsequently considered invalid in Burke Concrele Accessorie8, Ilic.,
56 TC No. 48 (1971). A bill was ider study by the last U.S. Congress
that would have subjected "931" benefits to a ten-year election and
not allow consolidatioit during the period the election was in effect.'
It would appear that the consolidation of start-up losses would still
be possible by deferring the "931" election.

It IIA Sections 1(k) and (q). The option available and the beneflls thereunder are discussed by Clark
and Oalarta, In "An Interesting Amendment To The Industrial Incentives Act," Oficial Journal of the
Puerto R iCO 'gitute of CPA's, August 197 , p. 8.

iL H.R. ItR, reported Aug. 3, 1972. lous Report 92-1300.
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The major benefit under the ITA is the peculiar method of accel-
erated depreciation available to certain taxpayers. Manufacturers and
hotels are included in the group of taxpayers who are allowed to take
as a depreciation deduction all amount equivalent to the net income
determined before this special deduction. The deduction is limited to
the basis, and cannot be used to generate an operating loss (ITA,
Section 114A). Consequently, by deferring the commencement date
of effectiveness of the grant, additional tax exempt income equivalent
to the investment made in depreciable property can be earned. The
anticipated income tax savings must be weighed against the property
anti municipal license tax exposure. In addition, since prior notice Is
req uired to be given if the commencement (late to be elected will not
fully use ip the two-year add-on period (IIA, Section 1(1)), failure to
do so will expose the grantee to income tax on the income earned in
excess of available delctions up to the commencement date selected
in conformity with tile law. In view of this latter exposure, unless the
additional savings available are material, and an adequate forecast of
turn around point can be made, some companies forego this
opportunity.

The sconId major additional benefit available liv harmonizing the
IA and the ITA is tile additional basis allowed'to be assigned to
depreciable assets received by the transferee in the tax free liquidation
of its grantee subsidiary. IIA Section 4 provides that ". . the base
of the property to the 'transferee on subsequent disposition . . and
. .. for allowance for depreciation or depletion . . shall be the
adjusted base of the property, pursuant to the provisions of the ITA
in force, plus an amount equal to the earned surplus of tile transferor
at the beginning of the liquidation. . *" (Emphasis added.) This,
"plus" amount is commnonly referred to as "set-tp" lasis. Naturally,
if the transferee is a U.S. corporation not qualifying for Section 931
treatment, the major benefit, if any, is the ability io control the Puerto
Rico income tax liability anti, thus, ,nininize excess foreign tax credit
exposure. If the transferee is not an internal onal organization, or has
no excess foreign tax credit problems, the set-u p basis is of no benefit.

The use of an intermediate corporation whic h can be substantiated
to have valid existence affords a better opportunity to maximize on
the "step-up" benefits. This intermediate company would continue to
operate the assets received, availing itself of the higher depreciation
basis. The tax reduction would generate additional actual savings in
lieu of the aforementioned excess foreign tax credit modification, but
the timing differential would have to be considered.

Pi.ANNINO AND PROIII1 EM AREAS

One of the initial tax planning problems that must be confronted
when deciding to dG business in Putirto Rico is tile intercompany
price structure. It is not uncommon that the Puerto Rico based
operation either obtains it,; new materials, or sells its finished product
(or, at times, even both) to an affiliated coinpany not located in
Puerto Rico. With respect thereto the Internal Revenue Service has
issued specific guidelines in Rem,. Proc. 63-10, 1963-1 C11 490, concern-
ing the examining of U.S. income tax returns and disposing of cases
involving the allocation of income and deductions between U.S.
corporations and their manufacturing affiliates in Puerto Rico.
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Furthermore, recognizing that Puerto Rico based affiliate allocation
problems arihe in the unique context of the economic relationship
between Puerto Rico and the United States, the IRS has indicated in
Rev. Proc. 68-22, 1968-1 CB 819, that in the exercising of its general
power to allocate, distribute or apportion income, deductions, credits
and allowances among affiliated entities under Section 482, cases
wherein Puerto Rico based affiliates are involved will be settled under
the general or specific guidelines depending upon which is more
favorable to the taxpayer.

WHERE TO PLACE THE GRANT

Another tax planning problem is, "Where do youl place the grant?"
Disregarding at this t ine the future cash flow" aspect, the question
can be reduced to whether or not a separate corporation should exist
for exempt, operations. In two major cases where a corporation
coterminously conducted exempt and taxable operations, it was found
that the net operating loss of the taxable operation had, in essence, to
be offset by the profits generated by the exempt operations before
carr'back and carryforward benefits could be deternined."i The fact,
that the Regulations issued under the ITA specifically provide that
income which is by statutory provision exempt from income tax is not
considered gross income (ITA, Reg. 21-1(a)(2)) for income tax
purpose is not, discussed in either case.

If this were subsequently to be verified, then the offset would not
be necessary since the required. adjustment.s to determine a net
operating loss deduction do not include this type of income (ITA,
Keg. 122(1)(a)). In view of this nebulous situation, where practicable,
unless willing to litigate the issue, it would be advisable normally not
to combine distinct taxable and exenipt operations. -

THE EQUITY HOLDER

'Ihe next two problems to be discussed concern themselves with die
equity holder; that is, the receipt of dividend income, and the taxat-ion
ofgaiu realized on tle disposition of exempt company stock. Basically,
11A, Section 3(a)(1) provides that residents of Puerto Rico can receive
dividends out, of exempt accumulated earniuig' free of Puerto Rico
income tax. In view of Section 933, these dividends are thus received
free of any U.S. or Puerto Rico income tax.

Non-residents are require([ to pay Puerto Rico income tax to the
extent that these dividends are subject to income tax by the juris-
diction in which they reside (IA, Sections 2(a)(2), (3), (4)).2°

The con-stitutionality of this provision, as far as non-resident U.S.
citizens are concerned, is questionable, once again in view of Section 2
of the Puerto Rican Federal Relations Act." Were the pertinent
IIA provisions, as applied to U.S. citizens, declared void, the effect
on U.S. tax treaties would be highlighted. This is because the Puerto

Is Elpte. Inc. v. -Sterelru oftht Tr uaarV. 88 1. R. R. 403 (196). and Ceorbben Coline, Cbo. v. Statfrr
STpee#umrp, Superior , ourt of Puerto Rico, San Juan Part. July a1, IMog, Puerto Rico Tax Reporter.

I p. 10.180 (June 1972).
14 Also wce, ITA Section 144(b)
It See a. pee note It. In 1954. t1e Puerto Rico Supreme Court In Po1ttcy v. Secrelar of the 7Deuur 6

I' I R 82 tukd u aed upon this Section of the Fedieral Relaltin Act an ineoe tax, pTIUM~
w . tukdwhbih tae non-resdent J.8. ctIeltens at a rate higher than that I imposed on resident.. InzSetoua & CO.
v. Demrfte. 79 P. R. R. 119 (196) It was decided that Section 2 of the Puerto Rican Federal Relations Act
Is not applicable to corporations.
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Rico Supreme Court has also upheld 22 the right of an alien residing
in continental U.S. to be taxed at rates applicable to a U.S. citizen
where the treaty entered into by the United States and the foreign
country reciprocally required nondiscrimination in such circumstances.

This decision did not take into consideration tile provisions in the
treaty which allow (and to which Puerto Rico has never complied)
territories of the contracting parties to become an additional party
thereto. The court--basically reasoned that, since persons born in
Puerto Rico are U.S. citizens and consequently could avail themselves
of benefits under the treaty were they to reside in the foreign country,
it is only fair that subjects of the foreign country correspondingly be
able to exercise their treaty rights against Puerto Rtico.

With respect to gains realized on the sale of stock of an exemption
grantee, the IIA provides that the gain or loss realized on the disposi-
tion of the stock is tax exempt. Administratively, this has been in-
terpreted to mean, in e.sence, the gain or loss commensurate with the
ratio that exempt earnings bears to earnings during the period that
the shares were held."

REPATRIATED TAX-FREE EARNINGS

A third major problem area with respect to corporate equity in
accumulated exempt earnings deals with the amount of accunmtlated
exempt earnings that can be repatriated tax free back into the United
States by means of a liquidation (IIA, Section 4; IRC, Section 332).
IIA, Section 4 states that no Puerto Rico income tax is to be assessed
on the liquidation that takes place prior to the expiration of the exemp-
tion grant.

It is held by some tax practitioners that this is the sole distinguish-
ing factor in the timing of a liquidation which takes place prior to,
rather than subsequent to, the expiration of thw exemption grant.
Accordingly, all earnings, irrespective of whether or not, covered by
the grant, could pass tax free to the parent company were tile liquida-
tion to take place before the grant expired." Ilowever, adininistratively
the Puerto Rico Bureau of Income Tax in private rulings has hell
that only earnings accumulated under the scope of the incentives
grant may be repatriated tax free. 'Ihe propriety of these holdings is
questionable, but has not been tested before the courts.

The final problem area is procedural in nature. We have alluded to
the possibility of first establishing in Puerto Rico as a branch, and
subsequently transferring exempt operations to it new corporate entity.
This transfer requires that a notification thereof be sent to the Gov-
ernor of PuertoRico within 30 days of effecting the transfer if grant,
benefits are to be retained (IlA,'Section 6(c)). If the transfer will
result in a change of control of the exempted business, approval of
the grant transfer is required to he obtained prior to effecting the
transfer (11A, Section 6(a)).

IOrte v. &rtltaryoftft Tr asry. A6 1. l.R. 3.7 '19M).
23 Ruling of February 23. 1967 Issued by the Puerto lio D)epariment of lhe Treatury to the Common-

wealth Oil Refning Company, Inc., and communicated by the laIlir'lo its s.hIreholder.
1P oldbfri"Tsx Efects Upon o;tling Out Of Puerto Rico' Tiintng TechnilesII ; Sale or Liquidation

of Business," NYV 7'TerntlE ' t An out l stiltitt On FtrtraaIon (1970). Matthew Bender A- Com-
pany, New York, p. 413 (see, in particular, p. 4M65.
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86 ITEM ELIGIBLE FOR INDUSTRIAL INCENTIVE ORANT8

The term "designated articles" includes any of the following articles
or businesses:

1. Articles of straw, reed and other fibers,
2. Artificial flowers,
3. Balls for baseball and other sports,
4. Bedsprings and mattresses,
5. Articles made from leather or imitation leather,
6. Bodies for motor vehicles and trailers,
7. Candles,
8. Candy,
9. Canned, concentrated, preserved or otherwise substantially

processed food products, and extracts thereof so long as each particular
industrial unit engaged in such production meets quality standards
prescribed by the Commonwealth of Puerto Rico Department of
Agriculture. In the event that such standards are not otherwise pro-
mulgated by law or regulations, adequate provision therefor shall be
made in the decree of tax exemption. The production of crystallized
or liquid sugar, molasses and the processing of roasted and ground
coffee is excluded from this classification as a designated article,

10. Ceramic products, including among others, bricks, roof tiles,
sanitary ware, tiles and clay products,

II. Cigars,
12. Cigarettes,
13. Peirumnos, cosmetics and other toilet preparations,
14. Hosiery of all types and of all materials,
15. Biscuits, crackers and pretzels,
16. Edible oils and fats,
17. Fishing tackle, including, but not limited to nets, seines, lines and

harnesses,
18. Furniture, but not the mere assembly thereof,
19. Polishing or other procesing of diamonds and other precious

and semi-precious stones,
20. Glassware and glass products,
21. Gloves,
22. Paperboards and paper pulp,
23. Rugs, hand woven and machine made,
24. Shoes and slippers,
25. Soaps of all kinds and for all uses,
26. Food pastes (spaghetti, macaroni and the like),
27. Leather tanning and finishing,
28. Tin containers--other tinware,
29. Water and oil paints,
30. Animal feed in general
31. Men's, women's and children's wearing apparel, including, but

not limited to dresses, coats, pants, suits, overcoats, topcoats, sport
coats, slacks, shirts of all kinds, skirts, blouses, pajamas, underwear
of all kinds, provided the cutting of material therefor is done in
Puerto Rico,

32. Pro(ucte of slaughtering operation, including, among others,
the products of the slaughtering of fowl and rabbits, and the products
bf packing houses that use the products of slaughtering operations as
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raw material as long as each unit engaged in one or more of such
operations meets the quality standards prescribed by the Department
of Agriculture of the Commonwealth of Puerto Rico. In case such
standards have not been prescribed by law or the regulations, ade-
quate provisions therefore shall be included in the tax exemption decree,

33. Any kind of plantings and cultivation through the process known
as hydroponics, provided such operations are carried out under stand-
ards and in accordance with the practice established or approved by
the Department or approved by the Department of Agriculture of
the Commonwealth of Puerto Rico,

34. The publishing of books so long as the printing is performed in
Puerto Rico; provided, that when the facilities are also used to produce
other types of printing, such as, among others, pamphlets, reviews,
newspapers, forms and cards, the industrial unit shall 'be eligible for
exemption only with respect to such part of the taxes set forth in
sections I and 3 of this Act which correspond to the proportion existing
between the gross income of the business derived from the printing
and binding ol books and its total gross income,

35. Every product which was manufactured in Puerto Rico on a
commercial scale on or before January 2, 1947 and/or for which there
existed at that date production facilities in Puerto Rico capable of
producing said manufactured product on a commercial scale, but that
for the calendar years 1969 and 1970 was not manufactured in Puerto
Rico on a commercial scale; provided the Governor determines, upon
consultation with the Secretary of the Treasury and the Economic
Development Administrator, that the grant of exemption for said
product will be in the best interest of the Commonwealth of Puerto

ico in view of the nature of the facilities, the investment, the num-
ber of employees and the amount of the payroll involved in ahe
manufacture of said product and

36. All kinds of cardboard boxes, wrappers and containers, except
those made of corrugated paperboard.
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THE ACADEMY OF THE NEw CHURCH,

MICHAEL STERN, Bryn Athyn, Pa., March 1, 1976.

Mag Director, Committee on Finance,
Dirksen senate Office Building,
Washington, D.C.

DEAR MR. STERN: On behalf of the Academy of the New Church,
its several schools and affiliated nonprofit uses, I would urge you to:

(1) Preserve current tax incentives to charitable giving.
(2) Remove "overcorrections" of the 1969 Tax Reform Act.
(3) Authorize a new type of deferred gift-The Charitable Re-

mainder Variable Annuity Trust.
This year the Academy Schools celebrate their 100th Anniversary,

in concert with the nation's Bicentennial. In one hundred years of
operation the Academy has accepted not a single penny of Govern-
ment or State subsidy to assist in carrying out its vital, religious-
motivated education. It has been a cherished privilege to be able to
pay taxes for the support of public education, while at the same time
making sacrificial contributions to maintain our distinctive private
education. We believe that the very special input into the character
and quality of our nation which private institutions like the Academy
have made possible, would be sorely missed if these institutions were
to be forced out of existence by unfair and discriminatory legislation
against charitable giving.

Not only would the end result be more costly for the government,
if our private institutions were to become extinct, but a certain free-
dom and incentive which private schools stimulate in our country
would surely die.

Your consideration of our thoughts and feelings in this matter will
be most appreciated.

Sincerely yours, Louis B. KING, President.

STATEMENT OF THE HAVENS RELIEF FUND SOCIETY

SECTION 6056 OF THE INTERNAL REVENUE CODE 195

Under the present provisions of section 6056(b)(7) of the Internal
Revenue Code of 1954, every private foundation with at least $5000
of assets must file with the Internal Revenue Service an annual report
which discloses, among other things, the name and address of each
recipient of a grant from the foundation together with the amount of
such grant. Under section 6056(d) (3) and Treas. Reg 1 1.6056-1(b) (3)1
a copy of this report must also be sent to the Attorney General of
each state having jurisdiction over the foundation and upon request
to the Attorney General of any state. Moreover, section 6104(d)

(3791)
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requires the foundation to publish notice of the availability of the
report in a newspaper of general circulation in the country of its
pnncipid office and to make the report available for inspection by
any citizen upon request within 180 days of such public notice. Treas.
Reg. § 1.6056-1(b)(2) requires copies of the report to be sent to such
libraries and depositories as the Commissioner of Internal Revenue
ma designate.

The Havens Relief Fund Society was or anized in New York in
1878 under the will of a gentleman named Have. The Society does
not raise funds but for nearly a century has performed the most
traditional of charitable functions-direct relief of the poor-by
distributing the income of the testamentary grant to indigent and
needy persons generally only those who can be rehabilitated by a

.relatively small grant. The Society is a private foundation anT is
exempt from income tax under section 501 c) (3).

The Havens Relief Fund Society has encountered problems in
complying both with its charitable objectives and with the reporting
requirements of section 6056. The persons most deserving of temporary
financial assistance are often unwilng to be identified in a lst of
persons receiving charity, especially when the list is made available
to the general public. rmits frequently involve very personal and
sensitive needs, such as expenses related to medical treatment, and
recipients particularly do not want it to be a matter of public record
that they are under medical care. . .

The Society is also concerned that many recipients of its gifts mightnot be providing accurate information because they wish to avoid
public identification and embarrassment. Any attempt to increase
efforts to verify the information would further aggravate the reluc-
tance of the potential recipients to accept the grants. On the other
hand, the Society is concerned that its failure to initiate more aggres-
sive verification efforts might render it liable for reporting penalties.
Furthermore, the administrative burden of verifyiig-indeed, even
of reporting-individual grants that in many cases amount to no more
than a few dollars frustrates the Society's purpose of efficiently
serving the indigent and needy.

Disclosure and publicity of grants of a personal nature, especially
of small grants to indigent and needy persons, do not appear to have
been contemplated by Congress when the reporting requirements of
section 6056 were added to the internal Revenue Code by the Tax
Reform Act of 1969.1theireporting the provision, both tax commit-
tees of Congress explained: "The primary purpose of these require-
ments is to provide the Internal Revenue Service with information
needed to enforce the tax laws." H.R. Rep. No. 91-413, 91st Cong.,
1st Sess. 36 (1969); S. Rep. No. 91-452, 91st Cong., 1st Sess. 52
(1969). The context reveals that the "tax laws" sought to be enforced
were specifically the sanctions of section 4945, whic were also added
by the Tax Reform Act of 1969. House Report at 81-37; Senate
Report at 46-53. The Ways and Means Committee reported:

In recent years, private foundations have moved increasingly into political
and legislative activities. In several instances called toyour committee u atten-
tion, it was made clear that funds were spent in ways clearly designed to favor
certain candidates * *

* * * *

It w&9 also called to your committee's attention that existing law does not
effectively limit the extent to which foundations can use their money ior "edu
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national' grats to enable people to take vacotions abroad, to have paid interludes
between jobs, and to subsidize the preparation of materials furthering spec
political viewpoints.

Your committee has concluded that more effective limitations must be pla
on the extent to which tax-deductible and tax-exempt funds can be dispensed
private persons and that these limitat6ns must involve more effecti esanctions . ...

... * The bill [now section 49451 provides that private foundations are to
forbidden to spend money for lobbying, electioneering includingg voter regis
tion drives), grants to individuals (Unless there are assurances that the grants,
made on an objective basis) grants to other organizations unlesss the foundatiaccepts certain responsibilities as to the use of the funds by the donee o- ni
tion), and for any purpose not exempt under section 501(0)(3). [House
at 32-33. Compare Senate Report at 47-48t.
Nothing in this discussion, nor in the text of section 4945, suggest
any intention to restrain the traditional relief of the poor undertake
by charities such as The Havens Relief Fund Society. In the effective

minstration of the private foundation laws, it is not necessary to
require disclosure of the names and addresses of the recipients of
relatively small gifts. To do so could infringe the privacy of those
recipients and interfere with this type of charitable activity.

Accordingly, The Havens Relief Fund Society strongly urges the
enactment of an amendment to section 6056 in the f6rm attached
hereto as Exhibit A to eliminate the requirement to report the recipi-
ents of grants to indigent and needy persons that do not exceed $1000
per year. Grants in excess of that amount, grants to persons dis-
qualified within the meaning of section 4946, and grants for other
purposes such as education, travel, or study would still require an
itemized report thus guarding against possible abuse. A bill to the
same effect (H.R. 15474, 93d Cong., 2d Ses.) was introduced in the
last Congress and was the subject of a favorable report by the Treasury
Department to the Chairman of the Ways and Means Committee,
dated December 12, 1974.

MARCH 4,1976.
JOHN S. NOLAN,

Haven. Relief Fund Society.

EXHIBIT A
A BILL To amend section 068 of the Iriternal Revenue Code of 1964

Be it enacted by ths Senate and House of Repre.sentativee of the United
State. of America in Congress asembled,

Szc'roI 1. (a) Section 6056(b)(7) (relating to information which
must be set forth in the annual report of a private foundation) is
amended by striking out "contribution." at the end thereof and in-
serting in lieu thereof the following: "contribution, except that the
name and address of any recipient of one or more charitable gifts or
grants made to such recipient as an indigent or needy person which
do not exceed $1,000 during the year (other than a grant to a dis-
qualified person within the meaning of section 4946) may be treated
as confidential and need not be listed.".

(b) EFirCTIv DATE.-The amendment made by subsection (a)
shall apply with respect to annual reports filed for taxable years
beginning after December 31, 1973, except that for the purpose of
public inspection of annual reports under sections 6104 (b) and (d)
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the amendment made by subsection (a) shall apply with respect to
taxable years beginning after December 31, 1969.

STATEMENT OF TIIE HILLCREST MEDICAL CENTER

TOPICAL OUTLINE OF COMMENTS AND SUMMARY OF RECOMMENDATIONS

1. Hillcrest Medical Center's Role in Society.
2. Hillcrest Medical Center's Need for Continued Philanthropic

Support and Adverse Effects of Reduced or Lost Support.
3. Preserve the Current Tax Incentives To Charitable Giving.
4. Remove "Over-Corrections" of the 1969 Tax Reform Act.
5. Authorize the Charitable Remainder Variable Annuity Trust.
6. Recommendat ions:
A. We strongly oppose the following proposals and urge that they

not be enacted:
1. Reducing the charitable deduction for gifts of long-term appre-

ciated property (securities, real estate and tangible personal property
for a "related" use) or taxing the appreciation.

2. Placing a ceiling on the estate and gift tax charitable deductions.
3. Placing a percent of adjusted gross income floor on the income

tax charitable deduction.
* 4. Substituting a low credit for the income tax charitable deduction.
Instead, urge the Congress to adopt the Filer Commission's recommen-
dations to continue the present deduction system and allow a deduc-
tion equal to twice the amount of the charitable contribution for fam-
ilies having incomes under $15,000 and a deduction of one and one-
half times the contribution for families having incomes between $15,-
000 and $30,000. Also, allow charitable deductions for those who take
the standard deduction.

5. Penalizing donors who make substantial gifts by adopting any of
these rules: allocation of.deductions, limit on tax preferences, mini-
mum taxable income (MTI).

B. We suggest consideration be given to removing some of the over-
corrections, relative to charitable giving, the 1969 Tax Reform Act
made.

C. We suggest consideration be given to authorizing the Charitable
Remainder Variable Annuity Trust as a technique for acceptingdonations in order to allow charities to respond to competition from
'non-charitable tax incentive proposals authorized.. 7. Conclusion: The charitable deduction is unique among deduce-
•tions and it is society that benefits most by having that deduction, not
the individual donor. Tax incentives should be increased, not
decreased.

STATEMENT

IULItE8T MEDICAL CENTER'S ROLE IN socIErY

Hillcrest Medical Center is a non-profit, short-term acute care hos-
pital dedicated to the community and held in trust by a board of trus-
tees who serve without remuneration (a current listing of the officers
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and members of the board including their business and professional
affiliations is attached). We pride ourselves as being a true community
service-oriented facility responding to the needs of Tulsa and Okla-
homa instituting, for example, Oklahoma's first and only Burn Center
and Comprehensive Rehabilitation Center; Oklahoma's first Full-time
emergency Room Physicians; Tulsa's first and only Poison Control
Center, Retinal Surgery program, Hospital-based Extended Care Fa-
cility, and Kidney Transplant Program; and Tulsa's first Renal Dial-
ysis Center, Heart Catherization Laboratory, Outpatient Clinics, Heart
'Surgery Program, Day Care Center, School of Nursing and Chaplain-
cy Internship Program.

Further, true to our policy of providing the best possible treatment
to the sick and injured-regardless of ability to pay, we provide ap-
proximately sixty-five percent of the inpatient charity care in the city.
We average 16.26 charity days per staffed bed and 24.22 charity days
per occupied bed-highest in the. state (a copy of the report from the
Oklahoma Health Planning Advisory Council Committee on Indigent
Care from which these figures were taken is attached).

We write off approximately twenty percent of our gross revenue
each year in support of such "charitable care and non-collectible por-
tions of Medicare and Medicaid patients' bills. In 1975 the total was
$6,158,000.00 with $3,584.000.00 from the Medicare-Medicaid portion
and $2,57-4,000.00 from direct indigent care. Our 1976 budget projects
a total write-off of $6,928,515.00.

1IIl.IA'REAT MEDICAL CENTERS NEF.D FOR CONTINUED PIJILANTIYROPIG

SUPPORT AND ADVERSE EFFECTs OF REDUCED OR LOST SUPPORT
In order to have provided the innovative services noted above and

offered quality medical care to those not able to pay, we have relied
heavily on private philanthropic support. In order to maintain our
existing level of excellence and, as we indeed must, to do more and to
continue to provide medical care to the indigent, we must continue to
reeoivA thiRt Rupport from the private sector. We receive no federal,
state, county, or city funds (other than those we earn via Medicare,
etc.) to offset the cost of these programs. The point being that, in the
absence or even with reduced amounts of philanthropic support, our
institution will have little alternative to raising prices (an action we
all dislike), discontinuing services to the poor (equally distasteful), or
allowing our level of service to deteriorate (a fate the American public
should not and we think will not accept).

We have received the following amounts from individuals, trusts,
and foundations over the past four years:
1971 ------------------------------ $875. 301
1972 ----------------------------------------------- 92, 78
1978 --------------------------------------------- 1, 232,0
1974 ------------------------------------------ --- 1,708.915
1975 -------------------------------------------

In most cases, tax consequences had a significant impact in terms of
the gift being made as well as. and more importantly, in terms of the
amount we eventually received and were able to utilize in better serv-
ing the community.
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PRMSRVE THE CURRENT TAX [N'CRNTIVES TO CHARITABLE OIVINO

The current provisions in the tax laws have a two fold impact on
charitable giving. First, the tax incentives provide a way to encourage
private support of worthwhile causes such as Hfllcrest Medical Center.
Second, and equally as important, tax incentives often allow support
at a much increased level.

Although there is, perhaps appropriately so, much concern over tax
reform and equalizing the tax burden, to direct such reform as the
charitable giving tax incentives is, we believe, misguided. Those that
donate to the cause of their choice are recognizing the types of causes
the public sees as important and necessary and are gi.ing away their
valuable assets to support those activities. The point is that they are
giving away their vaIluables and the tax incentives currently available
allow them to do this in the most efficient and effective manner. Those
donating are not benefiting from the tax considerations because they
are giving away their property, ice are benefiting from those tax in-
centives. To modify the present tax incentives is purely a tax that,
albeit indirectly, is im posed on us and reduces our capability to serve
the people in our area. The tax provisions relative to charitable giving
cannot be likened to other provisions which, perhaps, provide a bene-
fit to the taxpayer.

Concerning gifts of long-term appreciated securities, real estate and
tangible personal property, we are opposed to proposals which would
limit the charitable deduction to the property's cost basis or to the
property's fair market value minus one-half of the appreciation. Fur-
ther, proposals which would allow a charitable deduction for the prop.
ertv's fair market value, but tax the a preciation just as if the donor
had sold the property and contributed the proceeds or which would
require a longer holding period in order for a donor to take a chari-
table deduction for the fair market value of the property contributed
or which would subject the property's appreciation to the 10 percent
or other minimum tax or which would tax the appreciation element
of gifts of appreciated property given to charitable organizations at
death are opposed. Changes such as these would have a drastic effect
on the support we receive; in fact, many of the donations we are cur-
rently working on would not be made if such proposals were enacted.

Proposals which would place a ceiling on the estate or gift tax
charitable deduction are opposed. Such a proposal would simply
amount to an indirect tax on a charitable institution and would have
reduced the $60,000 we received in bequests this past year.

Proposals which would place a percent of adjusted gross income
floor on the income tax charitable deduction are opposed. Such a pro-
posal would serve to effectively eliminate the income tax incentives
from the majority of our donors and we, no doubt, effectively serve
to reduce the contributions we receive.

Proposals which would substitute a credit for the income tax chari-
table deduction are opposed. Such a proposal would have an adverse
effect on those donors who make our largest gifts and would effectively
serve to reduce the contributions they make to us.
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REMOVE "ovER-ORiKC roNs" OF TH 1969 TAX REFORM ACT

The 1969 Tax Reform Act while making adjustments that were
necessary and desirable also made some overcorrections relative to
the area of charitable giving. We request consideration be given to
iestole some of these overcorrections.

As examples of tax incentives that might be restored, perhaps some
of the following could be considered:

An income tax charitable deduction should be allowed for the fair
market value less one-half of the amount would be taxed as ordinary
income on a sale when the gift is of inventory, crops, donor-createa
art works, short-term appreciated securities and short-terni appre-
ciated real estate.

An income tax charitable deduction should be allowed for the fair
market value of a gift of appreciated long-term tangible personal
property, such as art works, whether the gift is related or unrelated
to the donee's exempt function.

The income tax charitable deduction should not be discounted by
straight line depreciation when a gift of a personal residence or farm
with retention of a life interest is made. This is an unrealistic cor-
rection made by the 1969 Act and by reducing the charitable deduction
removes an important tax incentive.

Support organizations, described in Internal Revenue Code Section
509(a) (3) should be allowed to maintain and be remainderman of
pooled income fund trusts.

Charitable deductions should be allowed for transfers to charitable
remainder unitrusts and charitable remainder annuity trusts even
though the trustee has the power to invade principal for thebeneficiary
if there is an ascertainable standard of invasion and based on that
standard the possibility is so remote as to be negligible. This would
iinove a lingering concern that some donors have about the outside
chnnee of needing the principal in the future and would further en-
courage their gift.

Charitable gift annuities Owuld h allowed for more than two lives
without the charity being taxed under Internal Revenue Code Section
514 so long as the other requirements of Section 514(c) (5) are met.

A donor who makes a lifetime gift of the right to use property rent
fr e or who lends money interest free sholdd not be subject to gift
and estate taxes on the rental value of the property or the value of
the free use of the money.

Regarding gifts of mortgaged property, (1) An outright charitable
gift. of mortgaged property should not be a bargain sale; (2) The
prohibition on transferring a mortgaged asset--when the mortgae
was placed on the property wi the .ast 10 yea rs-should not appTy
to charitable remainder unitruts, charitable remainder annuity trusts,
pooled income fund trusts and Short term charitable income (lead)
trusts; (3) There should be no imposition of capital gains tax when
a donor transfers mortgaged property to fund a charitable remainder
unitrust, a charitable remainder annuity trust, a pooled income fund
trust or short term charitable income (lead) trust, This rule should
also apply to a gift of a mortgaged personal residence or farm with
a retained life estate; (4) Charitable remainder unitrusts and chari.
table remainder annuity trusts should not be deemed to have any
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unrelated business taxable income merely because the trust holds mort-
gaged property or borrows to meet trust obligations; and (5) A chari-
table organization accepting mortgaged property in exchange for its
promise to pay an annuity should not be subject to tax on unrelated
business taxable income. This provision has caused delay in consumat-
ing a $ift to us of land valued at $W,00041,000,000 since we have
been forced to try to find other solutions to how the property taxes on
this land would be paid-in case the land does not sell prior to them
coming due, a virtual certainty in today's real estate market.

AUTHORIZE Tn E CHARITABLE REMAINDER VARIABLE ANNUIrT TRUST

The new and recently proposed charitable remainder variable an-
nuity tnist would offer the donor a hedge against deflation and infla-
tion making possible remainder gifts that are not made now because
the donor must choose to hedge against one but not both of the factors.
We recommend it be adopted. To some degree, because of the sophisti-
cation of donors and their desire to maximize their gift, the issue is
raised as to why we can't offer a variable annuity as do commerical
companies. Donors are aware of such techniques and, in a sense, we
are competing for the way they see to best use their assets and when
such things as the variable annuity or limited partnership exchange
funds are authorized for the commercial sector an impact is made
on us.

The reasons most often given for having taxes are to raise funds for
the government and to avoid-excessive accumulations of wealth.

Tax laws which reduce giving to charitable institutions such as Hill-
crest Medical Center leave little alternative to reducing services or
obtaining increased governmental support. The American public
wants the best in medical care and we have recently begun to realize
that the government simply cannot provide everything for everyone.
Tax incentives encourage private support which allows us to provide
the desired and necessary services at no extra burden on the govern-
ment and encourages a do it yourself attitude that we perhaps need to
return to.

Giving serves to break accumulation of wealth as much as does tax-
ation since the wealth is distributed to charity who spends it to sup-
port needed activities.

We respectfully urge that the charitable giving incentives so long
recognized as important in this country be continued.

OKLAHOMA H]EALIH PLANN'I.'NO AnvisoRY Couxcn, Comn mz ox
IDIGEX T CARE

(By Featherson/Boyd, Commission Staff)

[ Effort Index No. I
Charity Care by Individual Hospitals

Com puted Charity Care Days
Per Hospital Bed

Staffed Beds
Occupied Beds
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II Effort Index No. 2
Charity Care by Hospitals Aggreguted by Standard Planning

Areas
Index Computed
Use Rate

Computed Charity Care Days to Expected Days
Computed Charity Care and bad Debt Days to Expected

DayS

OKLAHOMA HFALTh PJANXX.O CoMMSsIoN

(A staff paper by Featherson/Boyd)

Subject: Charity Care, measures of comparative efforts by Okla-
homa hospitals on two bases.

This paper attempts to further assess the charity care efforts of
Oklahoma hospitals in cognitive mathematical terms which begin to
address the criteria of Equity, Fairness, and Ability.

Although these definitions may be found on page 3 of the main re-
port, they are repeated here for clarity. .

Charity care.--Medical services provided individuals who have
neither personal resources to pay for the medical services they need,
nor a third party mechanism to make payment in their behalf.

Equity.-Charity care costs shared fairly among acute care
hospitals..

Falr.-The proportion of number of total patients served to num-
ber of charity care patients is approximately equal among hospitals
according to ability.

Ability.-The dollar amount of charity care and treatment a hos-
pital can provide without:

(1) Impairing its ability to meet current operational expenses
for inpatient departments, and

(2) Losing its capacity to provide community and patient serv-
ices at current volume levels.

Effort index No. 1 (Charity Days Per Bed) is an attempt to provide
some measure of the jallessof the distribution of charity care among
Oklahoma's short-term acute care hospitals. It was derived by calcu-
lating a total cost per patient day and dividing that into the dollar
amount of charity care reported by the hospital. That gives an ap-
proximation of the number of patient days that the hospital gave to
charity patients. This figure was then divided by the number of beds
in that hospital, to give "charity days per bed". Effort index No. 1
allows comparisons in terms of units of service rovided (hospital day
equivalents). This permits the 25 bed hospital to be compared with
the 500 bed hospital within the framework of the services capability
of each.
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FORMULAE
OmOost per patient day

Total operating expenses
Census X 805

OD-,Charity dollars
BMBedx
O=Occupaney rate
O._ =Days of charity care per bed

CD/C
- =Days of charity care per occupied bed

(7, B, and 0 were taken from AHA Guide Issue for fiscal year 1973,
for all hospitals except University. University's figures were taken
from data furnished by the OIA and University Hospital. The
charity dollars data was furnished by the OHA

Per MOM e ups
koseft ams WeeSed W&d bed bedIM
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Effort Index No. 2 attempts to relate actual effort to estimated need
for services. A use rate was computed for each Area by dividing the
total patient days of hospitals in the Area by the population. 'his
gives patient days per person. This ratio shows some indication of
hospital ability per Area. For instance areas with low patient days
per person usually have hospitals which do not offer many sophisti-
cated services.

The use rate for the total population is then multiplied by a segment
of that population (the potential medically needy) to arrive at an
estimation of a potential use rate for this set. This number assumes
that the use rate for this part of the population will be similar to
the population of that Area.

One must remember that this figure (pt. days/pop.XIndigents)
includes people who have health insurance or in some other way man.
a g to pay their bills. It does not include institutionalized people in
the Area. Although not a true reflection of actual need, it does provide
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a basis by which to compare the relative adequacy of the actual care
being rendered in that Area.

One may then compute a ratio of actual/need by dividing the total
charity patient days (or charity and bad debt days)by the estimated
patient ays for the medically needy population. his ratio allows,
to some extent, a comparison between areas of how well the hospitals
in that Area are meeting the charity care need of that community.
It does not show that for example in Area I that only three percent
of the medically needy are receiving care. BMt it does allow one to
say that Area X seems to be meeting less of the need than Area XI.
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STATEMENT SUBMITTED BY REv. ERNEST BARTELL, C.S.C.,
PRESIDENT, STONEHILL COLLEGE, IxC.

CONTRIBUTIONS TO NONPROFIT INSTIrUTIONS

The rationale behind the desire on the part of Congress to close
"tax loopholes" is understood and appreciated. It is hoped, however,
that the Congress will equally understand that tax structures which
offer strong incentives for private philanthropy ape not "tax loop-
holes," but a positive contriution to the maintenance of important
institutions of our society, including colleges and universities.

It is well-known that tuition, even at today's increasing rates, offsets
only a portion of the operating costs of institutions of higher educa-
tion. Private colleges and universities, in particular, are heavily de-
pendent upon the philanthropic dollar to bridge this gap and, equally
importantly, for institutional advancement programs. In - many
younger and smaller institutions without larger endowments, th.
ability to attract-outside support is often a matter of the survival of
the institution.

To meet such challenges, private colleges assiduously appeal to
alumni, private individuals, corporations and private foundations for
support to meet both ongoing needs and for the capital increments
necessary to improve physical facilities and to enrich academic
programs.

Any contemplated tax structure which would lessen incentives to
private giving to private institutions would have immediate, serious
and long-range effects.

At Stonehill College, a typical small college, for example, $12 mil-
lion in essential capital im provements alone have been added to the
campus in the last decade. his rowth would not have been possible
without individual, corporate and foundation gifts to the college.

An average of approximately 70% of the student body at Stonehill
depends on some sort of financial assistance. There is a limit to which
Stonehill can meet its needs through tuition increases without im-
mediately and deeply affecting enrollments. The college is located in
southeastern Massachusetts which has been a distressed economic area
even before the current recession. The majority of Stonehill students
come from this region (with a total of 75% from New England) and
the college has been able to meet the educational needs of-increasing
numbers of students in direct proportion to its ability to attract finan-
cial assistance from outside sources. In addition to seeking support
for pressing immediate needs, much effort has been spent in develop-
ing future bequests from individuals and charitable trusts which will
accrue to the college through wills or future trust distributions.

The elimination or modification of tax incentives for giving would
considerably lessen our ability to attract such support. .

A most important feature of private philanthropy is its flexibility
to respond to special and unusual needs. A college with an experi-
mental or innovative program is frequently able to attract a grant
from a private source to try an imaginative new approch in education
when no other source of funds for such a venture might be available.
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This adds an important element of vitality to education. In any such
venture there is always a certain risk involved. A private source is
frequently willing to share such a risk with the institution because of
the tax incentive entailed.

Education and the society in which education functions have reaped
many substantial benefits from such cooperative undertakings. It
would be a serious loss to American higher education if such plossi
abilities were eliminated or weakened at a time when an increasingly
larger proportion of our youth are seeking higher education, aind
when the uncertain future of all of our processes and social institu-
tions demands the best possible response from the educational sector.

Tux AssocATION oF AiR Muspum DM nCRs,

CoM.nMm ON FINANCE, New York, N.Y, April 7, 1 .

U.S. Senate,
Dirk en Senate Of le Building, WVaington, D.C.

DrR Ma. CiAuntAN: This letter is in response to your February 5
1976 announcement of public hearings on the subject of tax reform. I
am writing as President of the Association of Art Museum Directors,
which consists of representatives of the leading art museums of the
country. We are encouraged by the enlightened position taken by the
Secretary of the Treasury William T. Simon, in his testimony before
the Committee on March 17 to leave the charitable contributions de-
duction unaffected by the Treasury's Minimum Taxable Income pro-
posal. As the Secretary recognizes in his written statement, continuing
inflation is causin -dire financial difficulties for our nation's a
museums, which refy heavily on charitable contributions for support
of their operations in serving the public. Under these pressing cir-
cumstances, it is hearteing to learn of Treasury's concurrence in the
importance of continuing the present tax treatment of charitable con-
.tributions for our nation's privately supported art museums.

Respectfully submitted. EVAN H. TURN e, President.

STATM7.T OF TM Cumx & FAMLY S ERvIcE oF
CONNECCUT, INC.

My name is Roger Sullivan and I am Director of Development and
Public Affairs for Child and Family Services of Connecticut, Inc., an
independent, non-profit social service agency headquartered in Hart-
ford Connecticut. I am grateful for this opportunity to testify before
the committeee and to represent the views of my colleagues regarding
potential changes in the laws governing charitable gifts and bequests.

The Committee will, I know, entertain extensive testimony on this
subject, much of it presented by persons with far greater
expertise than myself. I shall not attempt therefore to

reiterate or duplicate such legal or technical points as have been or
will be made here this morning. Rather, I believe that I can contribute
most to your deliberations by placing these considerations into the
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context of my own organization, Child and Famly Services of Con-
necticut. Since laws are intended to serve societal objectives, no legis-
lative decision should be removed from the reality of its impact.

Originally established in 1809 as a home for young wanderlings,
Child and Family Services offers some fourteen different services
including adoption placement for handicapped or disadvantaged chil-
dren, specialized foster care, clinical residential and out-patient treat-
ment for emotionally disturbed children, and counseling to families
under stress, and unwed parents.

yAncy serves a four county area with total population of
nearly 1000 and during 1975, Child and Family Services con-
ducted over 22,000 treatment and counseling sessions.

Our operating budget for the year was $2,152,56, however, we
received from client fees the State Department of Ohildren and Youth
Services (for wards of the state), the State Welfare Department (for
AFDC children) and other municipal state and federal agencies a
total of only $892 011 An operating deficit of over $1,260,000 was
averted however, because our Agency has over the years benefited
from numerous gifts and bequests. An endowment of nearly $20,000,-
000 comprised exclusively of estate legacies generated income for 1975
of $951,90 which, coupled with current gi of $55,000 and a grant
from the United Way of Greater Hartford, subsidized our operating
income. Child and Iamily Services is not unique in so far as such
private support is concerned. We are able to serve a large number of
poor and disadvantaged families for whom public funds do not pro.
vide only because of individual gifts and bequests.

Connecticut, like many states, is now undergoing a severe financial
crisis. As a result, many social service programs, even those affecting
children are threatened by retrenchment. Under thos circumstances
the gap between operating revenues and expenses at our Agency will
undoubtedly increase over the next several years. The only way that
gap can be filled is through increased charitable giving.

My point is this: Private giving has filled the gap between public
need and what our public fiscal systems can provide. Anything done
to reduce the favorable regard in which charitable giving is held or
to impose restrictions upon personal generosity will be extreme-y
counterproductive; in no way will increased tax revenues from such
measures compensate for the loss of human services. Moreover, it
should be pointed out that numerous recent studies show these services
provided througb the private non-profit sector at a lower cost to tax-
payers than through comparable public agencies.
Estae w table Deduction*

The Committee has before it, as I understand, a proposal which
would impose a 50-percent ceiling on the estate tax charitable
deduction.

Such a measure would do irrepairable harm without accomplishing
anyreal good; it would close off a vital avenue of support for the non-
profit sector while generating only a marginal amount of new tax
revenue.

Our Agency has received numerous bequests from individuals whose
entire estates were bequeathed to charity. By my own estimate, the
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existence of a 50 percent ceiling on the estate charitable deduction
would have reduced the total of legacies to Child and Family Services
by at least $1.8 million while increasing public tax revenue by a mere
fraction of that amount. I say "at least" because any policy which
qualifies the government's attitude toward charitable support would
also serve to discourage and make apprehensive any conscientious
citizen.

I would point out that every deductible dollar given to bona fide
charities is devoted to public purposes and as such substitutes for fed-
eral revenues that would otherwise be needed. For the Congress to
withdraw its blessing from private giving at a time when the non-
profit sector is being asked again and again to fill the void left by
retrenchment in publicly funded human services programs seems
unconscionable.
Unified Transfer Tad.

Yet another proposal before the Committee would substitute a uni-
fied transfer tax for the present estate and gift taxes and would result
in a 50 percent ceiling onlife time gifts to charitable organizations. Al-
though less easily measured in terms of a particular organization, like
mine, the general impact of such a measure would clearly be to reduce
overall charitable giving. Here again, such a measure would imply a
lack of faith by the Congress in the whole charitable system; Citizens
would suspect further regressive measures and become reluctant to
avail themselves of any tax related incentives to private giving.
Gift8 of Appr'eciated Propert y

The Committee will, I assume, also consider the matter of appreci-
ated property as it relates to charitable giving. In the case of my own
institution, jifts and bequests of appreciated property account for
nearly one-half of theprincipal of our endowment. Any restriction or
tax on such gifts could therefore be projected to diminish future sup-
port accordingly.

The tax treatment of such gifts was thoroughly considered by the
Congress prior to the Tax Reform Act of 1969 and obviously reflects
a belief that incentives for these kinds of gits should be retained.
What's more, Prvsident Ford is now urging citizens to invest in the
stock market as a means of stimulating the national economy. It seems
ludicrous to add such a stigma to the concept of capital appreciation,
and imposing what would in effect be a tax on charitable organizations.

I strongly urge the Committee to maintain current provisions re-
garding gifts of appreciated property.
Conclusion

On these and all other matters pertaining to estate and gift tax pro-
visions I urge the Committee to consider thie inherent good of chari-"
table giving. It should be perfectly clear that solutions to the problems
of American society cannot simply be legislated. The efforts of in-
dividuals and organizations to find answers and solutions must con-
tinue, and we must have the unequivocal support of the Congress.

If the Congress questions the purposes to which charitable support
is being put, then it should examine the process by which organizations
are granted 501 (c) (3) status and the policies which govern their use
of charitable support.; ny institution would welcome such scrutiny
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as a means of purging some of the illegitimate "charity rip-offs" that
exist, and dispelling doubts as to the merits of our work.

If, on the other hand, the members of your Committee support the
work which is done by charitable organizations in this country, then
please also endorse that work by making clear to all citizens your on-
couragement of charitable giving. It seems to me that there is very
little to gain by reducing estate and gift tax charitable deductions, and
a great deal to lose. R . SULLIVAN.

Charitable Requests and the Federal Estate Tax: Proposed

Restrictions on Deductibility *

STATEMENT or Bonis I. Birr **

I want this evening to discuss with you an important proposed
amendment to the federal estate tax law, under which the deduction
allowed for charitable bequests-now unlimited in amount-would be
limited to a specified percentage of the testator's estate-the most
frequently mentioned figure is 50 per cent. Similar proposals to emu-
late the income tax by imposing a percentage limit on the deduction
of charitable contributions have been floated from time to time for
at least 35 years," but recently these trial balloons have attracted more
attention on Capitol Hill than ever before'2 By itself, the issue is a
narrow one, affecting only a small fraction of estates; but I propose
to show that it raises fundamental issues about the nature and objec-

*The author is indebted to larley J. Williams, J. D. Yale Law school, 1975, for
editorial assistance in preparing this address for publication.

**Sterling Professor of Law, Yale University.I Hearings on Revenue Revision of 1942 before the House Committee on Ways and Means,
77d Cong., 2d Seas., 91 (1942) (Statement of Randol P Paul) ;

limitation pos deductions for contribution to charity.-Amounts bequeathed or
transferred for specified charitable purposes are deductible in computing the estate subject
to tax. The statute contains no limitation upon the amount of the deduction for such gifts
to charity and thereby affords to wealthy Individuals an opportunity virtually to escape
all liability under the tax. The provision also enables decedents to perpetuate, through
charitable trusts and corporations, family control over their wealth without paying the
estate tax. The policy underlying the deduction for gifts to charity does not Justify such
results, and it is suggested that the deduction be limited to a specified percentage of the
decedent's estate.

Res also Hearings on Revenue Revision of 1951 before the House Committee on Ways
and Means. 82d Cong., 1st Sets.. pt. 1. at 72 (1951) (discussion within Treasury of
Imposing 15 percent limit on deduction for charitable bequests, but without reaching aconclusion) ).concluion). 00,3d Cong. 1st Sess., 1973 ("Tax Equity Act of 1973"), summarlsed by

Representative Corman, 110 ong. Rec. 386 (1973).
Nee generally Locko. The Estate Tax and Charitable Donations, 20 Wayne . Rev.

1227 (1974) ; Bolin, Estate Taxation and Charitable Bequests. Stanford UniversitT Center
for Research In Economic Growth. Memorandum No. 180 (1974). - J. Pub. econ. -
(1976); Schaefer, Charitable Transfers at Death Under the Federal Estate Tax (1968)
(Ph. D. dissertation Columbia University); Myers. Estate Tax Deduction for Charitable
Benefits: Proposed Limitations (1975) (memorandum submitted to Commission on Private
Philanthropy and Public Needs (the "Filer Commission")) ; Wagner. Death, Taxes and
Charitable Bequests: A Survey of Issues and Options (1975) (memorandum submitted to
the Filer Commission) ; .McDanlel, Study of Federal 'Matching Grants for Charitable Con-
tributions (1975) (memorandum submitted to the Filer Commission) ; Westfali, Proposed
limltatloni on thp Estate Tax Deduction for Charitable Transfern (1975) (memorandum

submitted to the Fier Commission) - Wetfall, Revitalizing the Federal Lstate and Gift
Taxes, 83 llarv. . Rev. 986 (1976 ; MeNees, Deductibility of Charitable Bequests, 26
Nat'i Tax J. 79 (1973).

In its final report, Giving in America: Toward a Stronger Voluntary Sector 151 (1075),
the Filer Commission, one member dissenting, recommended that the deduction for chari-
table bequests be retained In Its present form. A coalition of public interest, social action
and volunteer groups that acted as advisors to the Filer Commission recommended the In-
stitution of a minimum estate tax, comparable to the minimum income tax, but did not
suggest a rate or any details See Group, Private Philanthropy: Vital & Innova-
tive7 or Passive& Irrelevant? 29 (1975).

69-516-------24
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tives of death taxation and that, on analysis, the proposal for a per-
centage limitation turns out to rest on a faulty foundation. This anal-
ysis also exposes parallel shortcomings in the rationale underlying
several other proposed changes, such as converting the deduction into
a tax credit or substituting a system of matching federal grants to
charitable institutions.3

J. THE ORIGIN AND hISTORY OF TIE DEDUUTION

First, a brief historical narrative.
When Congress turned to death taxes as a source of federal revenue

in 1916 (as it had in 1797 when war with France seemed possible and
again in 1862 and 1898 4), it granted no exemption for bequests to
charity. The legislative history of the 1916 law is meager, and we are
left to speculate about the reason for the failure to grant charities an
exemption that was almost universal at the time in state inheritance
laws. Perhaps the explanation may be found in the difference in
theory between the typical state inheritance tax and the much less
common estate tax that Congress chose to enact in 1916.s The legal
structure of an inheritance tax focu.ses on the decedent's beneficiaries,
who are customarily grouped into several categories, depending on
the closeness of their relationship to the decedeit. Bequests to the
most favored group (the widow or widower and children) ordinarily
qualify for generous exemptions and relatively modest rates, while
bequests to more distant relatives and "strangers" get less generous
exemptions and are subjected to higher rates. Since it directly reduces
the amount received by the heir or legatee, an inheritance tax on
charitable bequests is readily perceived as a burden on the charitable
institution and its beneficiaries; and this perception, in turin, virtually
invites a legislative exemption of such bequests lest the institution a
charitable fnctions be curtailed.

By contrast with typical state inheritance taxes, the 1916 death tax
imposed by Congress looked to the aggregate estate left by the dece-
(lent, rather than to the separate amounts passing to the heirs and
legatees. This legislative decision to enact an estate tax contributed
to simplicity, by avoiding the necessity of classifying recipients into
a number of catgries; and this in turn sidesteppe the. valuation
problems created by testamentary trusts whose ultimate recipients are
not known at the date of death and may eventually fall into any of

8C. Soup, Federal .Etate and Gift Taxes (Brookinp. Institution, 190), regards the
e2ti.n.g syt m of deductinr the bequest "of the top as wasteful on the ground that
decedents with large estate fet little or no tax Incentiye to make small bequests to cerity.
This leads him to pro..po reverslog the rates In computing the tax allowance for Aaritable
bequests (eg., a credit If 8 percent oft the first $t,000 left to charity, I percent of the next
$5C, and so on up to 77 percent of any amount over $10 million).

.e also McNees, supra note 2 (eedlt) M oDanlel, sara note 3. apd eompare with
Rltter. Charitable Contributionm: V, Detions of Ma'chlng Grants 78 Tax L Rev.8T (10Mt.4 )For hiator7, see 1 R. Paul. Federal Estate and Gift Taxation. 11.01 (1943) % ]isswtstr,
The Rise and line of the Xstate Tax, 11 Tax I& yev. 333, 24 (1506).

S•see compilation of the state laws to Hearings on the Revenue Act of 1918 before the
Rou.e Committee on Ways and Means. 65th Cong., 3d gees., pt. 1, at 00? (1918).

6 The termolony was not an precise at that time. See 8. Rep. No. 108, 65th Cong.,
1st Rees (101? (1"9.-1 C. B. (Part 3),65) (referring to the 191attx as "the Inheritne
tax levid by t &n National (overnmear'). See also Rep. No. 7$3, 64th Cong., 1st Sesm
(1916) (1939-1 C. B. (Part 2) 30) (referring to the 1016 tax an the "estate or Inheritance
tax").
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several categories, depending on the way the trustee subsequently
exercises discretionary powers or other postmortem events.'

But the very fact that the federal estate tax would be the same
whether the estate went to the decedent's children, collateral relatives,
or friends, as well as the fact that, the identity of the recipients might
not be known for many years, tended to divert attention away from
these persons, as though'the burden of the tax fell not on them, but
on the decedent. The status of charitable bequests, therefore, may
have been overlooked by the draftsmen of the 1916 law in their pre-
occupation with the size of the estate as such; or they may have-viewed
an exemption for bequests to charitable legatees as inconsistent with
the basic concept of a tax on the estate as a whole.-

Whatever the reason for failing to exempt charitable bequests in
1916, this omission was quickly remedied. In 1918 Congress enacted a
deduction for charitable bequests ' that has remained substantially
intact to this day. According to Dean Griswold, this change in the
law occurred "almost by accident."' (Dean Griswold's characteriza-
tion was probably not intended as praise, though no doubt some dis-
enchanted observers of Capital Hi l might argue that legislation by
accident is sometimes better than legislation by plan.) In point of fact,
however, the deduction may owe its origin to something more ra-
tional than accident.

As passed by the House of Representatives, the Revenue Act of 1918
reenacted the* 1916 estate tax with substantial amendments, including
a more steeply graduated rate schedule, but the Senate, following the
recommendation of the Senate Finance Committee, substituted an in-
heritance tax.'1 As the Senate committee pointed out, under the 1916
federal estate tax, a person receiving a bequest of a given amount from
a large estate bore a heavier burden than a person receiving a bequest
of the same amount from a smaller estate; by shifting to an inheritance
tax based on the size of the individual share, Congress could equalize
their burdens and thus achieve, in the committee s opinion, a "fairer
and more equitable" result." The Senate substitute inl uded an exemp-
tion for charitable bequests, seemingly patterned on the exemption in
typical state inheritance tax laws. When the bill went to conference
to resolve this head-on collision between the House's estate tax and
the Senate's inheritance tax, the conferees recommended retention of
the 1916 estate tax structure but with higher rates, an exemption for
charitable bequests, and a few other changes."'

This bit of legislative history suggests that when the congressional
committees focussed on the status of the beneficiary, who after all
must bear the burden of any death tax-the decedent being hence-
forth concerned with les mundane matters-they may have con-
cluded that equity was better served by exempting, rather than

tSee H.R. Rep. No. 922, 44th oil. 1st Sees. (I C. - , (Part 2) 2):
Your committeee deemed It advi'UZM tretCOMM0114rerl ett tax upon the t*r6foe

of the net estate rather than upon the shares passing to heirs a Iutrlbute. or devisee
and legatees. The Federal estate tax recommended (by the eommttt 1.. , can be readily

administered with lwconflict tha i tax upon three.
'Revenue Act o 1918, b. , tit. a42 ( , 4&t at. 0' #. 10n

1N. Griswold, wes end Miarials on FederalTaatton 4(tb IV. 4 )1)).
5f e L Rep. N. 61 7, 6th cong., 3d 189-1 . B. (Part 3) 11?).

it s" H.R. Rep. No. 1037. 65th con., rd Sees., 70-71 (1019) (1980-1 C. B. (Part 2)
151).
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taxing, amounts destined for charitable uses. If the beneficiaries of a
charitable bequest are persons on the lower rungs of the income ladder,
their meager ability to pay strongly suggests that an exemption is
preferable to a tax on their share of the estate. 15 Even if the benefici-
aries of the bequest are not indigents, but members of the general pub.
lie, as would be true if the bequest is to a college, museum, or similar
institution, their average economic status isal most certainly lower
than that of typical recipients of federally-taxed bequests. 1or this
reason, an exemption of charitable bequests that inure to the benefit
of run-of-the-mine citizens is, in my view, completely harmonious with
the spirit of the federal estate tax.

We cannot know for sure whether these considerations were present
in the minds of the legislators when they added the deduction for
charitable bequests to the Revenue Act of 1918. The record does estab-
lish that the Senate Finance Committee recognized the "ability to
pay" issue indirectly, when it noted the unfairness of taxing two be-
quests of the same amount at different rates simply because one came
from a larger estate than the other. (The point of this criticism was
that in judging the fairness of death taxation, we should look at the
living person who gets the bequest., not at the dead person who left the
property.) It seems entirely possible that the conferees were unwilling
to correct this undesirable aspect of the 1916 estate law by shifting to
an inheritance tax for any of a number of reasons--the simplicity of
an estate tax, a potential Joss of revenue during wartime, the fact that
wills may have been drafted and estates planned on the assumption
that the 1916 law would remain on the books, etc.-but that they ac-
cepted the inheritance tax approach in the limited area of charitable
bequests because the injustice of taxing these transfers was especially
apparent.

Whatever the reason, the deduction was enacted as part of the Reve-
nue Act of 1918" and has been retained by Congress throughout the
ensuing years with remarkably few changes. Indeed, if a member of
the Congress that enacted the Revenue Act of 1918 were to peruse
today's Internal Revenue Code--a harsh interruption, to be sure, of
his eternal rest-he would find few provisions that preserved his work
as faithfully as § 2055. There have been in fact, only two changes of
consequence, both designed to limit or Aeny the ded uction if t ie be-
quest may be diverted from the purported charitable beneficiary."6

I. Til PERCENTAGE LIMiT ON THE INCOME TAX DEDUCTION FOR
CHARITABLE CONTRUBUTIONS

From the outset, the deduction has been unlimited, in the sense tlmt
a charitable bequest, no matter how large, qualifies for deduction, so

.aSlit may be argued that the beneficlarlel of charitable institutions would not muter on
balance, it charlable bequests were tared, since the resulting reduction In charitable
activities would be oge by an increase in government revenues and hence In public
apendlng. But this argument requires heroic assumptions about the destination of the
funds raised by taxing charitable contribuUons, disregards the likelihood that charitable
bequests will diminish bl more than the revenue raised, and overlooks the desirability
In a pluralistic society or strong non-governmental social welfare and cultural activities.ItR1venue Act of 1918, ch. 18, tit I V1 403(W (8), 40 Stat 103? 1098

Is (1) The Revenue Act of 193, J 807, 47 Stat. 169, 282 (now j 2055(c) of 1954 Code),
overruling the decision In Rdwerde Y. Sloogs., 264 U.S. 61 1924) oand (2) the Tax Reform
Act of 19169. 83 Stat. 487. Introduced to eliminate abuses arising irom the use of charitable

remindr tust. Se Cnno, Charitable Remainder Trusts: A Study of Current Prob-
lems. 1975 Brigham Young U. Rev. 49.
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that no federal estate tax is payable if the entire estate is left to
charity. Section 2055's income tax counterpart, however, was restricted
to 15 percent of the taxpayer's income when it was enacted in 1916;
this ceiling has been repeatedly raised and now stands at 50 per cent
of adjusted gross income." Although Congress eliminated the ceiling
ill 1924 for taxpayers donating substantially all of their after-tax
income to charitable purposes a tiny group), in 1969 this exception
was repealed, subject to a transitional period of gradual phase-out."1
Thus, the percentage limit has been a basic feature of the income tax
since the inception of the deduction in 1916.

The contrast between the limited income tax deduction and the
unlimited deduction allowed for federal estate tax purposes has not
gone unnoticed. As long ago as 1940, in his casebook on federal taxa-
tion Dean Griswold asked:

WVould a maximum limit on the amount of charitable gifts allowed
as deductions [for federal estate tax purposes] be desirable? Cf. sec-
tion 23(o) of the income tax.'

I find that in the 6th edition of his caebook, published in 1966,
Dean Griswold asked exactly the came question, and continued to
refrain from supplying an answer."9 I mean no criticism; as a teacher,
I can testify that wien a question succeeds in stimulating class discus-
sion, it should be preserved with carp, and protected against erosion by
those who want to see their answers in print. Nothing casts a pall on
a classroom like a student who has read the teacher's law journal
article on a subject of discussion and then proceeds to regurgitate it.

One of Dean Griswold's colleagues, however, has addressed himself
to the question (though not, to be sure, until after the Dean's depar-
ture from academic life). In his 1971 Ie. lecture before this Asso-
ciation. Professor Westfall suggested "that we may no longer be able
to afford the luxury of an unlimited charitable deduction for estate
tax purposes," and he recently fleshed out this comment by recom-
mendwig that the deduction be limited to .50 percent of the estate.'0
As I have already suggested, I disagree with this proposal.

The best point of entry into the issue before us is the income tax's
percentage imit on the Aeductibility of charitable gifts, since this is
somietiimes held u1p as a model, the "absence of such a limit from the
federal estate tax being viewed as an anomaly that calls for legislative
correction. Why does the income tax contain a percentage limit on the
deduction of charitable gifts and are these reasons equallv applicable
to tlie federal estate tax Unfortunately, the Congressional committees
(lid not announce their reasons for recommending enactment of the
percentage restriction in 1916, nor has this lacuna been filled in the
subsequent. yefirs, despite the repeated amendments that have ex-
panded § 170 from two brief sentences in the Revenue Act of 1916 to

I's nt. Rev. (Code of 1954 1 170(b) (1) (individual donors) :the limit in l6wer if the
donee are outside the circle of "public" charities specified hy Jnt. Rev. Codo of 1954.
1 1TOb)(1)(A). For corporations. the deduction to limited to 5 percent of taxable Income.
Int. Rev. Code of 1954. 1 70(b) (2).

Itnt. Rev. Code of 1954. 1 170(b)(1)(C).
"s N. Griswold, Cases and Materials on Taxation 264 (lot ed. 1940).
'O R. Griswold, supra note P. at 1076.
"Covey. Purrey and Weatfall. Peetive on Suggested Revision* In Federal Rittate and

Gift Taxation. 2A Reord of the Asocation of thep Bar of the (ity of New York 42. 4T
(1973): Weitfall, Revitalizing the Federal Estate and Gift Taxes, supra note 2, at
1002-06.
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14 pages of turgid prom in its 1975 counterpart. Moreover, we per-
centage limitation has not evoked any significant body of speculation
or discussion from tax theorists and commentators.

The simplest explanation for the restriction that it was enacted to
prevent a loss of revenue, is not persuasive. The number of persons
who give as much as the deductible limit, or who even exceed the
biblical tithe, is small ;if Congress was ever seriously concerned about
a potential drain on the Treasury from an unlimited deduction, that
fear should have been allayed long ago by the statistics."'

Perhaps the restriction stems, at least in part, from a feeling that
taxpayers get satisfactions from their charitable contributions that
resemble the pleasures derived from hobbies, vacations, cultural activi-
ties, and other personal uses to which they may put their income. In
exercising his command over income by making a charitable gift, the
taxpayer is sometimes said to get a kind of "psychic income' in the
form of personal pleasure and public fame that should not be dis-
regarded in determining his tax liability, even though it cannot be
given a precise dollar value. Critics of existing law, indeed, sometimes
argue that charitable gifts are sim plya form of personal consuniption
that is no more entitled to a deduction than ordinary expenditures
for the cost of hobbies and other personal activities."1 Other tax
theorists are not prepared to go this far, however, because they per-
ceive a "selfless" element in charitable gifts distinguihing them from
expenditures for hobbies and other personal activities. But if they
also perceive an element of psychic income in charitable gifts, they
may wish the tax law to reflect both of these perceptions.

Ass device to take simultaneous account of the selfless element and
the psychic income in charitable gifts, however, the percentage limit
is a crude instrument. Up to the amount of the limit, the selfless el-
ment gets full sway, since the deduction is not reduced by any psychic
income; on the other hand, amounts above the limit generate no
deduction for the donor's generous impulses, implying that they are
totally eclipsed by his psychic income. A remedy that would be more
suited to the foregoing analysis of the psychological foundations of
charitable gifts would be a deduction limited to a specified percentage
of each donated dollar.

Another argument that is sometimes offered in support of the in-
come tax's percentage limitation is that in its absence, taxpayers
would be able to avoid paying any income tax, no matter how great
their income, if they were prepared to donate the entire amount to
charity. Since these taxpayers would continue as citizens to enjoy
the benefits of the federal government's programs--and not neces-

S A pproxymately 5 percent of the Individual tax returns filed to 1ST2 contained charitable

d0du tione In exesa of 10 percent of adjusted ars Income, and only 0.5 parent con.
tained charitable deductions In excess of go percent. lot. Rev. Services. 8ttistics of Income.
1972. Individual Income Tax Returns 111-12 (19T4).

aThe existence of the charitable deduction. however, undermines the assumption that
donating a dollar to charity genetes as much satisfaction for the donor as sp ndng the
imme dollar on himself. To u#e the terminology of the economist, the deducton has a
"price eftet." so that It "costs less" to donate a dollar to charity than to spend a dollar
on a hobby or vacation. ler this reason, If a taxpayer makes a charitable eontributton of
S1.000. and thereby saves $50 of taxes. It Is far from clear that he gets a full 81.000's
worth of pleasure or satlsftetion: that Inteence would be Justified only It he would have
made the contribution even If it bad not been deductible. If repeal of the statutory deduc-
tion would have led him to spend part or all of the $1.000 on himself, the theory that
charitable contributions are Indistinguishable from personal consumption would have to
be scaled down or abandoned.
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sarily as ascetics, since they might maintain an expensive standard of
living by dipping into capital or using tax-sheltered receipts "--this
freedom from tax liability, it may be argued, is objectionable.

In 1969, this was the rationale offered by the Senate Finance Com-
mittee when it recommended repeal of the unlimited charitable deduc-
tion that had entered the income tax law in 1924: The committee does
not believe that high-income taxpayers should be allowed to signifi-
cantly minimize or completely avoid tax liability by means of the
charitable contribution deduction. Accordingly, the committee agrees
with the House that the unlimited charitable contribution with the
increase should be repealed. The effect of this. . . is that charity
can remain an equal partner with respect to an individual's income,
but the charitable contributions deduction no longer will be allowed to
reduce an individual's adjusted gross income by more than one-half."4

These reasons for limiting the deduction for charitable contribu-
tions in computing income tax liability-the "psychic income" derived
by the donor from such contributions and his continued ejoyment of
the benefits of government-are not entirely persuasive. "Psychic in-
come"comes from many sources, but for sound reasrus, Congress has
never sought to tax it; if emotional satisfaction from one's activities
gnerated taxable income people like Ralph Nader, William Buckley,
Kenneth Galbraith, and *onald Reagan might have to pay more than
John Paul Getty who seldom looks-at least to this observer-as
though he enjoyed his wealth. _

Finally, the principal other rationale for the percentage limit (viz.,
the duty-to-support-the-government argument) presupposes that the
benefit of the tax deduction inures to the donor rather than to the
donee. But this premise, in turn, rests on still another assumption,
viz., that charitable bequests are unaffected by the deduction. If this
assumption is invalid, and charitable bequests would be reduced if
they were taxed, the unlimited deduction of existing law inures pro
taito to the benefit of the charitable donees rather than the donor.
Seen in this light, the deduction appears to relieve charitable institu-
tions and their beneficiaries of the cost of supporting the federal gov-
emnment. The wisdom of this policy may be debated, but its impact is
certainly altogether different from relieving the donor of the burden
of supporting governmental services.

li1. SHOULD TIE PERCENTAGE LMIT BE EXTENDED TO Til ESTATE TAX

DWDUO!7ON 7

Notwithstanding these misgivings about the percentage limitation
on the income tax deduction -for charitable contributions, I am pre-
pared to accept it arguendo as an embodiment of wie policy. Even on

is assumption, I see no case for extending it to the federal estate tax.

0Te bm.e tel's unlimited deduction for charitable contributions (the "Philadelphia
SprOo) n Ve gently designed ta Wb tooka n oath0f poverty on.nt a g a :Slov.. order. to wbkh 8 teefe ~doe lnoefo

a ..Mt of wthse Uo toned t could not be effectively ass anedwitbia the re oV. Onef. ow, 7 U.S. 5 (in?) bVcau oaspedt riftclause. Be T. hunter, The Tax Climate for Planthzo ,y 2(198). o o her tax-
Iers t is d eduction lived well .by dippingto tIen r ciDital . those owning appre.elated i e could, of course. donate the securities to charity without recognizing theceaitalgla. while living on their dividends and Interest.9 8. Rep. No. 91-352. 91st Con&, lot Be,, TO (lf6) (1909-4 C. B. 474).



3814

So far as psychic income from charitable bequests is concerned- the
decedent has left us, and this being a secular society by virtue of the
First Amendment, we should not base our legislation on the assump-
tion that he will enjoy the psychic income of a happier hereafter be-
cause of his charitable bequests. It is occasionally suggested that death
taxes should be viewed as the final installment on a debt to society
that was not fully discharged by the payment of taxes during life, but
this rationale collides with the fact that nothing will be due if the tax-
payer spends all he has before death. What kind of a final reckoning
is it that can be so easily evaded and that falls only on those who re-
frain from such extravagance?

Sense can be made of the federal estate tax, in my opinion, only if
we disabuse ourselves of the primitive notion that the decendent
"pays" the tax. The decedent, I make bold to suggest, leaves this
world with nothing, whether the tax is high or low; it is the living
persons whom he leaves behind who will enjoy the benefits of his
assets and bear the burden of the death tax. The tax, therefore, should
take account of their circumstances.

To be sure, the legislative decision to impose an estate tax sets limits
to the achievement of this objective. To avoid valuing every potential
beneficiary's interest in the estate, the federal tax is imped on the
entire estate; the inevitable cost-of this simplicity in admiinistration is
that the rate of tax cannot be geared to the separate financial situa-
tions of the individual legatees. In effect, they are all taxed at an
average rate that ought to'bear a reasonable, even though rough, re-
lationship to their ability to pay."

Many tax theorists favor changes in the death tax area that would
refine this relationship, by tailoring the tax closely to each legatee's
personal circumstances. Thus, some favor taxing gifts and bequests
as income; others propose an accessions tax: and there are still other
ways to "individualize" the death tax.'6 But this can be done to some
extent even within the constraints of a conventional estate tax. The
marital deduction is one such element in the federal estate tax, basedon the theory that amounts inherited by a surviving spouse should not
be taxed as heavily as transfers to other persons. A similar theory
underlies recent proposals to exempt bequests to the decedent's minor
children or other dependents up to a specified amount (e.g., an exemnp-
tion for each child of $5,000 times the number of years remaining
before attaining adulthood).' 1

The deduction for charitable bequests has a similar function. Far
from being an anomaly in the federal estate tax structure, it is, I

0 For my own effort to trace through the Sol!cy Implications of this theory, see Bittker,
Federal ratate Tax Reform: Ezemptions and atee, 5T A.B.A.J. 236 (1971).

86n taxing bequest as Income to the recipient, see H. Simon. Personal income Taxa-
tion 12 -47 f1938) ; 3 Canada-Report of the Royal Commission on Taxation, ch. 17
46-519 (1966) J. Pechman, Federal Tax Policy 186-ST (rev. ed. 1OU 1 (xift. an

beuet ab ould in theory" be taxed an income). On the taxation of gifts and beuests as
"accesons"l to the recipient's wealth, see Rudilck. A Proposal for an Accessions Tax. I
Tax . Rev. 25 (1945); Andrews. A Con atniptlon-Type or c ash Flow Personal Income Tax.
81 Hary. L Rev. 1111 (1974). See also W. Vikrey, Aenda for Prorressive Taxation 224
(1947). While the proponents of these alternative to the federal tax are not always

explicit on the point, their proposals ordinarily contemplate exempting charitable recipients.
This focus on the recipient rather than on the donor can also be seen in the frequent

.e of the term "windfall' to characterise gifts and bequests, and In proposals to tax
the generation-skipping trust, which rest ultimately on the theory that a bequest of income
to one generation with remainder to the next is enjoyed by both menerations.

"Tax Reform Studies and Proposal. U.S. Tress. Dept., Joint Pub. House Comm. on
Ways and Means and Sen. Comm. on Finance, 91st Cong.. lot Bess., pt. X. at 851 (1960)
(orphan children) ; Covey, Surrey and Weetfall, supra note 20. at 44 (minor children and
ac tual dependents" of the decedent) ; Bittker, supra note 25, at 239.
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submit, an appropriate-inded admirable-device to tailor the tax
to the beneficiary s ability to pay. In recent years, only about 9 per
cent of decedents left estates large enough to require filing a federal
estate tax return," and almost a third of these were nontaxable." A
rate structure designed for the children and other legatees of this
tiny upper crust 9f American society would be grossly dispropor-
tionateif impose on bequests to social welfare or anizations, edu-
cational institutions, and other charitable groups, whose beneficiaries
are drawn almost entirely from much lower income levels. If the
decedent leaves his country estate to a charitable organization to be
used as a summer camp for children of the ghetto, should the transfer
bear the same tax as a bequest of the same property to the decedent's
children for their personal use I Judged by their taxpaying capacities,
these two groups are as different as night and day. By permitting
charitable bequests to be deducted, existing law tacitly, but unmis-
takably, acknowledges that there is a difference between the benefi-
ciaries of charitable bequests on the one hand, and the members of the
decedent's family who receive the bulk of noncharitable bequests on
the other. Only by disregarding the obvious can one conclude that
the deduction for charitable bequests is a tax loophole, rather than
a sensible way of adjusting the rate structure to the realities of life.

When the death tax is viewed as a tax on the recipients of bequests
rather than on their deceased benefactor, it becomes evident that the
proposed percentage limitation on the charitable contribution deduc-
tion would be similar to an income tax on charitable institutions, based
on the bequests they receive. The income tax treatment of charitable
organizations has been subject to much criticism in recent years lead-
ing to numerous legislative changes and even more proposals; but to
the best of my knowledge, no responsible commentator has ever rec-
ommended that contributions should be taxed to the charitable recip-
ient. Yet this is exactly what would happen albeit somewhat
indirectly, if the federal estate tax were amended to restrict the
deduction for charitable bequests.

In saying this, I am, of course, assuming that imposition of a per-
centage limitation would in fact reduce the amount received by
charity. If the entire estate is left to charity, this assumption is
obviously valid, since only 1h would be deductible, and there is no
other source from which the tax on the balance could be paid." If
there are other bequests, the effect of a percentage limit is slightly
more problematical, but the result is, in my opinion, likely to be
similar. Assume, for example, that under existing law a testator plans
to leave 20 per cent of his estate to friends or relatives, and the
balance, after taxes to a charity. Assume also that under existing
law this plan would result in transmitting 20 per cent to the non-
charitable legatees, 5 per cent to the government as taxes, and 75 per
cent to the charity. What changes would the testator be likely to make
if the law were changed so that the charitable bequest could be de-

S SR" Int. Rev. Service, Statistics of Income, 1972. Estate Tax Returns 1 (1974) (up
from about Vrcent 15 IPMR axo).

Id. at 254,000 of 171.000 estate tax returns filed to 1972 were nontaxable).
0 1 discard* as wholly unpersuasive fo:' charitable bequests of the magnitude we are

diseumsinf here, the possibility that the testator would have scaled down his lifetime
consumption in order to enlarge the estate so that the same net amount would go to the
charity after payment of the hypothetical tax.



3818

ducted only in part-:-up to 50 per cent of the estate I Assume that the
hypothetical change in the law would increase the federal estate tax
from 5 per cent to 20 per cent of the estate-an increase of 15 per
cent. Would the testator be likely to cut back the noncharitable be-
quests by this amount, giving th donees only 5 per cent of the estate
rather han the 20 per cent they were to get under the original plan I
Or would he be more likely to throw most or all of the entire burden
on the charity I The latter seems by far the more likely outcome.

Indeed, he might decide to cut back the charitable bequest by mo
than the amount of the added tax. Under existing law, the unlimited
deduction is an inducement to make such beuests: the charity gets
more than the tatatoi other heirs lose. Under the proposed change,
however, there is no tax incentive to give more to a. charity than can
be deducted;. the tax result will be the same whether the additional
dollars are ven to the charity or to the testator's friends and rela.
ties. For this reason, the testator may well be impelled to cut the
charity back to the deductible 50 per cent, leaving the balance after
taxes to the non-charitable heirs. If this is his reaction, an increase in
the tax of 15 percentage points would cause a reduction in the charita-
ble bequest of 25 percentage point& The noncharitablo heirs would
then get 80 per cent of the estate, rather than the 20 per cent that they
would have received under the original estate p lan.

If these views about the probable impact of the proposed percentage
limit are correct, it is objectionable in two fundamental respects:
First, it would impose a burden that cannot be justified on "ability
to pay" principles. The federal estate tax, by virtue of its $60,
exemption, exclusion of most life insurance, and exemption of sur-
vivor-s benefits under the federal social security system and qualified
private pension plans, is a distinctly upper class tax. We do not have
any exact knowledge of the economic status of the heirs of decedents
leaving estates large enough to be subject to the federal estate tax,
but it has been estimated that this tax is paid almost exclusively by
families with annual incomes of over $20,000."1 The proposed per-
centage limitation would be felt almost entirely by the largest estates,
where it is a virtual certainty that the typical heirs are very high on
the income ladder. Taxing charitable bequests (by imposing a limit
on the deduction) will, therefore, apply an estate tax rate schedule
designed for the e wealthy taxpayers to charitable institutions and
their ultimate beneficiaries whose economic status is utterly different.
No matter how vague the "ability to pay" principle may be, we surely
know that there is a world of difference between the average heir to
a multi-million dollar family fortune and the run-of-the-mine middle
and low income citizen who benefits from bequests to universities,
museums, community funds, and other charitable institutions.

Second, if we take into account the role of the federal esate tax as
a device to moderate the concentration of family wealth--its primary
function in the eyes of some theorists; an important secondary func.

ta Herins on th# suhieet of Tax Reform before the House Committee on Ways and
M.ana. flnt one.. lot Rena.. pt. 11. at 3978 (1969) (Statement of :erome Kurtz). But,IeN" Wlekn and MeDonald. income Distribution of Death Beqmst ReelpieDts 22 Nat'i Tax
J. 4fl. 409 (1969). whome tmpleations to the contrary must, i my view, be takes withcaution. For one thing. the low income reelpents of lae bequests may well be maluor. .-
,children of wealthy tax parents, who are poor only In a technicl sense.-
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tion for an even larger group2--an unlimited exemption for charitable
bequests is not only consistent with this role, but actually makes an
affirmative contribution to its achievement By encouraging testators
to make charitable bequests, the deduction helps to disperse wealth
among a larger group. indeed, it may outperform the tax itself in this
respect, since some testators-as argued abov--may reduce their
transfers to family members in order to make deductible bequests to
charitable institutions. Conversely, if part of the charitable euest
became nondeductible, testators might well prefer, as suges , to
leave more of their property to members of their families, thus in-
eivasing, rather than diminishing, the concentration of wealth.

IV. TECHNICAL PROBLEMS

I should like to turn from the fundamental policy issues to some
technical problems that would be introduced into the areas of tax law
and estate planning by the enactment of a percentage limitation on
the deduction of charitable bequests. For simplicity, I will assmne that
the prescribed limit is 50 per cent-the same as the income tax
limitation.

1. Charitable bequest fornula clause8-Faced by a permentape
limit on the deductibility of charitable bequests, some testators will
wish to insure that the federal estate tax attributable to the nondeduct-
ible portion does not diminish their other bequests. This can be done,
bf course, by including a tax-apportionment clause in the will or by
allowing an applicable state tax-apportionment law to take effect."

Other testators, however, will want to avoid nondeductibility en-
tirely, preferring to transmit the otherwise nondeductible amount to
members of the family. If they want to take full advantage of the de-
duction without exceeding it, the obvious solution will be a charitable
bequest formula claus, comparable to the marital deduction formula
clauses now used to achieve a similar result.

It is surely unnecessary to stress, before this group, the estate plan-
fing complications that would arise from addin another type of
formula clause to the lawyer's tool kit. Quite aside from these com-
plexities, it would be deplorable to increase the number of wills that
the testator must accept on faith because he cannot be expected to
understand what his lawyer has drafted. Moreover, while testators
may be willing to accept marital deduction formula clauses on being
told that the pl an is "good for the family," a testator who confronts a
similarly complex formula when a charity is the beneficiary may feel
that the complexity smacks of tax avoidance or worse, or presages a
field day for the lawyers after his death, and he may then react by
cutting back sharply on the bequest itself.

2. Charitab# gtft in contemplate ion of death.-In applying the pro-
posed percentage limitation on the deduction of charitalle bequests,
the Code wouldpresumably take into account charitable gifts made

"See i n. Paul, Rapra note 4, 1 1.OT at s8 : Certainly it is a substantial, If notprimary,
motive of the American Federal estate tax to discourae excessive concentration of wealth.
(Footnotes omitted).

.Waguer. supra n te 2. at 18.
"For these methods of requirln earb benelary of an estate to pay hio own ohare of

the death taxes, see 4 J. Mertens. The Law of Federal Gift and Estate taxation if 30.12-
30.19 (1959). 1,
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in contemplation of death during the last three years of the decedent's
life. Although existing law does not exclude charitable gifts from the
contemplation of death provision, the issue does not ordinarily arise
because inclusion of a charitable gift would simply increase the
estate's deduction by the same amount, so the net result would be a
wash.85 Under the proposed change, however, an unusually large
charitable gift could become part o f the gross estate because made in
contemplation of death but, because of the percentage limit, not be
offset by an equally large deduction. This risk would increase the use
of charitable bequest formula clauses by foresighted draftsmen as a
way to keep the aggregate charitable transfers, during life and at
death, at or below the percentage qualifying for deduction.38

.. Carryover of "excess" charitable bequests.-The income tax pro-
vision limiting the deduction of charitable contributions, which, as I
have said, has-inspired the proposed estate tax limit, permits an
"excess" contribution to be carried forward for use as a. deduction in
later years if the taxpayer's gifts fall below the deductible limit.8' A
similar carryforward.-of a disallowed charitable bequest for federal
estate tax purposes might be feasible in the case of married couples.
If the. first spouse to die exceeded the limit and also left a bequest to
the survivor, the survivor's estate could be allowed to deduct the
excess amount, up to its percentage limit. On the other hand, if the
first decedent did not fully use the allowance, the estate of the surviv-
ing spouse might be allowed to use the balance at least against prop-
erty inherited from the first decedent. Such a carryforward of either
an excess deduction or an unused percentage allowance could rest on
the theory that each spouse should be treated as owning one-half of
the family fortune and as making one-half of their joint charitable
bequests, regardless of the actual division of the funds and bequests
between them. I cannot envision, however, any other situation in which
a carryforward would be warranted or feasible.

4. Percentage hlmit in federal gift tax.?-A final question. which r
list as a technical issue tough it has important policy ramifications,
is whether the proposed percentage limitation on the estate tax deduc-
tion for charitable bequests is tobe accompanied by a parallel limit
on the deduction of lifetime gifts in computing the federal gift tax. In
general, of course, the gift tax was enacted and has been treated as a
buttress to the federal estate tax, rather than as an independent tax
with significant objectives of its own. Though Congress has not yet
been willing to integrate them, the intimate relationship between the
two taxes is evidenced by the adoption of the gift tax's split-gift pro-
vision and marital deduction in 1948. when the estate tax's marital
deduction was enacted, as well as by their parallel treatment of coni-

0 Rlttiattonst Pometielme Arlirp. however. where e ecutnrm claim thot-tranftferiv to eliarltioq
made, during, the deeedent's lifetime are Ineludihle In the decedent'a 17roa estate ap cifts
mad# In eontempl~lton of death. The resultant Inerempe In the rrnstn eptntp permit a
lark-r maximum dedntion for benueotm to itnoiteit. hut dn" not Inereaaeho PtOte tax
m.rable beea nt the charitable dietlinno I. tnereapod hr the oame amount. Rep the sum-
m?, ation of the "Tax Equity Aet of 197.1" by Representative Cormln. supra note 2.
at 02.

8In reano to thin the Prronsod "Tax Finltv Act of 1073." euinra note 2. 1 604(hl.
exPlIcitlv provldeta thmt eontributionn made during a de'r-dont'a |lftitmfL (which wolild h
deductible under 1 2055 of the 1054 Code It made at death) cannot be added back Into
tha erop otato.

"Int. Re v. Coe of 1054. 1 170(d).
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unity property from 1942 to 1948. If a limit on the deduction of
.charitable bequests is enacted, can a limit on the deduction of chari-
table gifts be far behind ?

Without a gift tax limit as'a buttress, the percentage limit on chari-
table bequests could be avoided by lifetime gifts, unless the donor
died within three years and the gifts were thrown into the estate
because made in contemplation of death. But a gift tax limit would
'in turn place great stress on the timing of all lifetime transfers, since
a large charitable contribution could be sheltered by large gifts to
members of the family in the same year, though it wouldbe taxable
if it was made in one year and the family gifts in another.3 8

To mitigate the rigors of annual (indeed, quarterly) accounting for
gifts a carryforward might be allowed with a donor who exceeded the
limit' in one year being allowed a deduction for any later year (or a
refund of the prior year's tax) in which his charitable gifts were less
than half of his aggregate gifts. Conversely, much could be said for
permitting unused allowances to be carried forward from year to
year to be used whenever charitable gifts exceeded the allowance that
would be permissible for a particular year, rather than to apply the
limit year-by-year as though each year were unconnected with the
prior period. "

Finally, if the long-overdue integration of the federal transfer tax
system were achieved, it would imply a correlative integration of the
percentage limitation, under which it would be immaterial whether
charitabFe contributions were made during the taxpayer's lifetime or
at death. This would require a cumulative computation of all trans-
fers (save for d minimis amounts and exemptions, if any, granted-to
encourage early gifts), which the percentage limitation becoming
effective if-but only if-the aggregate charitable gifts during life
and at death exceeded the applicable percent of all transfers. If there
had been a temporary excess resulting in a transfer tax during the tax-
payer's life (e.g., a charitable gift in the first relevant year exceeding
that year's percentage limit), the resulting tax would be treated as a
down payment on the amounts due for later years and eventually at
death (and refunded if necessary) if the charitable gifts were below
the limit when cumulated over the taxpayer's lifetime.

CONCLUSION

In conclusion: The last few years have been a difficult period for
charitable institutions; social needs have increased; contributions have
suffered from the recession; and the legislative climate, especially as
-respects taxes has been chilly. Unquestionably there were abuses that
cried out for Congressional remedies,' but just as certainly there have
been remedies that went too -far. I have discussed only a small corner
of this troubled area, but my principal point-that the burden of
death taxes falls not on the decedent, but on the persons and Institu-
tions who survive the decedent-has much wider ramifications and,

I Westfall does not propose a gift tax limit. See 1'estfall, Revitalizing the Federal and
Estate and Gift Taxe". aupra note 2. at 1005. •

" Bee Blttker, Should Foundations Be Tbird-Class Charities? In The Future of Founda-
tions 132 (F. Ilelmann ed. 1073).
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though simple, is often overlooked. Any proposed change in the tax
treatment of charities should, in my opinion, be precededby an analy-
sis of the ultimate burden of the change. It may then become apparent
that the added tax will fall on persons least able to bear it-the
beneficiaries of charitable institutions. The limit on the deductibility
of charitable bequests is only one of a number of legislative proposals
that take on a different complexion when this point is recognized.
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ADDISON L. GARDNER III,
Green wich, Conn., December 8, 1976.Hon. EDWARD W. BROOKE,

U.S. Senate, Senate Ofice Bulding,
Waehinoon, D.C.

DRAR SENATOR BROOKE: I am writing to call your attention to
the fact that the so-called Tax Revision Bill, which recently passed
in the House, and which contains the politically popular tax rebate
extension also contains a little understood provision which, if it
becomes law, will literally drive the small, independent oil operator
out of business.

As you are perhaps aware, the small and medium independent oil
operator is responsible for approximately 70% of the new oil and
gas discoveries found in the United States in the past fifty years.

As small businessmen, we independents depend entirely for our
source of exploration capital upon the participation of investors in
high tax brackets, who are disposed to take these very high risks
because they are permitted to write off exploration and development
expenses directly against income- from other sources. This provision
in the existing law is known as the intangible writeoff, and is specifi-
cally intended to encourage exploration in high risk, energy-related
industries.

The so-called Tax Revision Bill which you are about to consider so
restricts and limits the intangible provision as to render it useless
altogether. If this provision becomes law, it will put the small inde-
pendent out of business by cutting off his source of exploration capital,
and it will take away from domestic drilling activity between $1
billion and $2 billion at a time when the need for such activity was
never greater.

Therefore Senator, I urge you to give careful. consideration to this
counter-proauctive section of the Bll, and to give your support to
what I hope will be a major effort to delete entirely the provision
relating to intangible drilling costs.

sincerely yours, ADDISON L. GARDNER III.

STATEMENT OF LARRY GORDON

THE IMPORTANCE OF RETAINING THE PRESENT TAX STRUCTURE
CONTROLLING THE MOTION PICTURE INDUSTRY

In order to create a stimulus to the growth of various aspects of the
economy, the U.S. government has permitted certain tax deferral in-
centives to various industries.

(882)
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It has worked well, creating considerable additional taxable income'
Now the House of Representatives has singled out a major American

industry: Motion Pictures, from which to remove those incentives.
But why do we need tax reform in this industry?
Has there been widespread abuse of the tax laws?
In the hundreds of film projects undertaken here and abroad under

the current tax "law", the amount of so-called tax abuses have been
minimal, and they are inevitably detected in the course of the fine
job the IRS does of eliminating abuses in all industries.

The present tax incentives as applied to the motion picture industry
have developed as a result of the need that exists and has been deemed
a most viable method for infusing money into the industry. The end
result has been to create additional taxable income, and develop con-
siderable foreign exchange.

The U.S. is the only major government in the western world which
provides no subsidy for the arts, and to many in the industry it has
appeared that the tax incentive under the present law is tantamount
to a tacit acknowledgement of that fact.

The few abuses that have come about do not necessarily mean that
the idea was not worthwhile.

Rather than eliminate it, I would suggest that modifications be
added to the current system to work as a safeguard.

For to cut our tax incentives in the investment of motion pictures
would make it virtually impossible for the independent motion picture
producer-and that includes the vast majority of those producing
ilms--to raise sufficient money for them by any other means.--unles.-

he has a fortune in negotiable securities or an unmortgaged mansion as
collateral.

Itis a known fact that there is great risk in the field, with only 1 in
30 movies becoming great box office successes and only I in 5 recouping
its cost of production.

Because of this high risk, it is not unreasonable to expect the situ-
ation to be cushioned. An incentive must be present, and to give that
incentive, a tax deferral is necessary.

The deferral is obviously well worthwhile, considering the beneficial
effect on the economy that it will have in terms of considerably in-
creased employment in the myriad segments of, and serving, the movie
industry.

Revisions and safeguards rather than the elimination of the original
rules would allow funds to continue to be funneled into productions as
the government originally intended.

TWO MAJOR TYPES OF MOTION PICTURE INVESTMENTS FOR LIMITED
PARTNERSHIPS

In a "production service deal", the production service company
enters into a contract with the owner of the rights, under the terms
of which it agrees to perfona production services and render financial
services to the owner of the film. For that it receives a fee, partly
fixed and partly based upon the gross receipts of the film. The partner-
ship provides approximately 25 percent of the budget and wiilborrow
approximately 75 percent from a financial institution for a period of
approximately 26 months. The partnership is entitled as a cash basis
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taxpayer to deduct its cost of doing business in the calendar year in
which it is expended.

As income is received the money is divided between the partnership
and the bank until all monies are repaid. Each dollar of film revenues
received are taxable 100 percent to the partnership since it had,
initially, deducted the expenses. That is $1000 is received, $750 is
applied to the bank loan, $250 is returned to the partnership. Its
taxable income is the full $1000.

In a case in which the full amount of the bank loan has not been
paid by the time the loan becomes due, the partnership must, never-
theless, pay tax on the entire balance.

What-has actually happened is: When an individual invests ordinary
income which is subject to a maximum of 50 percent tax, he recaptures
the tax benefits he had previously received, with a recapture rate of
70percent.

The government has gained an extra 20 percent in the deal.
The other usual type of motion picture transaction is the purchase

of a completed film and the amortization of the total purchase price
of the film. Very often the purchase price will include a non-recourse
promissory note for a portion of the purchase p rice.

The non-recourse promissory note is usually an interest-bearing
note for a period of 10 years and requires repayment out of the
partnership's receipts from exploitation of the motion picture.

Under the current -tax "law", at the end of the 10 year period,
there would be a recapture.

Why should the note be for the 10 year period?
Because it's realistic. The period of a promissory note must be

measured against the life of the picture.
All financing, whether it be real estate, leasing, financing or machin-

ery, etc. by loans and/or mortgages, is based on the useful life of the
property or product.

In the motion picture industry, the period of 10 years has been used
in most transactions as the period of a non-recourse note because it
approximates the most useful part of the life of a film.

If I were to draw a financial graph of the income of a motion picture,
it would usually adhere to the following:

A great deal of money would be received in the first three
years from theatre exhibition and first-run pay-TV.

The TV sale would be made in the third or fourth year.
The film put out for TV syndication in the fifth or sixth year.
Re-release in the seventh year.
Home box office exhibition in the tenth year.

The fact of the matter is that a film's usefullife is much Ionger, as
evidenced by TV showings of pictures that are 25 years and even
older.

Therefore, ten years is reasonable, for if a producer has to foreclose,
he still has a product with considerable life left to it.

FOREION-MADE FILMS

The ramifications of withdrawing the tax deferral incentives for
motion picture investments would be Akin to dropping a pebble in a
lake and watching ever-widening ripples result.
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Not only would it have a disastrous effect on the industry in the
U.S., and all the services and suppliers that exist to aid it, but it would
curtail the ability to import productions made abroad, for American
exhibition.

Major pictures today, no matter where they are made, are basically
designed for the international market, for that justifies the multi-
million dollar expenditures for internationally-known stars.

Films produced abroad are made with the understanding that the
U.S. is half the world market.

The current proposed legislation would cut down the availability
of American partnerships to buy films made in Europe-most with
American talent paying high American taxes. And if it is not possible
to find ready buyers for a film made abroad, why should European
banks loan money to producers in their own countries to make that
film-with the knowledge that America is no longer available as half
the world market to buy it?

This presents an ironic situation.
At the same time that our government hands aid in many forms to

Western European countries like France, Italy and Spain, with
supportive moves such as payments to the Worfd Bank and import
benefits to maintain a stable economy, we would be doing much,
with the other hand, to wipe out a major industry there.

This is\something the U.S. motion picture industry can hardly
afford, for there is a very important case to be made for the importation
of foreign films.

A major point is the healthy boost in the U.S. balance of payments
which results, in turn, in stimulating reciprocal overseas importation
of our domestic films. t

WHY ARE FIIM8 NEEDED IN LAROE QUANTrlFE?

U.S. movie houses need a constantly changing schedule to draw
repeat crowds through its doors, and they cannot show the same
films as_ other theatres in the area.

One N.Y. exhibitor asserts that the more films being made, the
more likely it is that there will be good ones to sustain a strong box
office for the exhibitors, who are presently suffering from a "sellers"
market.

The fewer the films to choose from, the higher will be their cost,
according to the old law of supply and demand.

The exhibitor feels that prices will have to rise, films kept for longer
runs and more old films revived, all resulting in fewer customers
and, therefore, even higher prices to make up for it.

A rising spiral.
GROWTH PATrTRNS

The U.S. Motion Picture industry has enjoyed considerable growth
in the past few years-years in which tax incentives increased the
flow of outside investors. This has enabled the industry to absorb
the constantly escalating costs of filmmaking and still increase its
pace.

During 1973, 192 films were produced domestically.
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In 1974, 144 went into production here, as well as 86 produced
abroad under the aegis of American companies and 12 were shot both
in the U.S. and abroad, for a total of 242.

1975 was even better. 150 were filmed here, 94 abroad and 17
shot both here and overseas, for a total of 261.

(These are Motion Picture Association of America figures)

THE SIZE AND SCOPE OF THE INDUSTRY

Motion pictures comprise one of the biggest and most vital indus-
tries in the U.S.

There are 350 motion picture corporations.
There are 257 Theatre Circuits in the U.S. which own 3 or more

theatres. Many own dozens.
There are over 15,000 theatres.
There are over 4,000 Drive-In theatres.
To fill them all, more film product is needed, not less.
When this product i6 shown in theatres, the largest part of the box

office income stays in its communities, providing employment, paying
local taxes, supporting the local newspapers, and often radio and TV
with its advertising. Everyone wins; no one loses.

According to the National Association of Theatre Owners, there were
180,000 full time employees in theatres with an average salary of
$7,911 in 1973. There were also 23,000 part-time employees. The
payroll for those working steadily, full time, was therefore $1,423,-
980,000.

Box office receipts, which totaled $80 million a week in 1946, before
the advent of TV, and which had gone steadily downward as a result
of the inroads of that medium, were $19,400,000 in 1974 and rose to
$19,900,000 in 1975.

In the three major branches of the industry, $1,549,000,000 was
spent during 1974.

This breaks down to Production: $663,200,000. Distribution:
$135,800,000. Theatres and Services: $750,000,000.
. Committed investment in production starts, and purchase of rights

to films totaled $718,800,000 in 1974, according to a raw general esti-
mate of the MPAA.

In a broader view, total capital investment commitments in inven-
tories for films, film rights, stories, etc., were $1,100,000,000.

The grand total of fixed assets in 1974 was $215,000,000, with prop-
er ty land and buildings worth $1,315,000,000.

The total payroll estimated for production and distribution in the
U.S. motion picture industry in 1974 was estimated at $799,000,000.

In spite of this, unemployment figures are startling.
The Screen Actors Guild, with 30 000 members across the country

reports that, in 1974: Less than 1 earned in excess of $100,000;
3' earned $25,000 or more; and 90% earned less than $1,000.

Unemployment figures in the U.8. which have been averaging 9 to
10 percent, are exceeded in the motion picture industry, to a startling
degree. The drying up of investors' funds will result in fewer films
and a vastly accelerated unemployment level.
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Union/guild unemployment Agures spring 1975

Union/Guild: Peogs WMu t#
Art Directors Local 876 42.0
Cameramen Local 859 59 42. 0
Costumers, Local 705 ---------------------------------- 43. 4
Crafts Service, Local 727 -------------------------------- 30.0
Editors Local 776 ----------------- ------------------- 24.0
Grips Local 80 --------------- .--------.--------------- 0.0
I.B.E.W., Local 40 ---------------------------- -------- 10. 5
Illustrators and Artists, Local 790 ------------------------ 30 0
Makeup Local 706 --------------------------------------- 51. 0
Motion Picture Electricians, Local 728 --------------------- -63. 0
Plasterers, Lowal 755 -------------------- ------------------ 70
Projections, Local 185 --------------------------- -------- 1. 0
Property Cratsmen, Local 44 ------------------------------- 29.0
Publilcty, Local 818 --------------------------------------- 16.0
Set Designers, Local 847 .-----------------------------------1 0
Screen Actors Guild --------------------------------------- 8. 0
Screen Extras Guild -------------------------------------- 90.0
Script Supervisors, Local 871 -------------------------------- 5. 0
Sound Technicians, Local 695 ----------------------------- 10, 0
Transportation, Local 399 ---------------------------------- 4, 0
Writers ------------------------------------------------ 45. 0

SBRVINO THE INDUSTRY

The finished product--a, movie-is merely the tip of the iceberg. It
is the visible result of concerted activity in numerous fields. When a
film is made, it is the result of products and services beyond the
obvious efforts of actors, producers, directors and studios.

Others involved, all employing large staffs, include: Film processing;
raw stock; storage; color processes; photo reproduction labs; film
storage vaults- stock shot film libraries; raw stock manufacturers;
producers of short subjects, newsreels, cartoons* record companies;
rental studios and production facilities; sound and recording services;
tape recording facilities; videotape to film transfer; camera sales,
rentals, repairs; lighting equipment; cutting rooms; film effects; music,
music libraries and music cutting; costumes and uniforms; animation;
properties and scenery; consultants; commercial jingles; ad agencies;
merchandisers; market research; photo studios; slides-telops; stop
watches; studio equipment; talent and literary agencies; and public
relations.

There are 55 buying and booking services.
The purpose of this presentation is to reemphasize to those responsi-

ble for making our laws the facets involved in motion picture legis-
lation and the adverse effects upon the economy as a whole that the
proposed legislation would cause.

In view of the foregoing I feel it would be inappropriate for the
Legislature to-make any changes regarding the tax laws regulating
motion picture industry.

STATEMENT OF JoN E. KASCH, VIcE PRESIDENT, STANDARD OIL
Co. (INDIANA)

TAX TREATMENT OF PROTOTYPE OIL SHALE DEVELOPMENTS

My name is John E. Kasch and I am a Vice President of Standard
Oil Company (Indiana). I have been associated with the company since

0
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1942. Today, I would like to share with you some of my company's
views on the role of constructive tax policies in the development of
prototype oil shale projects. I recognize that this Committee faces a
very busy schedule, and sincerely appreciate the opportunity you have
given me to talk with you briefly about this valuable source of domestic
energy.

Our company, along with the Gulf Oil Corporation, is a co-holder
Of one of the four oil shale leases issued in early 1974 under the Do-
partment of Interior Prototype Federal Oil Shale Leasing Program

pursuant to competitive bid . One of my overall responsibilities at
Standard of Indiana is the development of this new source of domestic
petroleum--shale oil. It is a tremendous challenge and one fraught
with economic, environmental and technical problems. From the
technical viewpoint, the technology for the recovery and upgrading
of raw oil shale into high-quality crude petroleum, while quite similar
to conventional petroleum refining technology, has never been demon-
strated on the scale necessary for commercial production. The equip-
ment is certain to be complex and very costly, particularly in the
pioneer stages of development. Environmental groups, rightfully, are
concerned about the impact of an oil shale industry on the Western
United States. To accommodate that concern, and under the terms
of the lease, we are carrying out intensive base-line environmental
studies and we believe that this development can be accomplished in
an environmentally acceptable manner.

The Federal, State and Local governments are interested and con-
concerned in many aspects of oil shale development. In fact, over 200
agencies of these government bodies have an expressed interest of
some type. Satisfying such a large group will be difficult and it is not
possible to predict the governmental regulations which may be im-
posed on our operation nor the costs and delays that may be incurred
in satisfying such regulations. Finally, from an economic viewpoint,
oil shale development is highly capital intensive, and developing even
a small commercial plant involves risking several hundred million
dollars of investment before any production comes on stream.

Our interest in oil shale stems from the belief thal the addition of
this vast petroleum resource to our domestic reserves can materially
assist in solving the nation's energy problems. Oil Shale in the United
States is a huge untapped natural resource. Its primary value is that
an oil virtually equivalent to crude petroleum can be obtained by a
complex process of mining, retorting and upgrading. Domestic crude
oil production is declining. Events have shown that imported oil is
not always readily available and very costly, both in terms of price
and lost U.S. tax revenues. Thus, there are both economic andna-
tional security incentives to expedite development of a U.S. oil shale
industry, which currently offers the best new opportunity we have to
displace oil imports over the next two decades.

The largest known deposit of oil shale in the world is the Green
River Basin of Colorado, Utah and Wyoming. The Department of
Interior estimates that about 600 billion barrels of oil are potentially
recoverable by processing techniques under development By con-
trast, this is approximately twice the proven reserves of the Middle
East and more than a 100-year supply of o'l for the U.S., at present
rates of consumption. Crude oil reserves in the U.S., totaling less than
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35 million barrels last December 31, as estimated by the American
Petroleum Institute, are equivalent to only about nine years supply.

These oil shale lands are largely owned by the U.S. Government.
To foster development, the Department of the Interior offered six
new leases of approximately eight square miles each in early 1974.
Four leases were awarded in open competition, with Standard of
Indiana and Gulf Oil Corporation successfully bidding just over
$210 million for the first lease in Colorado known as Tract C-a. This
outlay is, of course, just the beginning. Our present development
plans for this Prototype project are targeted on a 50,000 barrel per
day plant coming on stream in 1985 at an investment cost in excess
of $1 billion, with subsequent operating outlays estimated at $100
million per year. As a plant of this size is about the smallest that any-
one can envision yielding a break-even profit, I would imagine that theother participants in the Prototype Leasing Program are looking atcapial outlays of similar magnitude.

We are confident that oil shale can become a viable competitor in

the energy marketplace, although it will not start to play its role for
close to-another decade for several reasons. Pioneer engineering
projects employing massive scale-ups of research technology cannot be
obtained "off-the-shelf" but involve protracted design and construc-
tion phases.

Environmentally, we sincerely want our project to be a good neigh-
bor at both the community and national level, but I'm sure we all
realize that meeting the requirements of the various government
agencies and citizen groups involved will nece.s.arily slow the progress
of prototype shale developments. Finally, the huge investment re-
quired for a minimum commercial project would place a substantial
drain on the capital resources of even the largest participant in the
program. Any prudent businessman would proceed with dehberate cau-
tion when risn an investment of that magnitude on something
that quite literally has not been tried before.

Today I would like to focus on this problem of the economic risks
and financial obstacles to oil shale development, and suggest for your
consideration some ideas on tax treatment on pioneering -shale projects
that would expedite these risky ventures.

The economics of an oil shale project can be analyzed in the same
fashion as most any business decision, large or small. Ultimately, you
are asking three questions: how much willI get in the marketplace for
what I am selling, how much will it cost me to bring this product to
market, and how much time will elapui before I recover the funds I
have invested? These are obvious risks and uncertainties surrounding
each of these questions, especially so in the case of oil shale. The
world price of oil moved up sharply following the 1973 embargo, and
made synthetic fuels such as shale oil begin to look commercially
attractive. However, I think we all recognize that future world oil
prices are becoming increasingly uncertain and unpredictable. Mean-
while, the rapid inflation of 1974-75 hit particularly hard at the costs
of large engineering and construction projects; estimates of the costs
of constructing shale oil and other synthetic fuels facilities have dou-
bled over the last three years. Regrettably, our nation still faces these
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uncertainties and inflationary pressures, and their potential impact
on oil shale is magnified by the third factor I mentioned above, the
time lag between committing outlays and realizing revenue.

Although we hope to have one small unit of our plant operational
by 1979 or 1980, our most ambitious estimate is that the full scale
50,000 barrel per day prototype will not come on stream until 1985,
or eleven full years after we committed our funds to the lease. Through-
out this period, we will be investing more and more funds in the
project. These funds, I might add, could well be invested elsewhere in
commercial ventures of known technical feasibility that promise
faster and more certain payouts. Federal tax policy can assist in reduc-
ing the economic risk of pioneering oil shale efforts by taking a por-
tion of this huge, front-end cash commitment and effectively post-
poning it until theproject generates revenues.

I would ask this Committee to give serious consideration to allowing
immediate deductions from taxable income for oil shale lease acquisi-
tion outlays plus current and future investments; in depreciable assets
directly associated with development of the oil shale resources found
on such leases. I would also suggest that those investments in the above
category which would normally be eligible for the Investment Tax

- Credit retain such eligbility.
A tax incentive plan of this type is not a "loophole," allowing

permanent forgiveness or avoidance of taxes. It is in essence, a
program allowing taxpayers participating in the pioneering program
to develop a vital national resource the option of accelerating the
deduction of certain costs in the period before the project yeilds
operating revenues. Parenthetically, I should note that under current
tax laws, oil shale projects are inherently disadvantaged relative to
other capital intensive industries. Because of its unresolved technical
and commercial risk, a shale venture has none of the implicit borrow-
ing power of a project in an established industry like electric power or
petrochemicals. Consequently, the oil shale development must resort
almost entirely to costly equity financing.

By easing the heavy front-end cash outlays associated with the proj-
ect, immediate expensing partially corrects this tax bias and also im-
proves the economics of the project in a discounted cash flow sense.
Being able to write off a dollar today instead of ten years from today
will raise an 8 per cent discounted rate of return to 12.4 per cent,
assuming a 48 per cent tax rate. To alleviate any possible concerns
about the program leading to abuses, I would suggest it be limited to
investments made or committed by the end of 1986. Hopefully, such
a plan would attract additional new ventures into the oil shale indus-
try over and above those connected with the Department of the
Interior's Prototype Oil Shale Leasing Program.

I realize that several other government programs for reducing the
financial burdens and risks of initial oil shale investments have beer.
roosed, but they do not appear to be making much forward progress.
ast year the proposed energy Independence Authority made the

headlines for a few days but now suffers from a neglect that is scarcely
benign. In this session of Congress, Section 103 of-the ERDA funding



3882

bill was dropped and although legislation has been introduced to
reinstate some of the provisions contained in Section 103, its fate is
undetermined. I sincerely hope that this Committee will be able to
act favorably on the tax policies I have outlined and help to provide
a stable investment climate geared to aggressive development of
our nation's oil shale resources.



Deduction of Expenses Attributable to Business Use
of Homes, Rental of Vacation Homes, etc.
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S. RICHARD FINE,
Chicago, Ill., March 8, 1976.

Re: H.Ri 10612
STAFF DIRECTOR,
Senate Finance Committee,
Senate Office Building,
Washington, D.C.

'DEAR SIR: Although I am a practicing attorney I write this letter
on my own behalf and not on behalf of any client. I am the owner of
a condominium unit in a golf and tennis resort known as "Innisbrook"
located in Tarpon Sp*rings, Florida. My comments are directed ex-
clusively to section 601 of H.R. 10612 (The Tax Reform Bill of 1975)
which would add § 280 to the Internal Revenue Code.

I

Under three separate paragraphs of § 280 a determination is re-
quired as to the number of days during the year for which the dwelling
unit was "rented" at a fair rental. [Subsection (d)(1)(B); Subsection
(d)(2)(C); Subsection (e)(1)]. The meaning of the term "rented" is
unclear in the light of the "rental pool" concept by which a number
of -resort operations (including Innisbrook) function. The rental pool
concept permits Owner A, whose unit is available for rental but is not
actually rented, to share in the rents received by other owners whose
units are in fact rented and occupied. The proposed legislation should
make it clear that an unoccupied unit participating in a rental pool
is deemed to be rented (at a fair rental) on any day in which it is so
participating'. II

The two alternative tests established in subsection (d)(1) for
determining whether a taxpayer uses a dwelling unit as a residence
seem unnecessary since they merely succeed in establishing a minimum
test of 14 days and a maximum of 18. It is highly unlikely that a
significant amount of revenue would be lost if an 18 day test were
used exclusively. III

Moreover, it is submitted that a final determination of residential
use based on 18 days of personal occupancy is unduly restrictive.
Many persons who are owners of condominium units in Innisbrook
own two or more units. Their sole motivation in purchasing more than
one unit could only be based upon the prospect of economic profit..
The same profit prospect motivated many owners who purchasedt
only one unit. To penalize these persons who may personally occupy
their units for 19 days (or whose family or friends may do so) when
their unit is actually earning income for them (through the rental
pool) on the other 346 days appears unnecessarily harsh.

(883)
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In this connection it should be noted that the profit expectation
of many of these purchasers has not been disappointed. The type of
unit which I currently own was originally offered for sale in 1970
and 1971 at a price of less than $30,000.00. In 1974 1 paid in excess
of $50,000.00 for the same unit. The asking price for tis unit today
is still higher. This increase in price has occurred despite the fact that
during most of the years since 1970 each unit at Innisbrook has been
operated at a loss even if it participated in the rental pool during the
entire year.

Moreover, the suggested test under § 280(d) (1) should be contrasted
with the current Regulations under § 274 dealing with the question
of when a summer home is deemed to be an "entertainment facility."
Reg. § 274-2(e)(iii) provides that a taxpayer is deemed to have
established that his summer home is used primarily for the furtherance
of his trade or business if he establishes that more than 50% of the
total calendar days of use were days of business use.

Thus, if § 280 is enacted in its present form we could have the
anomalous stituation of two condominium units located side-by-side
at a resort. One is owned by a corporation and is legitimately used
by that corporation for business meetings on 183 days of the year
and is used by the president of the company for personal purposes
on the other 182 days. The second unit is owned by an individual
and is occupied by him for 21 days. The balance of the time it is
producing rental income or is at least actively held out as available
for rental purposes. The corporation is permitted under § 274 to deduct
50% of its expenses attributable to the unit while the individual
under § 280 would be limited to that amount of expenses that does
not exceed his rental income.

Alternatively, assume that the corporation referred to in the prior
paragraph is an electing small business corporation. Under §274
it would be entitled to deduct 50% of the expenses; under § 280 it
would be entitled to no deduction whatsoever [since none of the
exceptions under subsection (c) would be applicable]. Is. it intended
that § 280 override § 274?

Very truly yours, . RICHARDFINE.

TAXATION WITH RzPRzSENTATION: STATEMENT OF MARTIN A. GAGN,

PRoFrmsoR or ACCOUNTING, WIDENER COLLEGE

BUSINESS USX OF HOMES

BIOGRAPHICAL NOTE

Martin A. Gage, Professor of Accounting at Widener College
Chester, Pennsylvania, has taught Federal income taxation and
accounting at Widener and New York University for over twenty
years. He is a Certified Public Accountant of New York and Pennsyl-
vania and conducted an accounting and tax practice in New York
for many years.

He holds an MBA degree from New York University and is a mem-
ber of the American Institute of Certified Public Accountants, the
American Accounting Association, the New York State Society of



3837

Certified Public Accountants and the American Taxation-Association.
He is a former President of the Tax Society of New York University.

His tax articles have appeared in various publications including
the Journal of Taxation, Tax Notes and the Widener College Economic
Education Newsletter.

ADDUFSS AND TELEPHONE INFORMATION

Further information regarding the views expressed in this statement
can be obtained by writing to Dr. Martin A. Gage, Widener College,
Chester, Pa. 19013. He may also be reached by telephone at (215)
876-5551 (office) or (215) 565-4348 (home).
Bu*inees we of hmeo

I am in agreement with the general objectives of the proposed
legislation on the business use of homes. I am concerned, however,
with the contemplated rules concerning employees who perform some
of their work at home.

The Bill provides that the deductions is limited to the excess of
the gross income derived from the use of the home office over the
deductions attributable to such use. I have no quarrel with this pro-
vision as it applies to self-employed individuals. With respect to
employees, however, the question arises as to whether any of an
employee's gross income can be considered to be related to his home
office. Assume, for example, that a teacher, accountant, lawyer or
salesman is not provided with an office by his employer at certain
times of the day or night. To properly perform his job responsibilities,
he has to work at home. His salary is fixed and he receives no addi-
tional income because of his work at home. Is any of his salary con-
sidered to be applicable to the home office? My guess is that the inten.
tion of the House of Representatives, in passing the Bill, was to say
"no" to this question and to deny the deduction. Hopefully, I am
wrong. Assuming that the House had no such intention, the determina-
tion as to what portion of an employee's salary is due to work per-
formed at home would be dicult to determine and would, I believe,-
cause much conflict between taxpayers and the IRS.

The Bill also requires that the portion of the home office thrt is
used for work, be used exclusively for that purpose; and that such
use be for the convenience of the employer. I believe that an employee
who has met these requirements has clearly established the business
purpose of his office at home, and should not further be subjected
to the gross income test. I recommend, therefore, that the gross
income requirement with respect to employees be eliminated from
the Bill.
Rena of wwtion hme

Proposed Section 280 deals with (1) the business use of homes and
(2) the rental of vacation homes. Although some relationship between
the two items is evident, the differences between them seem to be
greater than the similarities. The result of interweaving in one section
the rules regarding both categories makes for a very complicated
and rather confusing exposition. Section 183 and related regulations
presently cover the rules on vacation home rentals. In the interest
of clarity and simplicity, I therefore suggest that those portions of



3838
proposed Section 280 related to vacation homes be removed from
that Section, and be treated as amendments to Section 183. Section
280 would then include only the rules on the business use of a dwelling.

MARRiOTT CORP.,
Washington, D.C., January 28, 1976.Hon. RUSSELL B. LONG,

CUhai'man, U.S. Senate,
Waa4ington, D.C.

DEAR SENATOR LONG: This letter is in reference to the proposed
income tax legislation (H.R. 10612) affecting the personal use of
vacation properties.

We wilIsummarize our proposal to modify the language (Title VI,
Section 601 B) limiting tax deductions if a taxpayer uses a vacation
home for the greater of two weeks or 5 percent of the actual business
use; but, we would like to suggest a meeting to supply you with an
in-depth presentation and any additional information you may
require.
, Marriott's Camelback Inn (a Mobil 5-Star resort hotel) is located'
in Scottsdale, Arizona, and has a record of outstanding year-round
occupancy of 83 percent which is one of the highest in the country. All'
the rooms and suites are sold as condominiums and the owners' usage
is limited to 28 days per year. When the owner elects to stay at the'
Inn, he or she pays a daily service charge which covers the direct
c.9sts of using the unit. Obviously, the owner pays for any incidentals
such as food, beverages, etc., just like all other guests. The 6on-
dominium owners become members of a limited partnership, of which
Marriott Corporation is the general partner, and participate jointly in
the profits of a rental pool. We are enclosing the Camelback Inn S..C.,
prospectus for your further reference. -
- We have analyzed the lost income the Hotel has had as a result of
owners using their units-that is, the amount of room revenue which
*ould have been generated had there been an available room to rent
to the public when condominium owners were staying at the Inn-'and
find the amount diminutive:

Lost ActualYerending july revenue room sales Percent

1974 ....................................................... $6800 $3,867,400 0.llofipercm nt.
....................................................... 9,100 4, 355, 900 0.21 of pecet.

Based on our original research, we designed our program to limit
owners' usage to 28 days because we did not want the profits of the
Hotel to decline. Now, after two years of good experience, we can dem-
onstrate that owners' usage has had a very negligible effect on gross
sales. Therefore, tax revenue from the Inn has not diminished as a
result of partners taking vacation days.

As a matter of fact, for the owners who use their units, we have
found their vacation time is so varied over the year that the owners'
usage is a benefit to the Hotel because they generate income which
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otherwise would not be present. The condominium owners are bringing
more business into the Hotel. (Conventions, meetings, etc.)

The Camelback condonimium sales started in December, 1972, and
to date we have sold 373 of the 407 project total. Of the total, half
were constructed during the program. it is the Camelback Inn partners
who have provided the funds necessary to expand operation of the Inn
for the construction of the 207 new units which have been built since
the inception of the condominium plan. This type of sales program
($22,000,000 sales and $2,000,000 in tax dollars paid by the developer)
is an example of what is badly needed for the economy and has been
created by the partners purchasing units.

In view of the above, we conclude that a hotel-type condominimu
rental pool like Camelback should be permitted to operate under the
28-day rule.

We believe that the abuse which may exist in certain condominium
projects does not exist in a hotel rental pool condomimiun such as
we have designed and implemented at Camelback Inn.

We sincerely believe that the legislation as now proposed should not
be designed so as to reduce the condominium owners' usage from the
limitation that we have set of 28 days to that in the proposed legisla-
tion of 14 days.

We also realize that this particular item is a small item in a major
tax reform package. As a result, it may be difficult to have the proper
focus placed upon it. It is, however, not only important to individual
condominium owners, but also to the Marriott Corporation. We are
in the process of planning the development of a number of other resorts
which would utilize this unique concept and these projects could
easily exceed $100 million within the next few years. Unfortunately,
the present language may shelve these projects and others which the
industry might develop.

We would appreciate your consideration in this matter and we would
suggest two alternative wordings which would improve the proposed
legislation:1. Change the 5 percent or 14-day limitation to 10 percent or 28
days.

2. Exempt mandatory hotel rental pool condominiums where a
maximum of 28-day personal use limitation applies.

We will look forward to the opportunity of meeting with you and
your staff.

Very truly yours,
\ FRED BOULINEAU.

69-516-76-pt. 8---26
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NATIONAL Fis~ninS INSTMTtT.I INC..
Washington, D.C., April 23,1976.

Hon. Russu. B. LoNG,
Chairman, Senate Finance Committee,
Washington, D.C..

DrsA SmNAToR LoNo: The National Fisheries Institute would like
to submit comments for the record on H.R.10216, the Tax Reform Act
of 1975. Specifically, the institute would like to express its concern
with regard to a provision contained in title XI of the bill, which
would exclude agricultural products and commodities, including fish,
which are not surplus commodities or products from coverage under
the DISC provisions of the Internal Revenue Code. ' i

The eventual enactment of this language into law would have a
damaging impact upon the domestic fishing industry. At this time,
it is not likely that any domestic fish species would be surplus products
as defined in the House bill. As a result, the companies in the industry
which have been developing a valuable export trade would be severely
restricted.

This legislation is being considered at a time when the enactment
of the Fishery Conservation and Management Act of 1976 will provide
the American fishing industry with expanded opportunities for the
export of excess fish stocks. It would appear to be contradictory to
enact other legislation which would restrict the development of this
export trade. In addition to being an. effective vehicle for capital
formation, it will also permit the industry to increase employment
opportunities within the United States through the expansion of its
export potential.

Examples of the effective utilization of the DISC provisions by the
fishing industry has been received by the institute. One of our member
companies has increased its total export sales by 12 percent since the
initial enactment of the DISC provision. Other companies have pro-
vided the institute with similar information regarding their utiliza-
tion of DISC to obtain necessary capital and to increase their export
sales.

In light of this development, it would seem appropriate for the
Congress to retain the present DISC provisions.

Sincerely,
GurAvE FmnSTscmir,

Director, Government Relation.
(3848)
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STATEMENT Or JOHN MOHAY, ExzcUrIVE VIcE PUMT, NATIoNAL
INDEPENDENT MEAT PACKERS ASSOCIATION

DISC

The National Independent Meat Packers Association (NIMPA)
is particularly concerned with title XI, containing amendments affect-
ing the present DISC program of the so-called tax reform bill (H.R.
10612) which discriminates against the beef-growing and beef-pack-
ing industry of the United States.

NIMPA originated in 1942 as a trade association and piresently
represents over 300 meatpackers and processors in the United States.
Our membership consists entirely of plants engaged primarily in the
meat business; that is, the slaughtering and processing of meat andmeat products. In this regard, NIMPA represents approximately 65percent of the beef-packing industry. Consequently, the proposed
retroactive, discriminatory termination of DISC benefits to agricul-
tural products is of concern to our members.

DIS PROVISIONS OF H.R. 10612

The House bill affects DISC benefits in two ways:
1. The bill eliminates DISC benefits for certain industries, or por-tions thereof, from any further benefit after October 2,1975. Generally,

it disqualifies agricultural products including beef exports and mili-tary equipment from further DISC treatment after that date. How-ever, certain agricultural products held to be in excess supply under
the marketing quota program of the Agricultural Adjustment Act
continue to qualif..

2. The House bill restricts benefits for companies of taxable incomein excess of $100,000 to income on gross sales during a moving baseperiod-the previously recommended House position of 1971, the so-
called "Incremental Method" approach.

Without burdening the record unduly since the House positionon DISC has been totally analyzed by the testimony before your com-
mittee and generally been rejected, NIMPA feels that the discrimina-tory treatment of agricultural products and the inequitable retroactivetreatment to sales after the arbitrary date of October 2, 1975, is 0-b-viously not acceptable and cannot be defended. Further, the suggestedincremental approach brings with it a highly complicated and almostunworkable method to the DISC program necessary for qualificationas well as provides an unfair advantage to companies who have notpreviously established DISC companies. The incremental approachimposes a so-called base Period upon which a company's eligible ex-ports qualify for DISC benefits. Thus, if a company estarlishes a
DISC in 190 6 it does not have a base period until 1981 and all itsexports qualifV for DISC; thereby achieving an unfair advantage overcompanies with existing DISC'S who are limited to an excess overaverage sales. This factor alone should be sufficient for the Finance
Committee to once again reject the House incremental approach
proposal.
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REASONS WHr DISO PROGRAM SHOULD BE CONUXUD

Further reasons exist to continue DISC over and beyond the fact
that the proposed House DISC revisions are impractical. First is
the fact that the DISC program is working and that the committee
from its hearing record -as ample support to reach this conclusion.
The recent testimony of Secretary Simon, of the TreasuryDepartment.
should eliminate any of.the doubts and the continuing arguments
that the DISC program is a mere "giveaway," that it somehow pro-
vides something for nothing. In submitting the 1974 afinual report of
the Treasury Department on the operation and effect of DISC, he
pointed out that U.S. exerts had been increased by $4.6 billion last
year as a direct result of DISO thereby creating an estimated 230 000,
jobs in the export sector., While these estimates are obviously dependent
upon a number of assumptions, they are indicative of the real impact
that DISC has in providing incentive to our export program and ]obs.
here on the domestic scene. Further, the testimony of Congressman
Karth of Minnesota before the committee on March 29, 1976, supports
Secretary Simon's comments and report. Congressman Karth who
offered the House provision has now taken a somewhat different view
of his creation. AIter a timely and important visit to the GATT ne-
gotiations in Geneva, he advised the committee that DISC was working
and that only "as a very minimum" should the committee adopt the
House-passed modification.

Beef products should continue to be afforded the same treatment as
other products especially manufactured goods under the DISC pro-
gram. There is no conceivable justification for the discriminatory
treatment proposed by the House in eliminating on a retroactive basis
DISC benefits for beef and beef products while retaining these bene-
fits for manufactured -os and certain agricultural exports. Apply-
ing the reasoning of the Ways and Means Committee results in the
same conclusion. The presumed reason for retaining benefits for certain
agricultural products such as tobacco, rice, and peanuts was that these
products were obviously in excess supply and would, therefore, not
have an adverse effect on domestic prices by their export.

Applying then this "touch stone" to beef products, many of which
are in excess supply in the United States, it would be reasonable to
conclude that they would be equally afforded continued DISC bene-
fits. However, this is not the case and obviously should be correced.

Another important aspect is increased commercial sales of domestic
agricultural commodities, including beef products, has produced a
surplus rather than a deficit in our balance of trade. For example, in
1975 the United States exported approximately $22 billion of agricul-
tural commodities and imported approximately $12 billion resulting
in a net surplus of agriculture trade of about'$10 billion.

NIMPA hopes the committee will keep in mind the trade negotia-
tions presently underway and suggests that any change should only
be made which results in our obtaining effective international agree-
ments with compensating actions by foreign trading' partners; es e.
Piailv since these trading partners have attacked DISC as a violation
bv the .nited States of agreements under the GATT treaty. It is
imperative to remember that our DISC program provides much less
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benefit to U.S. exports than the practices other countries engage in
to afford their exporters an advantageous position.

Finally, we suggest that the committee seriously consider continu-
ing a program that works. It is difficult to understand the House action
and its temerity toward a program initiated to have an impact on ex-
ports and provide incentives to U.S. firms. Then when this objective
is achieved with exports increased and U.S. firms taking advantage
of the incentive offered resulting, of course, in a reduction in their
tax liability-but on a deferred basis only-the committee acts to
stymie and take away the very benefit they provided. The same typ
of start and stop attitude was applied to another tax incentive, the
investment tax credit, with disastrous results. Beef exporters, as well
as other U.S. firms are entitled to rely upon DISC and other tax in-
centives as permanent parts of the tax law, and, thus, be able to base
their corporate planning and sales in a highly competitive area on a
continuation of such benefits. An on-again-ol-again atmosphere cre-
ates much uncertainty and will have obvious adverse effects on ex-
porting firms.

RECOMMENDATIONS

In view of the foregoing NIMPA respectfully recommends to the
meml)ers of the Committee on Finance that they completely reject
the House provisions affecting the present DISC program and elimi-
nate entirely from the bill title XI. In adopting this recommendation,
the committee will continue a highly important program as well as
reassert the correctness of its prior position when it considered a
similar House suggestion in 1971 when the original DISC legislation
was developed.

The Finance Committee made the right decision then, which the
Congress adopted, and hopefully the committee will make the right
decision once more.

We hope our comments will assist the committee in its markup de-
liberations on H.R. 10612 and would appreciate your making this
statement a part of your hearing record.

STATEMENT BY Trn AMERICAN MEAT INSTITUTE

DISO

The American Meat Institute is the national trade and educational
association of the meat packing and meat processing industry. The
institute appreciates and thanks the committee for the opportunity
to present a statement, in opposition to section 1101, H.R. 10612, the
Tax Reform Act of 1975. amending Internal Revenue Code provisions
relatiifp to taxation of Domestic International Sales Corporations.

The Revenue Act of 1971 created a program of tax deferral on in-
come derived from exports through the operation of Domestic Inter-
national Sales Corporations. The DISC system was adopted to (1)
stimulate reversal in the declining trend of U.S. share of the world's
export markets, (2) help achieve long-term trade balance in light of
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growing U.S. imports of foreign-produced commodities, and (3.) pro-
vide an alternative to those U.S. firms which found it necessary to in-
vest in foreign-based plants and equipment in order to effectively com-
pete in many world markets. A Treasury Department report con-
cludes that $2.56 billion of export increases in 1972, the first year of
effective operation of DISC, were directly attributable to the DISC
export incentive. Based on these figures, Treasury estimates that about
$5.2 billion in additional exports resulted from DISC in 1975, adding
between $10 and $15 billion to the gross national product and gener-
ating as many as 900,000 jobs.

Section 993 (c) (1)(A) of the Internal Revenue Code, in defining
"export property" qualifying for DISC treatment, specifically in-
cludes property manufactured, produced, grown or extracted in the
United States. Three separate provisions of present law detail situa-
tions in which agricultural products would not qualify: Section 993
(a) (2) (B) provides that exports "accomplished by a subsidy granted
by the United States or any instrumentality thereof" do not qualify
for DISC benefits; section 993(c) (2) (D) excludes from export prop-
erty "products- the export of which is prohibited or curtailed under
section 4(b) of the Export Administration Act of 1969 to effectuate
the policy set forth in paragraph (2) (A) of section 3 of such act-
relating to the protection of the domestic economy"; and, section 993
(c) (3) provides the President with the authority to exclude property
in short supply from the DISC program. This final provision, while
it has never been applied, remains available to deal with shortage
situations.

Section 1101 of H.R. 10612, the Tax Reform Act of 1975, passed by
the House of Representatives on December 4, 1975, eliminates Domes-
tic International Sales Corporation benefits generally for agricultural
aid horticultural commodities and products. Because of the high level
of foreign demand for American agricultural products, the House
Ways and Means Committee report on the -bill (H. Rept. 94-658)
states, export incentives are not needed. Agricultural and horticultural
commodities and products within the meaning of the bill include all
products or commodities which are grown or raised, the bill specif-
ically placing in-these categories livestock, timber, poultry, fish and
fur-beiaring animals. The only exception to the elimination of DISC
benefits for agricultural products applies to those commodities con-
sidered to be in surplus supply. Absent repeal of the Agricultural
Adjustment Act of 1938 (7 U.S.C. 1281, et seq.), only those roducts
with respect to which a marketing quota has been instituteX will be
considered in surplus supply. In recent years just four commodities
have been subject to marketing quotas-Lrice, tobacco, peanuts, and
extra-long-staple cotton. Therefore, if enacted, section 1101 would
limit DISC benefits to these four crops.

Agricultural commodities account for a significant portion of U.S.
export trade. In 1975, agricultural exports were valued at $21,894
million, or about 20 percent of trtal U.S. foreign trade- in 1974, the
figure was $21,999 million, about 22 percent of the total. Sizable ex-
ports of agricultural commodities play an important role in offsetting
rising U.S. imports of foreign-source raw materials and holding down
or avoiding a deficit in the balance of trade.
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As one of the largest sources of U.S. exports and a major contribu-
tor to the U.S. balance of payments, agriculture should be encouraged
to maintain and expand its share of world markets. DISC incentives
have played an important role in building these markets by making
American products more competitive with those of government-sub-sidized producers in other countries and b ng a partial hedge
against the risks inherent in export trade. To say that incentives are
no longer needed because of the high level of foreign demand is-to
ignore the fact that American agriculture is tremendously diverse and
in need of outlets for a wide variety of products.

Animals and animal products rank fourth-behind wheat, feed
grains, and soybeans--among agricultural commodity groupings in
value of exports. Exports of animals and animal products have al-
most doubled in dollar value since 1971. The meat-export market prin-
cipally absorbs animal byproducts in low domestic demand. As shown
in the attached table, hides, greases, and tallow, and so-called variety
meats or offals--livers, kidneys, hearts, tripe, tongues, lips, and so
forth, account for up to 85 percent of exports of meat and animal
products. The meat industry depends heavily on foreign markets for
these commodities. For example, the U.S. exports over 50 percent of
its domestic production of hides, amounting to almost 30 million skins
in 1975, and nearly 40 percent of inedible tallow and grease produc-
tion, over 2 billion pounds in 1975. These exportable items, including
hides and tallow, represent about one-third of the live weight of the
animal. By providing outlets for otherwise unusable or unwanted by-
products of the meat processing idustry and promoting more efficient
tse of the whole animal, export markets reflect favorably back through
the meat producing chain, permitting a better overall return to cattle
producers and effectively lowering the price of meat to consumers.

Simplistic notions concerning the effects of higher demand levels
for particular commodities on domestic food prices should not be per-
mitted to serve as justification for elimination of a tax incentive pro-
gram that has contributed to increased marketing efficiency in a major
sector of the agricultural economy. The present -statute, in section 993
(c) (3), already provides effective means for removing items in short
supply from the DTSC program. If it is felt that these statutory re-
strictions are insufficient to guard against creating unnecessary do-
mestic shortages, section 993 (c) (2) -relating to property excluded
from export property-might be extended to exclude "agricultural
and horticultural commnodities except for products which are in surplus
supply as determined by the Secretary of Agriculture." In this way,
domestic shortages could be avoided while at the same time insuring
DISC benefits to certain commodities---such as hides, variety meats,
and other byproducts of the meat processing industry-which, be-
cause of low domestic requirements, are dependent upon foreign
markets.

The American Meat Institute opposes the. general curtailment of the
DISC program envisioned by section 1101 of M.R. 10612. The institute
urges the Senate Finance Committee to place no further restrictions
on a tax incentive system that, bv promoting export of surplus agri-
cultural commodities, has provided economic benefits and jobs to the
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domestic economy, while alleviating world food shortages, reducing
the cost of U.S. Government subsidies, and lowering the price of agn-
cultural products to American consumers.

LIVESTOCK, MEAT, AND MEAT PRODUCTS VALUE OF U.S. EXPORTS AVERAGE 1967-71, ANNUAL 1970-75

tin minions of doWar)

Annual
Average

Commodity 1967-71 1970 1971 1972 1973 1974 1975

tive animals ......................... 3.6 40.5 46.1 66.8 167.1 154.1 '112.9
................................ 67.3 61.3 71.9 110.3 225.3 152.6 2618

By-products:
Tallow, prease and lard------199.9 244.1 266.0 207.3 330. 510.4 35. 4

Vvst mb............. 643 &5 7L. S 6 12& 113.1 I
Casin ...................... 9.1 13.1 17.5 17. 2

Hides and s...............185.6 187.0 198.7 354.1 473.5 461.7 406.0
or mcelous ............... 21.1 23.8 26.1 V . j
Totalby-productsI .............. 489.3 545.4 587.9 706.2 1032.4 1,269.8 1,010.5
Gadota .................... 589.1 647.2 706.1 883.2 1 ,424.7 1,576.5 1,302.2

a Prlimimry,
I May not ad due to rounding.
Source: USDA, Foreign Agricultural Service, FLM MT March 1976.

STATEMENT OF HARVEY W. MAUTH, PRESMEzT, AMERICAN SEED TRADE
ASsOcIATIoN

My name is Harvey W. Mauth. I am the president of the Rogers
Brothers Seed Co., of Idaho Falls, Idaho. I am submitting this state-
ment as president of the American Seed Trade Association-ASTA.

SUMM1ARY OF ASTA POSITION

The position of ASTA with respect to changes in the Internal Reve-
nue Code as it relates to domestic international sales corporations-
DISC's-proposed by the House of Representatives in its bill, H.R.
10612, is as follows:

1. Agriculture, and the seed industry in particular, needs the tax
defeiral now provided by the DISC provisions of the Internal Revenue
Code if seed exported from the United States is to compete effectively
in foreign markets.

2. The incremental approach to limiting DISC benefits is not work-
able for exporters of sed and many other agricultural products and
it is the opinion of ASTA that DISC benefits should be expanded
instead of being reduced.

3. Producerloans will not be a successful means by which exporters
of agricultural products will be able to continue to defer previously
earned DISC profits.

ASTA AND TIlE SEED INDUSTRY

ASTA is a trade association of more than 500 firms engaged in the
processing and distribution of all kinds of seeds for planting. During
1975 approximately $113 million of seed was exported from the United
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States. Many of ASTA's member firms involved in exporting seed do
so through DISC corporations.

Although some firms in the seed trade produce their own seed, most
companies enter into contracts for seed production with independent
farmers throughout the United States. Ti e total seed production con-
tracted by each such company is based on its estimate of its share of
the domestic and foreign market for seed one or more years in the
future. Seed, being a special purpose cash crop, allows farmers to
diversify their production and to produce a special purpose crop
destined for domestic and foreign markets.

Once the seed is produced by the farmer, it is cleaned, tested, treated,
graded, bagged and sold by companies in the seed trade. In order to
perform these functions, seed companies invest a significant amount
of capital into specialized equipment and processing facilities. Such
plants are usually located in the rural areas where the seed is being
produced. The construction and staffing of these plants means addi-
tional employment opportunities for those living in rural areas near
such facilities. The vast distribution network necessary to move a sub-
stantial volume of seed to many markets in time for planting creates
numerous additional jobs in the transportation and storage industries.

As the world population increases, so does the need for food. Foreign
countries are attempting to meet this need by placing more land into
agricultural production. They are also attempting to improve the
yields from land now in production through the use of modern tech-
nology and improved seed varieties. This developing market presents
the seed industry with exciting growth potential.-Because the climate
in the United States is so diverse, seed adaptable to virtually every
foreign market can be produced here. If the economic climate of the
United States allows the seed industry to remain competitive with
foreign seed producers, the U.S. seed trade will make significant con-
tributions to the future U.S. balance of trade and will create many
export related jobs.

Even though the industry anticipates an expanding foreign demand
for seed, it is not as certain that seed produced in the United States
will retain its competitive position in the market. This scepticism is
due to the increased competition the U.S. seed trade is experiencing
from foreign produced seed. Seed produced in or near the market for
which it is intended enjoys the obvious competitive advantages of
"(1) reduced freight cost and delivery time, (2) possible elimination
of import and export permits, tariffs and phytosanitary restrictions
(3) and lower cost of production due to lower wage levels.

Significant amounts of government aid and protection to seed pro-
ducers in foreign countries pose a substantial additional threat to the
ability of seed produced in the United States to remain competitive
with foreign produced seed. For instance, the European Economic
Community (EEC) fosters and protects by:

1. Direct subsidies to seed pr6ducers-A recent study indicated that
subsidies paid to gras seed producers within the EEO eountrie6 were
in the range of 50 percent of the price paid to growers of similar seel
in the State of Oregon. This means the seed-producer in an EEC
cquntry can sell his seed for one-half the price of the Oregon farmer
and enjoy the same gross revenue. This artificially low priced seed is
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then allowed to compete advantageously in non-EEC foreign markets
against seed produced in the United States.

2. EEC reference prices-The EECestablishes a minimum price at
which certain seed may be sold in EEC countries. This protects its seed
producers from competition from imported seed.

8. EEC compulsory certification--The EEC requires mot varieties
of seed be produced under certification programs before they are
eligible to be imported into EEC countries. When the variety is not
normally produced under such certification programs in the United
States, this additional requirement increases the cost of producing
the seed and results in it being less competitive with seeds produced
in the foreign countries.

4. Restrictive variety lists-The EEC has official variety lists and
only seed varieties on the list are approved for marketing within the
EEC. Becoming an a proved variety is a long, complex and expensive
procedure definitely favoring EEC bred varieties.

The presence of such extensive Government assistance and competi-
tive advantages provide significant incentives to companies to transfer
the production of seed destined to foreign markets from the United
States to foreign countries. Some members of ASTA have already
been forced, by competition from foreign produced seed, to commence
producing and processing seed in foreign c6untries. As a result capital
investment, employment opportunities, and export profits which other-
wise would have benefited the economy of the United States were not
realized.

D[SC AND TUE RED INDUSTRY

Although there exists many competitive advantages to foreign seed
production, ASTA believes most of its members Ivould prefer-to pro-
duce the seed needed for foreign markets within the United States if
it remains economically feasible to do so. The DISC provisions of the
Internal Revenue Code are regarded by many members of ASTA as an
important consideration in evaluating their relative competitive posi-
tion in the foreign marketplace. The source of financing provided by
DISC during periods of high interest rates and tight money is an
important benefit to companies and is not regarded lightly by those
involved in the seed trade who must, due to the highly seasonal nature
of our business, finance large volumes of inventory for extended
periods during the year.

DISCUSSION_

1. DISCe' have inarea,8ed US. eporte, including seed exported
U.S. Treasury figures make it clear that DISC has provided a sub-

stantial stimulus to U.S. exports. Secretary Simon has estimated that
the increase in 1975 exports on account of DISC would be in the range
of $4 to $6 billion.

We understand that you will hear from other witnesses as to the
effect of DISC on agricultural exports in general. My statement is
addressed only to seed exports. It is clear that there has been a sig-
nificant stimulus to seed exports since the effectuation of the DISC



3852

legislation in 1972. Thus, the quantity and value of total U.S. seed ex-
ports since 1971 has been as follows:

Year (June 30) (ousands)

1971-72 ........................................................................ N3,145 2 11
1972-3.............................................................. 29k4I1IS 75,963
1973-74....................................................... .... 303n0 10580we1974-75 ................................................................... 021930 :113116
6 mo to Dec. 31, 1975 (annuaized) ................................................ 0225, 258 '35 ,072

The figures 10ven for 1974-75 and 1975-76 exclude certain exports to Mexico and Canada, figures for whkh were nlo
avadle it the Ume of preparaton.

We know that a substantial number of the companies substantially
engaged in seed exporting have formed DISC's and we understand
that others are actively considering forming DISC's if agricultural
exports remain eligible for DISC status.
2. Seed and other -agricultural exported 8houd remain eligible for

- DISC incentives
It has been suggested that DISC is not necessary to provide an in-

centive to agricultural exports because farmers plant and grow all
the crops they can, and the channels of agricultural marketing and
distribution take care of the export of whatever is left after meeting
domestic demand.

As a general matter, this seems to us a greatly oversimplified ap-
proach. It does not make sense to assume that DISC incentives will
work only for manufactured goods. Moreover, agricultural exports
are one of the United States' largest export categories, and make a
major contribution4to the U.S. balance of payments. Some have sug-
gested that in the future, we will rely even more heavily on agricultural
exports as a source of national income and influence. The Congress
should consider carefully whether it makes sense to pull the economic
props out from under this key flow of products and export earnings
at a time when we are so heavily dependent on them, and may become
more dependent.

In any case, whatever the validity of this argument for other types
of agricultural products, it clearly is not valid for seed exports. Seed
companies are under no compulsion to plant any particular amount of
seed. Since export distribution is in the same hands as decisions on
planting, companies are not likely to plant more seeds than they expect
to need.

Specifically, a seed company is free to grqw in multiple locations
and, in particular, is free to arrange for the local growing in foreign
countries of seed to be sold in such countries. Thus, if it is American
public policy to encourage the export of seed grown in America, rather
than local production in the country of destination, it is necessary td
provide economic incentives to do so, to overcome the relatively higher
'1.S. cost of production and higher shipping costs.

American companies are, in fact, already substantially engaged in
the foreign growing of seed for export.

In terms of seed exports, we have no doubt that the loss of DISC
eligibility would result directly in an increase in the foreign growing
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of seed by American companies, instead of wing it in this country.
This is not a result of any lack of concern by U.S. companies for the
American balance of payments and local employment of U.S. workers,
but simply the result of economic forces. Foreign labor costs tend to
be less, and the cost of transportation and storage is less.
3. DI86# increase long-term tax revenues

It is generally accepted that after the initial revenue loss-which is
now a matter of history-the DISC system has increased U.S. tax
revenues. Thus, we are at a loss to understand why Congress is seri-
ously considering the curtailment of the DISC system. While this
might produce a temporary short-term revenue increase, it is clear
that the long-term effect would be a substantial tax loss.
4. DISC incentives sould be inoreased to i00 percent deferral

WVe believe that an increase from 50 percent to 100 percent in the
percentage of export earnings on which the tax is deferred would pro-
Vide a subtantial further increased incentive for U.S. production and
exports. It would provide a net long-term increase in U. S.tax revenues,
just as has resulted from the existing DISC incentives, through further
increases in U.S. jobs and capital investment.
5. The base-period concept is unworkable for agrictltural exports

Finally, the base-period concept, in addition to being a step in the
wrong direction, simply is unworkable as an incentive to agricultural
exports, and particularly seed exports. In contrast to the export prices
of manufactured goods, the prices of seed exports fluctuate so greatly
from year to year that a company could easily achieve a substantial in-
crease in the physical volume of exports in a given year and yet enjoy
no tax deferral under DISC, because through no fault of the company,
the current selling price resulted in lower dollar sales than during the
base period.

Thus, even on an industrywide basis, considering all varieties of
exported seeds, there are large annual price fluctuations. For the-years
since 1971, the percentage changes in average price per pound of seed
over the preceding year were as follows:

Percnt
,. Ohange

1972-73 --------------------------------------------------------- 13
1973-74 ------------------------------------------------------- +34
1974-75 -------------------------------------------------------- +41
1975-76 (6 mo.) ----------------------------------------- + 1

These overall figures, however, conceal some much sharper price
fluctuations for individual varieties. Since seed companies ordinarily
specialize by type of seed handled, these fluctuations would distort any
base period sytem for seed export DISC's. For forage-(grass)-
seeds, corn and sorghum, for example, the annual price fluctuations
for the same years were as follows--overall export price/weight ratio
compared with preceding year:

Pcent change
Forage Corn Sorghum

072-73............................................... + -46 0
1973-74 ................... ........................... +53 +35 +I
1974-75 .......................................................... +9 +26 +35
1975-76 (6 mo.) .................................................. -23 +44 -24
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In the absence of an assured incentive offering tax deferral regard-
less of price fluctuations, theme is no special reason to make an effort to
achieve a sales increase. Obviously, if there is no such effort., and sales
remain at the same physical volume, there will be a net dollar drop in
export values. Thus, DISC incentives are essential to maintain export
levels even though in a given year there may be no dollar increase in
export values.

Moreover, these price fluctations tend to have the same distorting
effect on the base period, although in lesser degree because a 3-year
average is used.

We would suggest that the temporary revenue benefit of the intro-
duction of the base period system will be much more than offset in
the long run by the loss of revenue resulting indirectly from export in-
creases that would otherwise take place. This will be an inevitable re-
sult, due to the substantially reduced level of DISC incentives, even
in those industries in which price fluctuations are less significant. For
agricultural exports, and particularly seed exports, the base-period
concept would not only lessen export incentives, but would substan-
tially eliminate them.

Moreover, with respect to all industries, the base-period concept
represents a substantial increase in tax law complexity at a time when
every policy consideration demands reduced complexity in the tax
laws.
6. The DISC "recapture" provisiona are inequitable

As we understand the bill, if agricultural exports are excluded from
DISC eligibility, this will not only preclude the deferral of any tax on
income from future agricultural exports. It will also trigger a taxon all past deferrals. Even though spread over a period of years. we
are advised that this "recapture" will require the total tax to be set up
on a taxpayer's balance sheet as a deferred. tax liability, with result-
ing adverse consequences to the company's credit standing.

While such recapture may be fair when a company voluntarily
ceases to export, it seems highly unfair when a company continues to
export as in the past. It amounts to a penalty based on an activity
that was previously the subject of official encouragement.

At a minimum, we believe, if Congress in its wisdom determines to
remove DISC incentive for future agricultural exports, it should not
go so far as to tax previously deferred earnings on past agricultural
exports. Rather, it should permit continued tax deferral on these past
exports for so long as the taxpayer continues to have export sales of a
kind and volume which would not cause such recapture had the law
not been amended;

VECOMMM NATIONS OF ArA

It is the position of ASTA that H.R. 10612 should not be allowed to
become law and that its provisions excluding agricultural products, in
particular seeds, from the benefits of DISC are not justified and will
result in significant losses in United States exports, related capital in-
vestment and employment opportunities. ASTA strongly urges that
the present DISC provisions be retained for agriculture and/or the
U.S. seed industry and if possible be expanded to provide for tax de-
ferral on a greater percentage of the profits derived from export sales.
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STATE MENT OF ROBERT C. WAHLErT, PRSDNT, DuBuQUE
PACKING Co.

Mr. Chairman and members of the committee, I am Robert C.Wah-
lert, president and chairman of the board of directors of Dubuque
Packing Co. of Dubuque, Iowa.

This statement is made to emphasize to the committee and Congress
the importance of DISC provisions to agriculture in the United
States I hope to illustrate the importance of DISC to the farmers,
ranchers, and feeders who produce livestock and to meatpackers such
as our company which slaughters, processes, and sells meats and nu-
merous meat byproducts.

Our company has been in business over 40 years, we have 9 plants in
the United States and slaughter in excess of 3 million head of live-
stock a year consisting of pork, beef, veal, and lamb.The price that we are atle to pay the farmer, feeder, or rancher for
his livestock is directly determined by our ability to seIl not only that
portion of the animal that appears in the stores as meat but also such
tongues, surplus livers, casing, gelatin, and certain glands which are
items as kidnleys, sweetbreads, hides, lard tallow and inedible grease,
utilized in pharmaceutical production.

The enumerated items have limited market appal in the United
States or are surplus to domestic needs or the U.S. palate and must
compete in the world market if they are to be utilized to meet both
maximum human nutrition needs and for maximum economic return.

We don't have to point out the importance of exports to a favorable
balance of trade. These items are perfect sources for generating this
surpus.

Our company began using the DISC program in December of 1974.
As a direct result we have been able to expand our sales into new
foreign markets. he DISC has helped us overcome foreign tariff
barriers.

Our most recent available figures show our foreign sales for the
irst 2 months of 1978 were 27 percent higher than the corresponding

period in 1975-the first 2 months in which we had the DISC incentive
and our startup period for expanding exports

DISC has helped us compete in the world market, has benefited our
expanding 4,500 employee labor force, and has clearly helped us cush-
ion the blow to U.S. livestock producers who are suffering economic
losses due to surplus livestock production.

STATEMENT OF THE LEAF TOBACCO EXPORTS AssOCIATION, PRX-
SZNTID DY HUGH C. KI0EB, EXECUTIVE VIcZ PRESIDENT, DOMESTho
INTERNATIONAL SALZS CORPORATION

I. INTRODUCTION

I am Hugh C. Kiger, Executive Vice President of the Leaf Tobacco
Exporters Association. The Association is a voluntary organization of
forty-seven (47) leaf tobacco exporters with headquarters in Raleigh,
North Carolina. Attached to our written statement as Appendix A is

6-516--76-pt. 8-27
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a list of the members. Appendix B is a copy of a letter to this Associa-
tion from Mr. Joseph R. Williams, President of Tobacco Associates,
Inc. Appendix C is a copy of a letter from Mr. Frank B. Snodgrass,
Vice President and Managing Director of the Burley and Dark Leaf
Tobacco Export Association.

I. SUMMARY OF TESTIMONY

The Leaf Tobacco Exporters Association advocates retention of
the DISC provisions in the Internal Revenue Code (sections 991-997).
We feel that the present House provisions (H.R. 10612)-relative to
DISC unnecessarily limits benefits. The DISC provisions are a real
incentive to the exportation of leaf tobacco. '1he United States pro-
duces substantially more leaf tobacco than it consumes. The com-
petition for the foreign markets is keen, with foreign governments
providing significant incentives to their exporters. The DISC today
is the primary U.S. government incentive for exportation of leaf
tobacco. It is very important that this incentive not be removed at a
time when it is most meaningful and when it is imperative that all
Americans do all they properly can to increase U.S. employment and
improve the U.S. balance of payments.

111. LEAF TOBACCO EXPORTERS

It may be helpful at this point to describe very briefly the business
of leaf tobacco exporters. The members of the Leaf Tobacco Exporters
Association buy tobacco on the auction markets in all cigarette tobacco
producting areas of the United States and ship it, to their plant facili-
ties located strategically throughout the producing areas. In its faum
state, tobacco is semi- perishable. There is a relatively short period
in which to process an cage it in a form acceptable to customers.
In the plants, most of tle tobacco is tipped and threshed, the items
are removed, and then it is redried andpackaged for trans-oceanic
shipment. That work requires considerable investment in equipment
and plant and requires many assemblyline type employees. The
average plant in the industry costs several million dollars to build
and equip and employs close to or in excess of 1,000 people on a
seasonal basis. Thus, the Leaf Tobacco Exporters are more than
brokers or wholesalers of a farm product. Their processing of U.S.-
grown leaf tobacco adds considerable value to the product.

The tobacco in which members deal is primarily sold to foreign
cigarette manufacturers. The selling of this tobacco is accompli.,hed
by direct contact between members' salesmen and the foreign
customers.

There is stiff- competition among tobacco dealers-both U.S. and
foreign-for export trade in the world market.. The success of the
U.S. exporters affects the U.S. tobacco farmer both directly and
beneficially. 'Ihe U.S. consumes only' about 60-70 percent of the
domestic production; therefore, it is critically important that the U.S.
exporters market the other 30-40 percent in foreign countries. Using
flue-cured tobacco as an example, flue-cured being the primary, kind
of tobacco grown in the Eastern seaboard states from Florida to
Virginia, each year approximately 1.2 billion pounds of this crop are
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harvested and sold at auction. A full 45 percent, or 560 million pounds
per year oil the average, is bought, redried and exported.As indicated,
this 45 percent of production is not tobacco taken away from the
domestic manufacturers; at current, capacity they can use only about
700 million pounds per year. The tobacco which is exported provides
an economic benefit to U.S. farmers and others in the tobacco business
of hundreds of millions of dollars annually. Naturally, it also impacts
positively on the U.S. balance of payments.

The leaf tobacco exporters do not seek governmental protection or
special treatment; they would like to see a free international market.
Until that is achieved, the leaf tobacco exporters do seek U.S. govern-
ment assistance aimed at developing a free market or at least equali-
zation of trading advantages/disadvantages.

IV. DISC IMPACT--FOREIGN COMPETITION

The legislative history of the DISC provisions indicates that
there were three primary reasons for their enactment:

(1) To encourage exports;
(2) To lessen the discrimination in the tax structure then facel

by domestically based exporters; and
(3) To foster investment and jobs in domestic export industries.
In view of the members of the Leaf Tobacco Exporters Association,

the DISC provisions have fulfilled their legislative objectives. First,
the level of exports indicate this. The average volume of exports of
tobacco for the years 1965 to 1969 was 553.4 million pounds, valued
at $485.3 million. In 1972 and 1973, the first years for DISC, exports
climbed to 606.1 and 612.5 million pounds valued at $639 million and
$681 million, respectively. By 1974, when DISC was generally avail-
able to leaf tobacco exporters, total leaf tobacco exports were 651.4
million pounds. The 1974 exports represented $832.1 million, up over
70 percent from 1972 and 1973. In 19715, the value of U.S. tobacco
exports totalled $852 million.

All of the growth in tobacco exports cannot be attributed solely
to the availability of the DISC provisions. During the same perio(i,
there were changes in the exchange rates; sharp increases in prices of
oil, agricultural products, and oth er raw materials; and an increase
in the worldwide demand for leaf tobacco. Yet, the DISC provisions
clearly had significant impact, Most U.S. leaf tobacco exporters also
deal in foreign leaf tobacco. Other things being equal, the DISC
provisions encourage them to sell U.S.-grown tobacco. Thus, the
DISC provisions have a direct effect of increasing the exports ol
U.S.-grown tobacco.

Moreover, they will have an even greater impact in the future.
This will result from the fact that prior to 1974 most experts .o
tobacco were under certain export, incentive programs which, under
proposed Treasury regulations, did not quality for DVSC treatment.
With the expiration of most of those programs, only the 'DISC
provisions remain as the primary public incentive for exportation of
domestically grown leaf tobacco.

The DISC provisions have taken a long step in reducing discrinii-
nation against the American exporter. In addressing a message to
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U.S. businessmen in DISC, a Handbook for Exporters, on January 24,
1972, the Secretary- of the Treasury wrote:

."The DISC legislation provides a straightforward method of treating
exports for tax purposes in a manner more equivalent-o-that available
to many foreign competitors."

Foreign exports receive a number of competitive advantages over
American exports. For .example, most countries that rely heavily
upon direct taxes, such as the value added tax, rebate or exempt such
taxes on export sales. Other countries provide lower rates of tax on
export income or exempt profits by foreign sales affiliates.

The U.S. leaf tobacco exporter primarily competes with exporters
from Argentina, Brazil, Canada, Greece, India, Italy, Korea, Mexico,
Philippines, Rhodesia, and Thailand. Those countries offer significant
tax incentives to their exporters, thereby providing them a competitive
advantage over U.S. exporters. Foreign exporters generally are
permitted greater capital cost allowances, particularly in Canada and
Italy. In addition, most competing countries enjoy a duty free status
,or trade preference in many key world markets; the impact of which
van be mitigated by DISC benefits. Retention of the DISC provisions
therefore, is desperately needed so long as competing countries
provide s cant incentives to their exports.

The DISC provisions have had a significant pact on the financial
stability and the growth of U.S. leaf exporters. The DISC provisions
have the effect of providing funds, in a manner similar to depreciation,
for increased plant capacity and modernization of equipment. With
DISC-deferred funds our members have increased investment aid
created many jobs. this economic impact does not affect only the
members; its "ripple effect" touches the tobacco farmer as well as
the manufacturer-seller of tobacco products.

We are attaching as Appendix B a letter to this Association from
Mr. Joseph R. Williams, President of Tobacco Associates, Inc., and
as Appendix C a copy of a letter from Mr. Frank B. Snodgrass, Vice
President and Managing Director-of the Burley and Dark Leaf
Tobacco Export Association. It may be noted that these two Associa-
tions of 600,000 farm families favor continuation of DISC provisions
for tobacco.

V. SUMMARY AND RECOMMENDATIONS

To summarize, the DISC provisions already have had a significant
impact on the tobacco exporters of this Nation. The real impact has
been the mitigating effect on the price of processed U.S.-growu leaf
tobacco relative to the pries of foreignrown tobacco and the
resulting incentive for expansion of U.S. -acilities and obs at a time
when tobacco manufacturers have been seeking foreign sources of
supply. The DISC provisions have fulfilled the purposes for which
they were enacted. Those same purposes are valid today. Moreover
there is every expectation that retention of the DISC provisions will
have an even more significant impact in the future. Due to loss of
markets in Southeast Asia and to increased excise taxes in England
and Germany, as well as the worldwide recession, the volume of
tobacco exports is expected by the Department of Agriculture to
drop i fiscal year 1976 as compared to fiscal year 1975. To repeal the
DISC provisions at this time would impair severely the ability of the



U.S. leaf exporters to compete in world markets. This, in turn, would.
have an adverse effect on the value of the U.S. dollar which is just
recently beginning to strengthen. It hardly seems an appropriate
time to discourage exports by repealing any incentive. For these
reasons, we strenuously urge this Committee to retain the DISC
provisions as presently embodied in the Tax Code.

Mr. Chairman, the Leaf Tobacco Exporters Association appreciates.
and thanks -the Committee for the opportunity of submitting testi-
mony for the Committee's significant considerations by presenting
our views and recommendations.

APPENDIX A

Membership List of Leaf Tobacco Exporters Association, Inc.

W. A. Adams Co., Inc., Oxford, N.C. 27565.
The Austin Co., Inc. P.O. Box 360, Greeneville, Tenn. 37743.
Austin Carolina Co., Box 809, Kinston, N.C. 28501.
J. E. Bohannon Co., Bowling Green, Ky. 42101 (and), Box 3009,

Kinston, N.C. 28§01.
Carolina Leaf Tobacco Co., P.O. Box 796, Greenville, N.C. 27834.
Carrington & Michaux, Inc., Box 4087, Richmond, Va. 23224.
China American Tobacco Co., Inc., Rocky Mount, N.C. 27801.
Commonwealth Tobacco Co., Kenbridge, Va. 23944.
Dibrell Brothers, Inc., Danville, Va. 24541.
Dibrell Carolina Farm Eastern Corp., P.O. Box 137, Greenville, N.C.

27834.
Dickinson Tobacco Co., Inc., Box 587, Richmond, Va. 23219.
Dunnington-Beach Tobacco Co. Box 468, Farmville, Va. 23901.
Eastern Tobacco Co., Box 338, Farmville, N.C. 27828.
K. R. Edwards Co., Inc., Box 1337, Smithfield, N.C. 27577.
Falls City Tobacco Co., Box 480, Louisville, Ky. 40201.
E. B. Ficklen Tobacco Co., Greenville, N.C. 27834.
G. R. Garrett Co., Inc., P.O. Box 796, Greenville, N.C. 27834.
Greenville Tobacco Co., Inc., P.O. Box 2007, Greenville, N.C. 27834.
Hail & Cotton International, Suite 300, 100 N. Sixth Street, Louisville,

Ky. 40202 (and), P.O. Box 2465, Rocky Mount, N.C. 27801.
International Tobacco Co., Inc., P.O. Box 1824, Greenville, N.C.

27834.
W. B. Lea Tobacco Co., Inc., Rocky Mount, N.C. 27801.
Maury Leaf Tobacco Co., P.O. Box 693, Richmond, Va. 23206.
J. I. Miller Tobacco Co., Wilson, N.C. 27893.
A. C. Monk & Co Inc., Farmville, N.C. 27828.
Monk-Henderson Tobacco Co., 151 E. 3rd St., Wendell, N.C. 27591.
Mullins Leaf Tobacco Co., Box 32, Mullins S.C. 29574.
Edward J. O'Brien Co., 100 N. Sixth St., Louisville, Ky. 40202.
Piedmont Leaf Tobacco Co., P.O. Box 756, Winston-Salem, N.C.

27102.
T. S. Ragsdale Co., Inc., P.O. Drawer 937, Lake City, S.C. 29560.

. S. Robey & Co., Franklin, Ky. 42134.
W. L. Robinson Co., Inc Durham, N.C. 27702.
W. I. Skinner Co., Inc., Williamston, N.C. 27892.
Southeastern Tobacco Co., Robersonville, N.C. 27871.
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Southwestern Tobacco Co., P.O. Box 519, Lexington, Ky. 40501.
Standard Commercial Tobacco Co., 6620 W. Broad Street Road,

Richmond, Virginia 23230, Attn: Mr. Eugene S. DesPortes.
E. R. Sykes & Co., P.O. Box 1387, Rocky-Mount, N.C. -27801.
J. P. Taylor Co., Box 1377, Goldsboro, N.C. 27530.
J. P. Taylor Co., Box 380, Henderson, N.C. 27536.
Thorpe & Ricks, Inc., P.O. Drawer 271, Rocky Mount, N.C. 27801.
Tobacco Trading Corp., Box 1127, Durham, N.C. 27702 (and), 2110

Bardstown Road, Louisville, Ky. 40205.
Universal Leaf Tobacco Co., P.O. Box 25099, Richmond Va. 23260.
G. F. Vaughan Tobacco Co., P.O. Box 160, Lexington, Ky. 40501.
Virginia Tobacco Co., Danville, Va. 24541.
R. P. Watson Co., Inc., P.O. Box 30, Wilson, N.C. 27893.
Wendell Tobacco Co., 151 Third Street, Wendell, N.C. 27591.
Whitehead & Anderson, Inc., Lumberton, N.C. 28358.
Win.ston Leaf Tobacco Co., P.O. Box 2499, Winston-Salem, N.C.

27102. APPENDIX "B"

TOBACCO ASSOCIATES, INc.,

Dr. HUG;H KxGE, Washington, D.C., February 28, 1976.

Erecitive Vice President,
Leaf Tobacco Exporters Associates,
1?aeigh, N.C.

DEAR HLGH: You are hereby authorized to incorporate in your
testimony on the DISC legislation the following statement.

"Tobacco Associates is an organization representing primarily
approximately 400,000 flue-cured tobacco producers in the States of

irginia, North Carolina, South Carolina, Georgia and Florida. Flue-
cured tobacco producers are dependent upon 40 percent of production
to go into export trade in order to maintain current economic levels.
We urge that DISC be retained in the tax structure for the following
reasons:

"1. U.S. flue-cured tobacco, due to superior flavor and aroma is
the highest priced in the world. We feet that any tax savings by
virtue of DISC will be passed on to importers by our exporters in
order to be more competitive with cheaper grown tobacco.

"2. We firmly believe that agricultural exports should be afforded
the same treatment under the DISC program as other products.

"3. We do not think that the DISC tax deferral program should be
turned on and off. If DISC is a part of the tax structure, agricultural
and industrial exporters alike should be able to rely upon it, to base
their forward sales planning on its continuation, and not be faced
with its discontinuation on short notice.

"4. We feel the U.S. should not unilaterally abandon the DISC
program. Such change should only be made in the context of effective
international agreements which result in compensating actions by our
foreign trading partners. In reality, the DISC is generally of much
less aid to U.S. exports than the practices of other countries are to the
exports of those countries.

The Committee's consideration of these points concerning the
rovision affecting DISC treatment for U.S. agricultural exports will
e greatly appreciated."

Sincerely, Joz R. WILLIAMS, President.
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BURLEY AND DARK LEAF
TOBACCO EXPORT AssoCIATION, INC.,

Dr. HUGH C KIGER Washington, D.C., March 16, 1976.

Executive Vice President,
WLe Tobacco Exporter8 Association,Rlih, N. .

DEAR HUGH: I was pleased to learn that you have requested to
appear at hearings before the Senate Committee on Finance on the
subject of Domestic International Sales Corporations (DISC). In the
conservation of time of the Committee and in order to avoid repetition
of testimony, we are pleased to join with you in endorsing the position
taken in your statement.

The DISC program was adopted with the purpose of providing tax
incentives for U.S. firms to increase their exports and provide tax
treatment for their export sales income in line with that accorded by
many foreign countries to their exporting firms. We feel that this
program as originally conceived offers additional opportunity to
expand U.S. tobacco export markets. International trade in leaf
tobacco is highly competitive and it is becoming increasingly difficult
to maintain and expand our markets due to the presence of tariff and
non-tariff barriers, as well as significant incentives provided by foreign
governments to their exporters of competingleaf tobacco.

Many of our U.S. tobacco exporting firms ave gone to considerable
expense in legal fees and employment of appropriate staff to conduct
their sales under DISC. This was aone in good faith in full belief that
it was the intent of Congress that agricultural exports should be
afforded the same treatment under DISC as other products and there-
fore considered as qualified export receipts under the DISC program.. We join with you in urging the Committee to retain the DISC
program as a part of the tax structure for exporters of U.S. tobacco.

Smncerey, FRANK B. SNODGRASS,

Vice President and Managing Director.

STATEMENT BY THE NATIONAL COTTON COUNCIL OF AMIERICA

The National Cotton Council is the central organization of the U.S.
cotton industry representing cotton growers, ginners, warehousemen,
merchants, cooperatives, manufacturers, and cottonseed crushers in
the 19 cotton-producing states from the Carolinas to California.

This statement is limited to a discussion of the DISC program's
benefits, through expanded exports, to the economy of our nation and
to the cotton industry.

Much of the efficiency of today's cotton industry is predicated upon
having a very sizable export market. Exports normally require from
a third to a half of U.S. cotton production. Therefore, a substantial
part of the overhead investment cost in production, ginning, compres-
sion, warehousing, and merchandising can be spread over that export
volume. Inability to compete successfully in the export market would
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mean that a heavier burden of overhead costs would fall on the portion
of the crop that goes for domestic use. This same principle applies, ofcourse, to every sector of our economy that produces substantial
quantities for export.

Since many of U.S. cotton's leading competitors for international
markets sell through government or quasi-government organizations,
those exporters pay no taxes at all. Examples aiW Russia, Egypt, and
Turkey-the second, third, and fourth-ranking cotton exporters-and
Pakistan, Colombia, El Salvador, Greece, Si.a, and Sudan. The
DISC deferral of taxes on 50 percent of the income of qualifying
export corporations helps us compete with these countries. Some 85
percent of our cotton exports were shipped by DISC corporations in
1974-75, according to USDA estimates. As strictly prescribed by law,
the tax is deferred only so long as the untaxed portion is invested in
ways that will enhance exports-oither in financing them or moderniz-
ing export operations.

Strong exports aided by DISC provisions, give domestic mills a
much larger selection of qualities needed for specific uses at the lowest
possible cost. This results in better consumer products at lower cost.

The seed from cotton produced for export is crushed in this country
and the cottonseed meal produced adds to the high-protein feed
supply for U.S. livestock production. Very little of it--less than 5
percent-is exported.

Depressed cotton exports could mean depressed cotton price until
growers were able to a kjto-st alaer markets. This, in turn, could
well result in large government costs under the cotton program, which
in recent years has been operated at very little cost.

The DISC program-by enhancing exports-benefits not just
cotton and agriculture, but the Whole economy. Using the Treasury
Department's formula, it is estimated that in 1975 the DISC program
added $4 to $5 billion to U.S. exports, $10 to $15 billion to the Gross
National Product, and 280,000 to 350,000 new jobs throughout the
country. This increased economic activity produced a probable
increase of $2 to $3 billion in tax revenue.

The benefits of growing export trade from DISC programs are
widespread. It is estimated that 70,000 jobs are added for each
billion-dollar increase in exports. Growing imports of all kinds of
goods from all over the world, seeking our strong markets, have to be
paid for with exports. Imports dropped in 1975 for the first time in
14 years due to the recession, and the result was a surplus in merchan-
dise trade. It is already apparent that this surplus is likely to be
short-lived. In January we returned to a deficit position, just as we
have been in for three of the past four years. Increasing imports of
high-priced oil will make it difficult for exports to keep up with
imports. This situation makes it imperative that we ao everything
possible to stimulate exports of all kindds.

H.R. 10612, which is the subjec of your hearing eliminated most
agricultural exports from DISC eligibility, presumably on the theory
that such exports should not be encouraged because of tight supplies.
The only commodities rerrraig eligible are crops in "surplus" which
are defined as those subject to, iiarketing quotas and acreage allot-.
ments. As you know, farm program changes made by the Congress
several years ago eliminated quotas and allotments or most of the
extensively grown commodities for reasons unrelated to supply.
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It- seems strange, therefore, that the House felt it necessary to
amend the DISC program, regardless of the supply situation of
individual commodities-in particular years, since the present law
provides that the President may exclude from DISC eligibility any
product he deems to be in short supply. We feel that the House bi
discriminates against most of agriculture at a time when farmers
encouragement to grow as much as they possibly can to meet the
world's critical needs for food and fiber.

We respectfully urge that DISC provisions of the present law be
continued unchanged in the interest of a stronger nation that is better
able to meet the needs of its own people and of people around the
world.

XCEL CORP.,
March 2, 1976.

MICHAEL, 
STERN,

Staff Director, Senate Committee on Finance,
Dirsen Senate Offe Building,
Washington, D. C

DEAR MR. STzRN: Pursuant to your telegram of March 18, 1976
the following statement is presented to the Senate Committee hearings
in regard to Senate Bill S. 651 Section 104, TERMINATION OF
SPECIAL TAX TREATMENT FOR DOMESTIC INTERNA-
TIONAL SALES CORPORATIONS.

It is our understanding that passage of this bill will effectively
eliminate the tax benefits accorded to DISC Corporations. It is my
belief that the DISC concept is one of the most effective pieces of
foreign trade legislation ever produced by the Congress and as a direct
result of the DISC program, our company has become a significant
competitor in world markets for our cellulosic plastic films.

We are a medium sized company organized in February of 1973, to
purchase the cellulosic film and sheet business previously operated
b the Celanese Corp. from two factories in Newark and Belvidere,
N.J. At the inception, we inherited a small export business from the
predecessor company which operated a major export subsidiary han-
dling all corporate product lines. Candidly, in the absence of the DISC
program, we would have abandoned this small and relatively unprof-
itable export business. However, the DISC corporation tax benefits
enabled us to justify continuation of exports which have subsequently
grown considerably and made a significant contribution to the success
of our company.

I feel that the export experience for small corporations similar to
XCEL Corporation amply justifies continuation of the DISC pro-
gram. It seems to me that XCEL Corporation exemplifies the situa-
tion that the drafters of the original legislation had in -mind, to provide
incentive for small companies with modest export sales potential to
undertake the expensive and time consuming job of becoming a direct
exporter. Discontinuation of the DISC Corporation program will very
substantially erode our ability to compete with foreign producers.
might add that the two major competitive firms in the world market
for our product are both European based divisions of large multi-
national corporations.
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It may be possible that the provisions of the law establishing the
DISC concept generated excessive tax benefits for large companies.
already committed to an export program. However, if this is the case
the tax benefits generated for companies such as XCEL Corporation
do not fall into this excessive category, but rather these tax benefits
form the economic basis on which companies such as we have built our
direct export trade. I trust the Committee will find thru other testi-
mony on this proposal and certainly thru its knowledge of the many
medium size corporations which operate in New Jersey and elsewhere
that the DISC regulations have stimulated manufacturing for export
and have contributed substantially to employment in the United
States.

In summary, revocation of the tax benefits would do irreparable
harm to the export programs of small and medium size companies
and would contribute substantially to the unemployment situation
which has grown to near depression levels, particularly in New
Jersey. This DISC program has aided companies' capital growth,
and should be maintained, certainly, for companies such as ours which
fall directly within the original intent of the law.

Very truly yours, XCEI CORORAON,

THOMAS E. BRYDON,
President.
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STAT MNT OF THE INDEPENDENT IxSURANCE Amwm or AMcA, Ic.

(By Jeffrey X Yates, assistant general counsel)
The Independent Insurance Agents of America, Inc. ("IIAA",

formerly the National Association of Insurance Agnts, Inc.) is a
trade association representing approximately 88,500 independent in-
surance agency firms, having over 100,000 licensed insurance agents
throughout the country. IA has qualified as a nonprofit tax exempt
business league under section 501(c) of the Internal Rvenue Code.

IIAA publishes, a monthly magazine known as the Independent
Agent in order to keep its members abreast of association activities and
developments in the- insurance industry. Recent regulations finalized
by the Internal Revenue Service in December 1975 would subject our
magazine to substantial unrelated business income tax under section
512 of the Internal Revenue Code even though our advertising income
does not nearly- cover our expenses to produce the magazine. For
example, during our 1974-75 fiscal year, our expenditures on the
magazine were $609,454, but our advertising income was only $416,000.
The magazine made an additional $5,000 on approximately 1,000 non-
member subscriptions, leaving $198,454 to come from member dues.

IIAA publisies a monthly magazine known as the Independent
reasonable result and that legislative action should be taken to formu-
late an appropriate rule for such periodicals. For this reason, MA
supports and recommends adoption of the attached legislative pro.
posal of the American Society of Association Executives as one means
of correcting this unfair result.

The Independent Agent is the official publication of our association,
and we believe it is an absolutely essential instrument of communica-
tion to our members, if our association is to remain an effective organi-
zation. Out of a circulation of 35,160, all but 1,660 issues go to members
of our association at no additional cost to them. We see no reason
for taxing a publication such as ours which is not self-sustaining, and
which uses its advertising revenue to reduce th-e need for subsidization
by the sponsoring association. The situation would be different if
producing the magazine were the central endeavor of the association,
or the magazine hid net advertising income after deducting all of the
expenses that went into producing it. But in our case, as a result of the
recent IRS regulations the association is forced to subsidize the
magzine even more and to divert this money from other association
activities which we were given our tax exemption to carry out.

The rationale behind taxation of not-for-profit association periodi-
cals is based on alleged unfair competition with comparable com-
mercial publications. We understand how this result could occur if
the magazine vere the central endeavor of the association or if it had
net advertising income after all expenses. But we do not see how it
applies to magazines such as ours which are not profitable standing

(8m6?)
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on their own and which have the parent association's membership as
their primary audience.

The fact is that the new IRS regulations give for-profit commercial
publications competitive advantages over not-for-profit publications.
This is because under the regulations, the not-for-profit publication
must apply an arbitrary and unreasonable formula to allocate dues
income to circulation income if the magazine is automatically sent
to all dues-paying members. If this circulation income figure equals
or is larger than the costs specifically allocable to readership costs,
tlhen none of the readership costs can be used to offset taxable adver-
tising income. The formula we would have to apply calculates circula-
tion income to equal total dues receipts multiplied by a fraction, the
numerator of which is total periodical costs and the denominator of
which is total periodical costs plus all other association costs

In essence, what we are required to do under this formula for cir-
culation income is to arrive at a subscription price that pays for the
entire magazine. But note that almost everTif not every commercial
periodical partially subsidizes the subscription side of the magazine
with advertising revenue. Because of this artificially high value placed
on subscription income, we are not permitted to deduct our readership
costs to reduce our ultimate tax liability while for-profit commercial
publications are so permitted.

Under" this formula prescribed by the Internal Revenue Service,
we arrive at a per member subscription price of about $1'2.50. Once
again. we have a circulation of 35,10, and a per page advertising rate
of S860. Take a look at the subscription price charged by similar for-
profit commercial publications appealing to the same market as our
independent Agent with a simi ar circulation and advertising cost
per page. The American Agent and Broker has a total agent circulation
of :18.809, charges $830 per page advertising, but charges no subscrip-
tion price. Rough Notes has a total agent circulation of 28,230, charges
$883 per page advertising, and charges a subscription price of $3. Best's
Review (property/casualty edition) lists a subscription price of $10,
but most of its subscribers get the magazine at no cost when they
subscribe to other services offered by Best's. Best's agent circulation is
17,390 and its charge is $1,045 per page advertising. Insurance is a
semimonthly imblication which charges no subscription price, has an
agent circulation of 12,845 and charges $550 per page advertising.

As you can see from this comparison with similar, for-profit com-
ercial publications, the IRS formula for circulation income gives a

completely arbitrary and unreasonable result which effectively pre-
vents periodicals of not-for-profit associations from being able'to de-
duct readership and editorial costs as commercial publications are able
to. For this reason, IIAA supports the attached ASAE proposal which
will both remedy this ine qitable result and cover those instances
where not-for-profit periodicals are unfairly competing with for.
profit periodicals.

HAA would be happy to supply the committee with any additional
information that it requests and hopes that it will give the;e comments
and the attached ASA E proposal serious consideration.
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STAT, Mx T oF Truc AMERIoAN SOCIT OF ASSOCITOz E crlvEs

(By James P. Low, President and Chief Administrative Officer)

This statement is submitted on behalf of the American Society of
Association Executives (ASAE) to supplement two separate state-
ments submitted by ASAE. Each of the three issues discussed is
sufficiently important to merit individual treatment. Accordingly,
AS.AE has elected to submit separate statements on each issue.

Most associations, professional societies and other tax-exempt
0rganzations prepare and circulate to their membership a journal,
bt letin, or magazine. In most instances these publications were created
to fill a void resulting froin the absence of any other publication. These
ptiblications contain aililes. announcements, and other information
related to the association's activities. In many cases, these association
publications may also contain commercial advertising related to the
association's functions and its membership's particular interests. As-
sociations accept this advertising in their publications because it is
helpful and informative to their members. The revenues from adver-
tising also def ray a part, or sometimes all, of the editorial and circula-

.tion costs of the publication. Asociations and other nonprofit orga-
nizations do not pay Federal income taxes on their dues. However, if in
addition to their exempt activity the association is engaged in an "unre-
lated business activity," it must pay income tax on such "unrelated
business taxable income."

Under an amendment to the Internal Revenue Code enacted in 1969.
net. advertising income of an association is taxed as "unrelated business
income."

The Treasury recently published "advertising" regulations that treat
all or part of ihe membership dues of all associations as subscriptionfees allocable to association publications, whether or not any part of
the membership dues is properly allocable to the magazine. In the
typical case, members are not assessed a subscription fee since no part
of membership dues properly can be allocated to the publication sub-
scription price.

The Treasury relations will result in non-profit associations, pro-
fessional societies, and other tax-exempt organizations either: (i) l)ay-
ing taxes which divert money from their activities which the Congress
has already determined to I;e worthy of tax exemption: or (ii) reor-
ganizing their publications into separate taxable corporations in order
to he treated no worse tian an ordinary commercial enterprise that
charges no subscription price and is taxable only on advertising income
in excess of editorial and circulation costs. Either of these results will
cause disruption and distortion of the legitimate and intended fune-
tions of these tax-exempt. organizations without any increase in reve-
nue to the Treasury.

Attached to this statement as an appendix is a more detailed and
technical discussion of this issue and a proposed legislative solution.
Under our proposed legislation, most associations properly would be
freed of the obligation to allocate membership dues to its publications
since association publications are merely incidental to the assciation's
pinimary functions. In cases where publication of the magazine is the
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major function, a portion of membership dues would be allocated. In
those instances where the association performs no other significant
service for its membership--apparently the abuse to which Treasury's
regulations were really directed-all, or nearly all, "dues" received
would properly be allocated to the subscription fee.Our proposal is consistent with the underlyig premise of present
law. Txasury's regulations, however, erroneously require every associ-
ation to allocate dues (even though publication of the magazine is a
minor and incidental part of total activities) and impose arbitrary
rules which in many cases result in allocation of an amount of dues far
in excess of what reasonably could be charged for the magazine. We
strongly urge the committee to consider our legislative proposal as a
reason ble and equitable solution to tax treatment of advertising in-
come. We wouldle hap y to provide the committee with any addi-
tional information which it may require on this matter or to explain
our legislative proposal in more detail.

PROPQSED AMENDMENT TO SECTION 512 OF THE INTERNAL REVENUE CODE
RELATING TO ADVERTISING IN PUBiCATIONS or TAX EMPT ORGAMZATIxNS

Proper application of the "unrelated business tax" provisions of
sections 512 and 513 of the Code would treat thepublication of a maga-
zine by an association entirely separately f rom the general activities of
the association and would tax advertis income only to the extent it
exceeded editorial and circulation costs. This would be entirely appro-
priate for 99 percent of all tax-exempt organizations in which the
publication is merely incidental to the organization's other traditional
tax-exempt activities.

The Treasury regulations artificially fragment the functions of tax-
exempt organizations and require allocation of membership receipts
to publicat ion activities without allowing corresponding deductions for
the expenses of membership maintenance. Though it could be argued
that such expenses would be difficult to allocate with any accuracy, this
difficulty merely illustrates the problems of making such allocations at
all---either with respect to receipts or expenses. The publication of an
association magazine is an activity which stands on its own. Where the
activity is carried on at a loss it may be subsidized by the association's
general treasury. Except in extreme cases referred to below no specific
membership receipts reasonably can be allocated to the activity

It is, however, recognized that in a very few cases (out of the many
thousands of associations and other tax-exempt organizations), the
Treasury may have a legitimate concern that the organization is pri-
marily or wholly engaged in the publication of a magazine in a com-
mercial sense and that the so-called membership dues in those casesare in fact a subscription price paid solely for ti e magazine. In these
instances, the organization has no other significant activity and the
"members" have no reason for joining and paying dues other than to
receive the magazine. We believe that it was a concern with such iso-
lated cases which motivated the Treasury to issue the regulations in
question. This narrow problem does not justify the recently published
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regulations which penalize and disrupt ordinary trade association and
oter tax-exempt organization activities.
Proposed lgiaWive solution

Present law provides ample authority for the Treasury to make
the needed distinction between the ordinary trade association and
the isolated abuse cases with which it is concerned. Since 1967, tax-
payers have worked with the Treasury to provide a satisfactory solu-
tion, but to no avail. Regulations were proposed in 1971 but were so
fraught with problems that no final action was taken. Taxpayers as-
sumed that after 4 years the Treasury had recognized the imp_ ability
of achieving a fair and equitable result through allocating membership
dues to subscription price as had been proposed. But, without further
notice, on December 18, 1975, Treasury published final regulations
which not only repeated the technical deficiencies of the proposed
regulations, but made matters worse by imposing an even more dis-
ruptive and totally arbitrary rule for allocating membership dues to
subscription price.

Thus, a legislative solution is necessary to eliminate any concern of
the Treasury about its authority to provide some other and reasonable
solution under present law and to deal with the few abuse cases which
are the sole cause for concern.

The proposed amendment to the Internal Revenue Code would pro-
vide as follows:

1. Associations and other tax-exempt organizations would be subject
to unrelated business income tax only on net advertising in ome.

2. No amount of membership dues would be allocated to subscription
price unless editorial and circulation costs of the magazine exceeded
50 percent of the organization's total annual expenditures for all
purposes.

3. If such costs exceeded 50 percent, the maximum amount of mem.
bership dues allocable to subscription price would be as follows:
Editorial and cfculation Ma.imu 611006.
cost as percentage Of bl. mmberldp
total expenditures: dues (percent)

50 percent or les ------------------------------------- 0
60 percent ------------------------------ 20
70 percent_ .. --------------------------------------- 40
80 percent.. --------------------------- ------------ 60
90 percent ---------------------------------------- 80
100 percent. ......--- - --------------------------- ------ 100

4. If a lesser allocation can be justified by reference to the sub-
scription price charged to nonmembers or to other facts and circum-
stances, that lesser allocation would prevail.

09-516--76--pt. 8-28
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Los Awomn INT-FomDAnON CswT,
Los Angees, (aif., April 16,1976.Senator Rusai B. LoG,

Chairman, Sen4te Finatwe Gomittee,
Dirksen Senae Olke Building, Wahingt on, D.C.
(Attention Michael Stern, Staff Director)

DEAR CHAIMAN LNoG: My name is Joseph G. Dempsey. I am the
executive director of an association of grantmaking foundations whichgive their attention to the philanthropic needs of southern California.
I appreciate the invitation to present testimony on some tax revisions
the Finene Committee is considering which affect private foundations.

In preparation for this testimony, the Los Angeles Inter-Founda-
tion Center convened a "Consultation of Southern California Foun-
dations" to establish positions on five major legislative issues that
influence the status of foundations. Rather than recite the rationale
behind all five of these positions I would like to focus my attention
on only two issues presently in the forefront of debate about private
foundations, the 4 percent excise tax and the minimum payout rate.

It is difficult to add anything new to the record on this controversial
tax. The Finance Committee is well aware of the legislative history
that has attempted to justify this tax. Apparently, some legislators
questioned the propriety of giving private foundations an unqualified
tax exemption; that is, since foundations also benefit from government
and are obviously financially capable, private foundations should help
bear the burdens of supporting government (see H. Rept. 91-413,
pt. I, 91st Cong., 1st sees., 19, 1969). Other legislators, anticipating an
extraordinary high cost for enforcing compliance with the Tax Re-
form Act of 1969, reasoned that private foundations should justifiably
underwrite these high costs as they were the culprits who caused this
new expense (see H. Rept. 91-552, pt. 1, 91st Cong., 1st sess., 17, 1969).

Private foundations associated with the Los Angeles Inter-Founda-
-tion Center wish to register their profound objections to this excise
tax on the basis of: (1) Equity, (2) principle, (3) accuracy, and
(4) effect. Let me briefly expand on each of these objections.

Princpl.-By law and by definition, private foundations are
formed and dedicated to accomplish the "public good." Traditionally
and by the logic of our tax law, a tax-exempt status has been granted
to those organizations which collaborate with the efforts of Govern-
ment to seek the "public good." The 4 percent excise tax clearly
violates this principle.

Equity.-Discrimination is practiced against private foundations
by the imposition of this 4 percent excise tax. While private founda-
tions are called upon to pay this tax, other tax-exempt organizations
such as employment pension plans, country clubs, cemetery associa-
tions, and the like are not also asked to share the costs of government
or asked to underwrite the expense of auditing their activities.
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Accuracy.-If principle and equity are insufficient to abolish this
unfortunate regu nation, then for the sake of accuracy, both the. name
and the amount of revenue raised should be changed. The revenue
should be redesignated an "audit fee" in place of the present term,"excise tax." The revenue should be reduced to an amount which
accurately reflects the costs of administering the audit. Costs of the
past 7 years and future costs estimated by the Commissioner indicate
a rate that is considerably less than 2 percent of foundation net invest-
ment income.

Effect.-Finally, it is not difficult to understand that the cost of the
4 percent excise tax is not being borne- by private- foundations. The
cost is measured by those charitable institutions, agencies, and pro-
grams that do not receive the amount of the 4 percent excise tax in
contributions which otherwise would be theirs.

We recommend section 4940 of the Internal Revenue Code be abol-
ished. It is a regulation without merit. However, if it must be main-
tained in spite of violations of principle, equity, and effect, then at
least the revenue should be reidentified as an "audit, fee," and the rate
should be lowered to an amount that is closer to the actual costs of
administering the audit.
Minimum payout rate

In principle the minimum payout requirement is acceptable. How-
ever, we find objectionable the means by which the rate is determined.
We find that the present regulation (4942)-

1. Is vagve, complex, and tends to distort the payout rate ontile high. side;
2. Encourages imprudent investment practices;
3. Provides effective disincentives to the formation of new

foundations; and
4. Eventually will decrease the contribution that foundations

make to charity.
Under the present regulation, the Secretary of the Treasury must

announce a payout rate that bears "relationsiip to 6 percent which
is determined] to be comparable to the relationship which the money
rates and investment yields for the calendar year immediately pre-
ceding the beginning of the taxable year bear to the money rates and
investment yields of the calendar yo.r 1969."

The fact that the Secretary of the Treasury must use the base per-
centage of 6 percent and compare rates and yields in their relation-
ship to the untypical investment year of 1969 produces unrealistically
high. payout rates. This becomes most evident from recent information
coming out of the Department of the Treasury that the payout rate
for 1976 will be 6% percent.

Requiring such an unrealistic payout rate will inevitably cause
foundations to suffer a prolonged and involuntary divestiture. Foun-
dation officials confronted with'the compliance to the minimum payout
requirement are caught in an unfortunate dilemma: on the one hand,
to seek appreciation and dividend yields that, are sufficient to meet
the payout requirement while keeping pace with inflation, high-risk
equity securities must be the principal focus of such investment objec-
tives; on the other hand, to avoid the possibilities of loss through risk,
investments in "debt obligations" need to be the basis of an investment
portfolio by which the required income can be secured but without a
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hedge against inflation through appreciation. In either case, the choice
of such investment objectives probably will lead to effective and even-
tual divestiture.

,Seate bill 2475.-For these reasons, we support the legislation pro-
posed by Senator Carl Curtis, S. 2475, that sets a flat 5-percent mini-
mum payout rate to be reviewed every 5 yeais. 'We believe this is a
rate that will not jeopardize foundation assets while providing an
optimum amount of money for charity. This bill also wilIdo much to
encourage the formation of new foundations. This is an especially
important factor in this period of rising needs in philanthropy. We
recommend the approval of S. 2475 to you.

CONCLUSIONS

The Senate Finance Committee is well aware of the negative com-
ment being expressed across the country concerning "big Government."
It is our belief that private philanthropy, as it is served by private
foundations in particular, is one of the important alternative s to "big
Government." Not to be compared with the size and force of Govern-
ment, foundations nevertheless have the ever-present potential to point
in the right direction, to uncover the correct information or to encour-
age the right people. Private foundations will not always completihent
governmental efforts, but rather foundations represent one of the few
opportunities to accomplish that which Govenment cannot or will
not do.

We suggest that the recommendations contained in this testimony
will go far to maintain a healthy and vigorous private philanthropy
which can serve the "public good" in ways unattainable by Govern-
ment.

Respectfully,
JoE G. DveDrer,Eccective Director.
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STAmn-r op F. MCDoNALD Eavnc
My name is F. McDonald Ervin. I represent the South Side Coop.

erative-Condominiun Owners Association in Chicago, which consists
of over 100 housing cooperatives and condominium housing associa-
tions.

I am testifying on behalf of this organization on legislation affecting
the taxation of cooperatives and condominiums. I appreciate the oppor-
tunity to testify.

Our concerns are the following:
1. That legislation recognize that. preservation of livable housing

units is a principal goal of cooperatives and condominiums. Residents
in such housing are not simply homeowners. They have many purposes
similar to homeowners, but their principal purpose, as they associate
together or incorporate, is to preserve the structures in which theylive.

2. That legislation establishing tax-exempt category for housing
cooperatives and condominiums recognize the preservation of housing
is the principal "exempt purpose" of such organizations.

3. That income to funds set aside in reserves for preservation of
housing structures be recognized as income related to this "exempt
purposee"

4. That legislation establish proper accounting for depreciation of
the assets of housing cooperatives, allowing the charge to accrue to
the true owner. If the owner is a corporation, then to the corporation.
Depreciation to a housing cooperative is the cost of owning and pro-
viding housing, yet nowhere in the Internal Revenue Code is this
recognized as a cost chargeable to the income of the cooperative. It is
a cost to a cooperative housing corporation as it is to any other cor-
poration owning property for the production of income, considering
income in the broad sense as the Internal Revenue Code does.

Our concerns about exempt status stem from our desire to see a tax
policy favorable to the preservation of the housing stock. Our experi-
ence has been with older apartment buildings, and we know that re-
pairs and replacements must be made timely. Otherwise the expense
of doing so may become unbearable. Tax-exempt status will encourage
the accumulation of reserves as the expense of deferred maintenance.
Income on invested reserves augments these reserves and helps to main-
tain their purchasing power in these times of inflation. A tax-exempt
status recognizing this fact and avoiding the taxation of such income
will further encourage reserves for maintenance and replacement.

Our concern regarding depreciation charges stems from recent cases
in which the Intermal Revenue Service has dis, allowed depreciation as
an expense of cooperative housing corporations. lie consider this treat-
nient inequitable. These decisions have apparently resulted from a lack
of any Internal Revenue Code sections dealing with depreciation of
property held by cooperative housing corporations. The fact that a

(8881)
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cooperative provides housing for use does not invalidate depreciation
as a legitimate and reasonable expense. It is a measure of the degree to
which housing structures are being used and used up, by cooperative
members. Depreciation is thus a valid charge to be covered by income
from them.,

NATIONAL ASSOCIATIoN OF Housixo CooP RATrvFs,
r A Vashington, D.C., April 22, 1976.Mr. MICHAL iSTERN,

Staff Director, Senate Oommittee on Finance,
Dirksen Senal Offlice Buiding, Washington, D.C.

DzRAR MaL SmN: We hereby acknowledge your telegram advising
that it is not possible to schedule our association for oral presentation
at the hearings on the Tax Reform Act of 1976, but that you will print
a written statement in the record. This letter is our statement.

Since we understand that several organizations affiliated with our
association have separately submitted statements, including the Cali-
fornia Association of Housing Cooperatives and Cooperative Services,
Inc. of Detroit, this statement merely summarizes the key issues from
the standpoint of the National Association of Housing Cooperatives.

1. Gene al toe position of hotuing cooperative.--Our Association
of Housing Cooperatives, which represents more than 100,000 families
living in its dues-paying member cooperatives, opposes special tax
legislation for housing cooperatives. However our association is vitally
interested in seeing that not-for-profit housing cooperative corpora-
tions are treated fairly under the tax laws in comparison with profit-
motivated rental owners and individual homeowners.

2. Availabliy of the depreciation allowance for kou.wing coopera-
tive&.-In line with the general principle outlined in paragraph 1
above, many housing cooperative corporations are utilizing the depre-
ciation deductions which are customarily and regularly available to all
types of business corporations including private rental. However the
application of these usual depreciation a lowances by housing coopera-
tive corporations has been under challenge by IRS for reasons which
we believe are without merit. Clarification of this issue would be
appreciated.

S. Avaiab'.ity of ta deductions for required reerve.-Other hous-
ing cooperatives find they do not need to use the depreciation deduction
because of the not-for-profit nature of their operations. The only con-
cern these housing cooperatives have is regardmg their right to deduct
payments into those reserves which are required by the Department
of Housing and Urban Development or comparable State regulatory
agencies& This is another matter on which clarification would be1161pful.. Tits "Bobby Baker" amendment, section 016(o).-This provision

of the existing Internal Revenue Code permits individual member
stockholders to take depreciation on their stock in the cooperative
corporation. It is not in te interest of housing cooperatives generally
and is a special privilege for a very limited number of people who use

'We make this point strong , since some coperative housing corporations may not
qualify for tax exemption under Je now legtsaatioK
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their dwelling units for business purposes-- use which is generally
prohibited in ill housing cooperate es with Federal or State assistance.
The National Association of Housing Cooperatives concurs in the
position taken by Cooperative Services, Inc. in opposition to this
special legislation because it is not consistent with the general prin-
ciple outlined i paragraph 1 above.

In summary, we urge that as a minimum, there be clarification that
depreciation can be a deductible item for cooperative housing corpora-
tions, just as it is for all business corporations under the Internal
Revenue Code.

Very truly yours, Room Wncox, Preidont.





Premiums on Guaranteed Renewable Health and
Accident Insurance Policies
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STATEMENT OF NATIONAL AsSOcIATIoN OF LIFE COiP.xNIES ix SUPPORT
oF S. 2759

The National Association of Life Companies ("NALC") is head-
quartered at 550 Pharr Road NW., Atlanta, Ga. 30305. Our association
was organized in 1955 to provide progressive life insurance companies
with a forum, both for internal communication of ideas and for joint
commentary on items of mutual interest. NALO began with a member-
ship of 43 companies: today its membership is nationwide, with over
225 companies represented. NALC companies have more than 143,000
home office and field employees, over 340,000 stockholders, and more
than 40 million policyholders. Most of our members are small and
medium sized life insurance companies.
• NALC supports the enactment of S. 2759, introduced on Decem-
ber 9, 1975, by Senator Fannin, and cosponsored by Senator Curtis.
As precisely described by Senator Fannin when introducing the bill
(see 121 Congressional Record S21417 (daily edition Dec. 9, 1975)),
S. 2759 would amend section 809(d) (5) of the Internal Revenue Code
to clarify the original congressional intent that qualify for the 3 per-
cent of premiums deduction provided for therein. This committee and
the Senate previously approved legislation producing a result identical
to S. 2759, but, unfortunately, the conferees for the House objected
on the stated grounds that they did not have sufficient time to explore
its technical aspects-not because of any fundamental disagreement
with its provisions.

A substantial portion of the business of NALC's member companies
is health and accident insurance. Life insurance companies which
write a significant amount of health and accident insurance often issue
three basic types of policies. These policies may be described as follows:

1. Noncanelable policies are policies under which the insuiice
company is obligated to continue or renew the insurance coverage at
a guaranteed premium.

2. Guaranteed renewable policies are policies under which the insur-
ance company is obligated to continue or renew the insurance coverage
and may not cancel the policy or change the nature of the risk covered,
but may, after complying with relevant State law, adjust premium
rates by classes (not by reference to an individual policy) in accordance
with its experience with the entire class.

3. Cancelable policies are policies which the insurance company may
cancel for any reason at the renewal date.

As is evident from the above descriptions, noncancelable and guar-
anteed renewable health and accident insurance policies are very sim
ilar in that they both involve the insurance op long-term risk i.e.,
they may not be unilaterally canceled by the insurance company).
Indeed this fact has been recognized by the Internal Revenue Service.
Revised Ruling 71-367, 1971-2 C.B. 258. The only difference between
noncancelable and guaranteed renewable policies is the fact that under

(8887)
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a guaranteed renewable policy the insurance company has a limited
ri$ht to adjust premiums by class in accordance with its experience
with the class. Cancelable policies, on the other hand, differ from the
other two types of policies in that they involve the insurance of rela-
tively short-term risks, since they may be individually canceled by the
insurance company for any reason at the renewal date.

Section 8091(d)(5) provides a deduction in an amount equal to 10
percent of the annual increase in reserves for nonparticipating poli-
cies, or in an amount equal to 3 percent of the premiums received on
nonparticipating policies which are issued or renewed for periods of
5 years or more, whichever is greater. When, as with many of NALC's
member companies, a life insurance company's business includes a sub-
stantial amount of noncancelable and/or guaranteed renewable health
and accident insurance, as compared to nonparticipating life insur-
ance, the 3 percent of premiums deduction is often significantly larger
than the 10 percent of reserve increase deduction. Consequently, many
of NALO's member companies have consistently claimed the 3 percent
of premiums deduction with respect to their guaranteed renewable
health and accident insurance policies.

In so claiming the 3 percent of premiums deduction, these companies
have acted consistently with the original purpose of section 809(d)
(5), which was to permit life insurance companies issuing nonpartici-
patinf policies insuring long-term risks to compete on an equal basis
with insurance companies which issue participating policies insur-
ing long-term risks., Companies issuing participating policies are able
to charge a premium on these policies which exceeds the actual cost of
providing insurance coverage, and they may retain a portion of the
excess premium as a cushion against the long-term risks insured. Sec-
tion 809(d) (5) was intended to provide companies issuing nonpar-
ticipating policies with a similar cushion against the long-term risks
insured.

Nevertheless, and in the face of the legislative pur pse of section
809(d) (6) (and the express provision of section 801 (e)), the Internal
Revenue Service has consistently refused to allow the 3 percent of
premiums deduction on guaranteed renewable health and accident in-
surance policies. The service agrees that nonparticipating noncancel-
able accident and health policies are eligible for the 3 percent of pre-
miums deduction under section 809(d)(5), and that cancelable acci-
dent and health insurance policies are eligible for the 2 percent of
premiums deduction under section 809(d) (6). However, the service
has taken the position that nonparticipating guaranteed renewable
policies are not eligible for either the 3 percent of premiums deduction
or the 2 percent of premiums deduction. The service maintains that,
on nonparticipating guaranteed renewable policies, life insurance com-
panies are limited to the 10 percent reserve increase deduction under
section 809(d) (5)-which often is significantly less than even the 2
percent of premiums deduction under section 809 (d) (6) available for

The action of these companies In claiming the s percent of premiums deduction on their
guaranteed renewable health and accident insurance policies has also been entirely con.
pistont with see. 801(e) which was enacted contemporaneously with section 809(d) (5)
and expressly provides that, for purposes of the taxation of life insurance companies.
guaranteed renewable health and accident Insurance shall be treated In the same manner
as noncancelable health and accident insurance.
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short-term cancelable policies, and, df course) is also often less than
the 3 percent of premiums deduction under section 809(d) (5). Re-
vised Ruling 65-237,1965-2 C. B. 231; Revised Ruling 71-368,1971-2
C. B. 259.

The life insurance industry generally has successfully sustained its
entitlement to the 3 percent of premiums deduction for guaranteed re-
newable policies under section 809(d) (5) in the Court of Claims. See,
United American Insurance Co. v. United States 475 F. 2d 612 (Ct.
Cl. 1973) ; The Lincol- National Life Insurance (o. v. United States,
No. 521-69 (Ct. Cl. January 4, 1974) ; and Central States Health. d
Life Co. of Omaha v. United States, No. 276-74 (Ct. Cl. October 30,
1975). The Tax Court reached the same conclusion (48 T.C. 11&
(1967)), but was reversed by the Ninth Circuit. Pac/lfo Mutual Lif:
Insurance Co. v. United States, 413 F. 2d 55 (9th Cir. 1969). Obvi-
ously, life insurance companies will continue to resort to the courts, if
necessary, to sustain their entitlement to this deduction.

However, resort to the courts should not be necessary to establish a
taxpayer's entitlement to a deduction which Congress so clearly in-
tended to provide. This committee already has concluded "that it was
the intent of Congress in the Life Insurance Company Income Tax
Act of 1959 to treat guaranteed renewable contracts in the same man-
ner as noncancelable contracts," and that guaranteed renewable con-
tracts should be eligible for the 3 percent of premiums deduction under
section 809(d) (5). (See, Senate Report No. 92-1290, 92d Cong., 2d
Sess. 6-7 (1972)). NALC urges the committee to reach the same con-
clusion again, and to report S. 2759 favorably so that its member com-
panies' entitlement to the 3 percent of premiums deduction under sec-
tion 809(d) (5) for guaranteed renewable health and accident policies
will be clarified once and for all, and so that no further resort to liti-
gation will be necessary.

AMERICAN Linz INSURANCE ASSOCIATION,
HEALTH INSURANCz ASSOCIATION or AMERICA,

Hon. RusenL B. Ljowq Washington, D.C., ApIl 15, 1976.

Chaim4nSenate Finanme Omittee,
Sent Owe Building, Washington., D.C.

DEAR SECNAToR LoNo: The purpose of this letter is to express our
support for S. 2759, relating to the tax treatment of guaranteed re-
newable health and accident insurance policies. The American Life
Insurance Association and the Health Insurance Association of Amer-
ica, have approximately 520 member companies which, in the aggre-
gate, write more than 90 percent of the life and health insurance
written in the United States.

S. 2759 would amend section 809(d) (5) of the Internal lRevenue
Code to make clear that guaranteed renewable life, health, and acci-
dent insurance contracts are eligible for the 3-percent-of-premiums de-
duction available under that section to nonparticipating contracts
issued for 5 years or more. We believe such an amendment would be
in accord with the intent of Congress when it enacted section 809(d)
(5) as part of the Life Insurance Company Income Tax Act of 1959.



In this regard, while we believe that the terms of present law support
the deduction, a specific amendment tothcode toclarify this matter
is desirable in view of an outstanding ruling by the Internal Revenue
SerTice to the contrary. Although the IRS position has been rejected
in several recent cases, it has been upheld by one court and a statutory
amendment would avoid the necessity of further Htigation.

It is important to note that your committee, and the full Senate,
approved an identical amendment in 1972. This amendment, which
was added to H.R. 1467, was not accepted by the conference committee.
The chairman of the House Ways and Means Committee indicated, in
this regard, that the Housb conferees had rejected the amendment, not
because of any fundamental disagreement with it, but, rather, because
there was not sufficient time for the House conferees to fully explore
the technicalities involved in the amendment.

Thus, for the reasons set forth in this letter, we urge that the Senate
leinance Committee approve the amendment embodied in S. 2759.

Sincerely, WnLLIAx T. GLEB,
Chief Counsel, Federal Taxee and Pensions,

American Life Inmurance Association.
PAUL M. HAWKINS,

Vice President and Waehingtn Couneel,
Health Imsurance Aesociation of America.
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STATEMENT ON BEHALF OF THE NATIONAL ASSOCIATION OF INDEPEND-
ENT INSURERS, SunMirrWr BY CiuAi is W. DAVIS

INEQUrTII 8 IN EMPLOYMENT TAXES AS APPLIED TO CASUALTY INSURANCE
COMPANIES

Air. Chairman and members of the committee, my name is Charles
W. Davis. I am an attorney in private practice in Chicago, Ill., and
submit this statement on behalf of my client, the National Association
of Independent Insurers (NAII).

NAII is a voluntary insurance company trade association with more
than 400 members. Companies, both members and subscribers, now
affilated with the organization, total 605. Companies within the mem-
bership range from the small, one-State type of company to the largest
multi-State writer; from the igly specialized writer of farmers or
other consumer groups to the so-called full multiple-line insurer; and
from those merchandising their insurance product through the mails
to those using the American agency system. Virtually every State iprepresented i the membership. Thus, policy is developed on the basis
of a very broad consensus of the in1-urance business.

I recogize that the bill upon which the committee's attention is
focused (H.. 10612) does not in its present form deal with the In-
ternal Revenue Service's administration of the employment tax area.
However, I do wish to echo Secretary Simon's expressed hope that the
committee will give this important area serious consideration.

In this hope, this statement is submitted to urge that you take this
occasion to resolve two recurring and increasingly important prob-
lems which have arisen with respect to the application of employment
tax provisions to insumuce cwnpanie and to other businesses as well.
The first of these problems deals with the retroactive determination
that commission insurance agents, who heretofore have generally been
deemed by the insurance industry and by the Internal Revenue Service
to be independent contractors, are instead to be treated as employees
for purposes of the Federal Insurance Contributions Act (FICA), the
Federal Unemployment Tax Act (FUTA), and the collection of in-
come tax at source on wages (withholding). The second, and equally
significant, problem deals with the inequitable multiple exaction of
FICA and FUTA taxes in certain circumstances from related em-
ployers of the same employee. While these problems are not significant
in terms of overall revenues of the social security, unemployment, and
withholding tax systems, they impose large and unfair burdens on
insurers, individuals performing services as insurance agents, and
indeed, upon any business where employees perform services for more
than one related corporate entity.

(8m9) -
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STATUS OF AGENTS FOR EMPLOYMENT TAX PURPOSES

The FICA and FUTA provisions of the Internal Revenue Code
define the term "employee" for employment tax purposes in terms of
common law rules (IRC sees. 3121 (d) and 3306(i) ). A similar defini-
tion is applicable for withholding purposes by virtue of Treasury
Regulations sec. 4.3401(c)-1(b).

Applying these common law rules, commission insurance agents
have M0r many years been found to fall within the category of inde-
pendent contractors rather than employees. Between 1932 and 1969,
seven published rulings issued by the Internal Revenue Service have
considered whether commission agents representing only one company
(or one group of affiliated companies) are "employees" for employ-
ment tax purposes. Each of these rulings concluded that such agc its
must be classified as independent contractors and not as employees.
(G.C.M. 18705, 1937-2 C.B. 879; S.S.T. 249, 1938-1 C.B. 393; Rev.

ul. 54-80, 1954-2 C.B. 261; Rev. Rul. 54-312, 1954-2 C.B. 827; Rev.
Rul. 59-103, 1959-1 C.B. 259; Rev. Rul. 69-287, 1969-1 C.B. 257; Rev.
Rul. 89-288,1969-1 C.B. 258.) Moreover, courts have agreed that com-
mission insurance agents are properly classified as independent con-
tractors rather than employees Reserve Natiori bmsuraIw Co. v.
United State, 74-1 U.S.T.C. par. 9486 (W.D. Okla. 1974); Stv
Life & Acoident Insurance 0o. v. United States, 1975-1 U.S.T.C. par.
9352 (W.D. Okla. 1975), and Kelern M. SimPson, 64 T.C. No. 974
(1975). In shmrt, in a series of published rulings and under pertinent
case law, it has consistently and uniformly been held that commission
insurance agents are properly includable n the category of independ-
ent contractors rather than employees. There are no contrary published
rulings.

However, in a number of recently issued private, unpublished tech-
nical advice memorandums, the Service, in evident irega rd of its
long-established position and of the case law, has held that such com-
mission agents are employees. These unpublished memorandums, which
have been issued without the support ofany unpublished authority and
without any announced change in the Service's position, have resulted
in assessments being proposed or levied against insurance companies,
including NAIH's members, on a retroactive basis, on the ground that
commission agents should have been treated as employees for all oln
years. Notably, these assessments represent in the main duplication of
Federal income and self-employment taxes already paid by agents.

This retroactive shift in position by the Service has led, and must
inevitably lead, to administrative and economic chaos both for the
companies involved avid for their commission agents. The following
list of problems which result from the reclassification of commission
insurance agents as employees are illustrative:

1. Huge retroactive amsessments.-In several cases involving mem-
bers of NAII, the Service has assessed or proposed assessing employ-
ment tax liabilities retroactively for past periods extending as much
as 8 years backward. The assessments, rangng in amounts as high as
$10 million to $2 million for each individual company, have been
asserted without regard to the provisions of sections 3402(d) and 6521
of the Internal Revenue Code, which require offsets to withholding tax
and FICA liability if employees have paid income taxes and self-
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employment taxes. The result is that the assessments are grossly over-
stated and unfair. In large part, they represent an effort to collect
taxes twice on the same compensation.

2. Inadequate and defective proce9 "es for obtaining credit8.-Be-
cause the assessments are retroactive, reaching well back into the 1960's,
thousands of such agents have terminated and their present locations
are unknown to the companies; also, numerous agentshave died. Thus,
tile companies are facedwith the extremely difficult burden of track-
ing down thousands of agents who represented them over a period of
many years in order to establish the companies' admitted rights to
credits under the Code.

3. The etatta of employees of agent.-A great many of the agents
in question have their own employees. The retroactive shift of IRS
position raises troublesome questions about the status of such em-
ployees of agents. The insurance companies have no control over the
hiring, firing, or supervision of agents' employees, who may now be
treated as employees of the companies.

4. H.R. 10 plan8.--A large number of agents have adopted self-
employed persons' pension or profit-sharing plans (H.R. 10 plans).
These numerous plans will almost necessarily be retroactively disquali-
fied also, inasmuch as they were adopted by persons whom the Service
considers to be "employees," and who therefore are not entitled to
maintain H.R. 10 plans. This means the review and correction of
numerous income tax returns of agents in order to disallow deduc-
tions taken for contributions to H.R. 10 plans, as well as to disqualify
the plans involved.

J. Company peion and prof.t-sharing plan.-In some cases, the
qualified pension and profit-sharing plans maintained by the insur-
ance companies have not provided for the coverage of agents--in ac-
cordance with published pension trust section rulings which flatly state
that commission insurance salesmen cannot be covered under a qualified
plan.

The retroactive change in IRS position may have the effect of dis-
Qualify*in i qestmaliymg such qualified plans for failure to cover the agents in te-
tion, in te face of and notwithstanding the published position of the
IRS. In one case, a District Director has already determined that a
pension plan is retroactively disqualified because of failure to cover
insurance agents. This results in the disallowance of deductions for
contributions, taxing the income of the plan, and direct injury to
thousands of employees who are beneficiaries of the plan. Retroactive
disqualification of a plan necessarily means that the tax status of pen-
sion benefits and distributions is adversely affected; furthermore, em-
ployees with vested rights may become taxable immediately with re-
spect to contributions made by the company.

6. Effect on income tax reporting.-The Service's rtroactive change
of position means that thousands of insurance agents in virtually every
part of the United States have filed the wrong kind of income tax
return schedules, reporting their earnings derived from their agencies
on schedule C, form 1040 (Profit or Lom From Business or Profes-
sion). If these agents should retroactively be determined to be "em-

loyees," their tax reporting will have been erroneous, and they will
subject to different rules for the treatment of business expenses

which are applicable to employees, as opposed to self-employed persons.
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7. Bmndng.-In the case of the retroactive assessments in question,the possibility of litigating before payment is not available. For this
reason, the substantial deficiencies in crediting procedures (as to with-
holding taxes and self-employment taxes) become even more serious
when companies prepare to challenge in court the duplicated and
pyramide{ amounts discussed above. Some IRS officials have insisted
that 200 percent of the entire amount of the inflated assessments for
all years must be escrowed or bonded. This position not only imposes
a direct financial burden on the companies' legal surplus required by
State insurance laws; in some cases, the companies may be compelled
to curtail operations as a result.

8. Unequal treatment for companies and agent in the eame posi-
tion.-The shift in position by the IRS has been applied ad hoc and
unevenly to different companies. As late-as 1971 the National Office
was stil issuin favorable rulings to some companies. These private
rulings followed the published rulings. However as noted above, in
the last 2 years, the IRS has issued technical advice memorandums
which ignore the published rulings and reach a contrary conclusion.
As a result, similarly situated companies, carrying on business in the
same manner with closely similar agent relationships are being treated
altogether differently. Companies which obtained private rulhigs prior
to the change in IRS position are presumably protected against appli-
cation of the IRS's new rulings. On tho other hand, numerous other
companies, conducting their business in the same way, which had prop-
erly relied on the published rulings, are faced with huge retroactive
assessments.

I respectfully submit that the serious inequities which will neces-
sarily flow from the shift in position recently taken by the Internal
Revenue Service with respect to the status of insurance agents for
employment tax purposes requires that legislative action be taken to
insure that commission insurance agents continue to be accorded the
status of independent contractors for employment tax purposes, or
alternatively, that any change in their employment tax status be pros-
pective only.

THE 3WLTIYMPIWYM EMPUWYMENT TAX PROBLEM

The second employment tax problem to which I urge the committee
to direct its attention relates to the current inequitable practice of sub-
jecting related employers of the same employee to multiple liability
for the same employment taxes under certain circumstances. This prob-
lem of multiple taxation is especially acute for insurance companies
due to the industry operating structure that bas evolved in response
to State regulatory requirements. Bit many other kinds of companies
are also affected. Every business, small or large, conducted in corporate
form through subsidiaries rather than divisions, is potentially subject
to the burden of multiple taxation.

The Federal Insurance Contributions Act and the Federal Unem-
ployme;i t Tax Act impose a tax on employers which is a percentage of
wWes paid to employees. The FICA tax is limited to the first $15,300
of wages paid by tie employing corporation, and the FUTA tax is
limited to the first $4,29 of such wages. Duplication of tax occnrs
whenever an employee earns more than those amounts by performing
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services concurrently for more than one employer-even when the
employers are part of a single enterprise under common ownership or
management. Under present law, each employer is considered to have
paid as wages the amount attributable to the services performed by the
employee for that employer. When two or more employers employ an
individual concurrently, each mUst pay the applicable payroll tax
with respect to the first $15,300 ($4,20 in the case of FUTA) of serv-
ices rendered to it by the employee. This means, for example, that if an
individual is concurrently employed by two related corporations which
each pay that individual $15,300, both must pay the maximum amount
of payroll taxes that may be imposed on an employer with respect, to
any one employee. Thus, the tax is imposed, not on the first $15,300 of
wages, but on the first $30,600 of wages--double the amount paid in
ordinary situations. If the employee performs services concurrently for
three or four corporate employers--which is often the case in the in-
surance industry-the tax can be tripled or quadrupled.

The problem described is particularly serious for the insurance
industry because it is so structured that a great many employees work
for more than one corporate entity. Insurance is extensively regulated
at the State level. As a result of the different requirements in the 50
different States (including the historical fact that in some States
certain lines of insurance had to be written in separate entities), an
insurance enterprise often consists, legally, of a group of separate cor-porations operating within different States and dealing in different
lines of business. Typically, a single management and a single sales

-force run the entire operation, picking and choosing, as the circum-
stances dictate the corporate entities whose policies will technically be
issued. Payroll and operating arrangements vary from company to
company, but the threat common to all is that employees who are in
fact working for a single integrated enterprise are, as a technical mat-
ter, performing services which ultimately benefit a number of-corpo-
rate entities

Other companies in other industries have similar problems where-
ever a business is operated through several subsidiaries. In contrast,
if different phases of a business are operated through separate divi-
sions within a single corporate entity, the duplicate tax penalty dis-
appears. Thus, a wholly arbitrary and major tax penalty can attach
to operating through subsidiaries, even where enterprises are operat-
ing in that manner for historic and legitimate business reasons wholly
unrelated to tax considerations.

Further, this burden of excess tax is becoming increasingly heavy.
The maximum FICA tax has, for example, increased approximately
thirtyfold since 1949. For the first 13 years, 1937-49, the FICA tax
rate was only 1 percent, applied to the first $3,000 of earnings-a
maximum of $30. By 1960 the rate had climbed to 3 percent, and the
wage base was $4,800. By 1970 the rate was 4.8 percent and the wage
bas-e was $7.800. In the past 4 years, accelerations in the rate and wage
base have been even more rapid, so that today, in 1976. the rate is a
sizable 5.85 percent. and the wage base is $15,300. having! almost
doubled in 5 years. Moreover. further increases are scheduled in the
future. When the tax was small, duplication of tax could perhaps be
overlooked as a minor imperfection in the system. But at present levels
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it creates major inequities and can no longer quietly be condoned. I
therefore urge the committee to alleviate this unfair multiple employ-
ment tax burden currently placed upon related employers of the sameemployee.The National Association of Independent Insurers has drafted pro-

posals for coordination among its membership which I believe would
resolve the two problems which I have discussed. Should the committee
decide to give consideration to this important area, we should welcome
the opportunity to provide you with our proposals and to assist you in
any other manner you might desire.

tOn behalf of the National Association of Independent Insurers, al-
low me to express appreciation for the opportunity to submit our
views on these matters.
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STATzEMNT BY SENATOR JAMEs B. ALLEN, ON S. 3288 PROPOSING AN
- ~AMENDMENT TO THE INTRNALi REVENUE CODE

Senator Sparkman and I have introduced a bill (S. 3288) proposing
an amendment to the Internal Revenue Code to relieve the unintended
hardship of section 543(a) (6) on taxpayers who have unwittingly be-
come trapped into a personal holding company.

Under present law a corporation can rent its properties to its share-
holders without the rental income being considered to be personal hold-
ing company income unless these payments are used to shelter passive
income in excess of 10 percent of the corporations' gross ordinary
income. The theory behind these provisions is that rent received from
stockholders for the use of corporate property in legitimate business
enterprises are not intended to be classified as personal holding com-
pany income unless these rents are used to shelter other passive in-
vestment income.

However, the Internal Revenue Service has taken the technical
position that where the rental property consists of both tangible and
intangible property any payments which are made for intangible prop-
erties are royalties under section 543 (c) (1) rather than compensation
for the use of corporate property under section 543(c) (6). This
position of the Internal Revenue Service prevents a taxpayer from
using the present beneficial sections of the law even though the com-
pany has not been used to shelter passive investment income.

'he particular case which I have in mind involves a bottling com-
pany in my State which rented all of its physical assets along with the
exclusive right to bottle and sell a beverage within a specified area.
The Internal Revenue Service has taken the position that any pay-
ment for the exclusive right to sell the product is a royalty and since
this payment constitutes more than 10 percent of the company's gross
income, it consequently is a personal holding company. Therefore, this
company has been unwittingly trapped into personal holding company
status because, although all of the income which it receives is for the
use of the assets comprising a single business, some of this income is
treated unfairly as royalty income rather than as a compensation for
the use of property under section 543 (a) (6).

Certainly the concern shown by Congress in enacting the present
law should cover situations like this where the assets of the corporation
consist of tangible as well as intangible prow rty. Such a corporation
is no more an incorporated pocketbook at wich the personal holding
company provisions are aimed than a corporation whose assets happen
to include only tangible assets necessary for legitimate business opera-
tions. It is important to note that our amendment will apply only
where the intangible assets are part of an integral group of business
assets consisting of tangible and intangible assets and will not apply
where the corporation merely licenses an intangible asset. Also, the
amendment leaves undisturbed and preserves the existing prohibition

(3901)
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against using payments from shareholders for the use of business as-
sets to shelter substantial amounts of outside investment income. The
amendment also insures that rents and royalties which are described
under section 543 (a) (6) and are excluded from personal holding coin-
pany income under that section will be excluded from sections 543 (a)
(1) and 543(a) (2).

Since the purpose of this amendment is to relieve the unintended
hardship of section 543 (a)(6) on a taxpayer who unwittingly be-
caine trapped into personal holding company status, this amendment
should be made retroactive and, since the legislation is so proper, no
terminal date should be adopted.
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STATEMENT BY MAC ASBILL, JR. ON BEHALP or WoRLD AIwAYs, INc.

TAX RELIEF FOR D ITURE PURSUANT TO T BANK HOLINO COMPANY
ACT AMENDMENTS OF 1970

Summary
Congress should promptly enact legislation along the lines of H.R.

31997, passed by the House of Representatives on March 15, 1976,
which would grant appropriate tax relief to divestitures certified by
the Federal Reserve Board as necessaryy or appropriate" to effectuate
the purposes of the Bank Holding Company Act Amendments of
1970.
Statement

This statement is submitted by Mae Asbill, Jr., a lawyer practicing
in Washington with the Washington and Atlanta firm of Sutherland,
Asbill & Brennan, on behalf of World Airways, Inc., a Dclaware cor-
poration headquartered in Oakland, Calif. It advocates the prompt
enactment of H.R. 11997, or its equivalent in purpose and effect. That
bill would grant appropriate tax relief to divestitures certified by the
Federal Reserve Board as "necessary or appropriate" to effectuate the
purposes of the Bank Holding Company Act Amendments of 1970.

The, adoption by the Congress of the Bank Holding Company Act
Amendments of 1970 subjected so-called one-bank holding companies
to the Bank Holding Company Act for the first time. Generally speak-
ing these amendments required such holding companies to divest them-
selves of either their banking or their nonbanking assets before
December 31, 1980. It was contemplated in 1970 that appropriate tax
relief would be provided with respect to such divestitures, as had been
done in the case of earlier bank holding company legislation. Thus, the
report of the Senate Committee on Banking and Currency, S. Rept.
No. 91-1084, provided:

It is anticipated that the Congress will follow precedent and will pass a bill
providing companies required to make divestitures under this legislation with
relief from an undue tax burden as a result of such divestiture. It would be In-
equitable to require these divesting companies to commit themselves to a di.-
vestiture plan without knowing precisely what their tax situation will be in re-
gard to such divestiture. Accordingly, it was deemed necessary to provide a dives-
titure period of suflcient length that these companies will have adequate time
to make their divestiture plans after the appropriate tax relief measure is passed
by Congress.

Pursuant to this commitment, the Treasury began the formulation
of such relief legislation and first submitted a proposal, S. 3111, to the
Congress in 1972. In 1973 an identical draft bill was introduced as S.
407. That bill provided for the tax-free spinoff (i.e., distribution to
stockholders) of stock divested pursuant to the 1970 amendments
and also provided for the deferral of gain realized upon the sale of
divested property if the proceeds were reinvested in certain other
property (the so-r'iled rollover provision).

(3905)



3906

World Airways, which is an international and domestic supplemen-
tal air carrier, had in May 1968, through its wholly owned subsidiary,
Worldamerica Investors Corp., purchased over 99 percent of the stock
of First Western Bank & Trust Co., a California corporation. By
virtue of this purchase, World Airways was a one-bank holding com-
pany ofthetyp subjected to the divestiture requirements of the
Bank Holding Company Act amendments of 1970. Although it might
have been permitted, under the "grandfather" provision in the 1970
amendments, to retain its bank if it were willing to forego forever
expansion of its nonbanking activities, World was forced, as a practical
matter, to choose between retention of its bank or its nonbanking busi-
nesses. Being primarily in the air carrier business, it decided to divest
itself of the bank, in that way carrying out the congressional mandate
to separate its banking from its nonbaning businesses.

It was concluded for several reasons that a spinoff of the bank's stock
to the shareholders of World Airways was not feasible. Worldamerica
had borrowed a substantial part of the purchase price of the bank
stock, and had pledged all of that stock to secure the loan. It needed
the earnings produced by the bank, or the proceeds of sale, in order
to pay off that loan. The pledgee, Bank of America, would not permit
a spinoff of the bank stock so long as the loan was outstanding. More-
over, another loan agreement covering loans to acquire aircraft pro-
hibited distribution of any substantial part of World's assets, including
the stock of Worldamerica or the bank stock owned by that subsidiary.
Thus, the only way that divestiture could be accomplished was by a
sale.

It soon became obvious that because of antitrust considerations: and
provisions of the Bank Holding Company Act which prevented bank
acquisitions across State lines, it would be difficult to find a suitable
purchaser. Indeed, the Department of Justice in 1972 challenged on
antitrust grounds the sale of the bank to Wells Fargo Bank which
appeared to be the only qualified California buyer with the means to
acquire the bank. World concluded that as a practical matter it would
probably be necessary to sell the bank to a foreign purchaser. Fol-
lowing termination of the Wells Fargo tranuction World began nego-
tiations with Lloyds Bank Limited of London wnich resulted in the
sale of the bank in January 1974, to Lloyds First Western Corp.
(a wholly owned subsidiary of Lloyds Bank Limited). This sale we
approved by the Federal Reserve Board. Of the approximately $7,850,
000 tax attributable to the sale, about $6,800,000 had been paid by
September 15, 1975; the remaining $850,000 wvas deferred in anticipa-
tion of being eliminated by a loss carryback from 1975.

At the time of the decision to dispose of its bank, World Airways
was, of course, aware that in 1970 Coingress had committed itself ulti-
mately to providing appropriate tax relief from the hardships caused
by divestitures prompted by the Bank Holding Company Act amend-
ments of 1970. However because of the limited number of financially
competent and qualified buyers to whom the bank could be sold without
violating the antitrust laws and other applicable Government restric-
tions, World Airways was unable, as a matter of practical economics,
to await final passage of such relief legislation. Rather, faced with a
narrow class of potential buyers who could be expected to avoid chal-
lenge on antitrust or other grounds, World Airways was compelled
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as a matter of business prudence, once a suitable buyer could be found,
to make the sale in reliance upon the promise of subsequent tax relief.

After full hearings and almost 3 years of deliberation, the Ways and
Means Committee on March 4 reported out, and the House of kepre-
sentatives on March 15 passed, H.R. 11997, a bill designed to grant
relief from the tax consequences of divestitures required by the Bank
Holding Company Act amendments of 1970. That relief takes two
forms.The first is a provision permitting a holding company to "spin off"
(that is, to distribute to its stockholders) tax-free either its nonbanking
assets (including stock) if the corporation elects to continue to be a
bank holding company, or its banking assets (including stock) in the
event the corporation elects to cease to be a bank holding company.

In recognition of the fact that such a spinoff would often be inap-
propriate, and in some instances impossible, for reasons such as those
applicable in World's situation, the bill provides an alternative type
ovt relief, the "installment payment method" pursuant to which a bank
holding company which sells banking or nonbanking property pur-
suant to the Bank Holding Company Act amendments of 1970, may
pay in equal annual installments the tax attributable to that sale.
The installment period ends in 1985, or, if later 10 years after the due
date of the return for the year of sale. In order to encourage early
dispositions in compliance iith the 1970 amendments, the bill provides
that interest will not be imposed upon the annual installments due in
1985 or earlier years, but that it will be imposed on any installments
due thereafter. In those situations where--as in World's own case--the
sale has been made and the tax paid before the effective date of H.R.
11997, the bill provides for a refund of that portion of such tax repre-
senting installment payments which would not become due until after
that effective date.

The Ways and Means Committee and the House of Representatives
rejected the "rollover" type of relief that is, treating the sale as an in-
voluntary conversion, the gain on which would not be recognized pro-
vided the proceeds were reinvested in specified types of property and
provided that the basis of such replacement property was appropri-
atelv reduced), because of the complexities inherent in that type of
relief, especially where the sale's proceeds were invested in stock of a
corporation rather than directly in replacement assets.

Because a procedural provision in the Congressional Budget and
Impoundment Control Act of 1974 (that is. that, except in the event of a
waiver in the Senate, neither House shall consider a bill which pro-
duces a decrease in revenues effective during the next fiscal year until
the first concurrent resolution on the budget for such year has been
agreed to), H.R. 11997 provides that its effective date will be October 1,
1977. the beginning of fiscal year 1978, and that no refunds will be paid
pur-uant tothe bill prior to that date.

W'e believe that H-.R. 11997 reasonably fulfills Congress' commitment
to )rovide approl)riate tax relief for divestitures pursuant to the 1970
amendments. We would recommend only one change, namely that the
effective date provision be modified if possible so that the act will be-
come effective upon enactment. We know of no substantive reason why
the effective date should be postponed beyond that time.
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More than half of the 10-year period for divestiture prescribed by
the 1970 amendments has already elapsed. Consequently, it seems rea-
sonable to expect that both those one-bank holding companies which
have already accomplished that divestiture and those which have not
yet done so, be apprised soon of the ground rules which will govern
the tax consequences of such divestitures. Consequently, we applaud
the decision of the House to deal with this issue in H.R. 11997, and we
urge this committee and the Senate to take prompt action along the
lines of that bill.

REPUBLIC OF TEXAS CoRP.,
Dallas, Tex., May 10,1976.Senator Russmu.. B. LoNG,

Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DIEAR CHAMiw LONG: In response to the invitation contained in
your press release dated February 5, 1976, the Republic of Texas
Corp. (hereinafter "Republic") submitted a statement concerning the
Bank Holding Company Tax Act of 1976 (H.R. 11997) for considera-
tion by the Committee on Finance and for inclusion in the printed
hearing record. Republic wishes to supplement such statement as set
forth bNelow.

In our previous statement, we emphasized our belief that H.R. 11997
should be modified to include rollover provisions as a third alternative
method of tax relief for those taxpayers who must divest themselves
of property because of the 1970 amendments to the Bank Holding
Company Act. We stated our belief that rollover provisions could
be designed which would not be unduly complex and which would
be fair to all concerned. We believe that those goals could be ac-
complished by adding the attached exhibit to K.R. 11997, to be a
new section 1104 of the Internal Revenue Code of 1954. The "rein-
vestment period" in the exhibit is the same as that contained in the
1974 draft legislation and differs from that proposed in our earlier
statement. The reinvestment period proposed in the exhibit appears
to be fair and to be consistent with other provisions of the code.

The operation of proposed section 1104 may be illustrated by the
following examples, in which it is assumed that all propert sold is
prohibited property, that all property purchased is qualiing re-
placement property, that all purchases, except as noted, are made
within the relevant reinvestment period and that the appropriate
elections are made:

Example (l).-Assume that the taxpayer sells all of the stock in
A for $10 million. The taxpayer's basis in the A stock is $1 million,
and A's basis in its assets is $8 million. The taxpayer buys all of the
stock of X for $10 million. X's basis in its assets is $5 million. The
taxpayer would recognize again of $2 million under section 1104 (e) (1)
X's asset basis - A's asset basis). Its basis in the X stock would
be $3 million under section 1104(d).

Exaniple (2).-Assume the same facts as in example (1) except
that the taxpayer buys all of the stock of X for $7 million and all
of the stock of Y for $3 million. X's assets have a basis of $5 million
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and Y's basis in its assets is $1 million. The taxpayer would recognizea gain of $3 million under section 1104(e) (1). (X's asset basis - A's
asset basis) + (Y's asset basis - A's asset basis [reduced purmant
to sec. 1104(e) (3) ]). The taxpayer's basis in the X stock would be
$2,700,000 ($700,000 under section 1104(d) (1) and $2 million undersec. 1104 (d) (2)) ; its basis in the Y stock would be $1,300,000 ($300,000
under sec. 1104(d) (1) and $1 million under section 1104 (d) 2)).

Evampie (3).-Assume the taxpayer sells all of the stock of A for
$10 million and all of the stock of B for $8 million. The taxpayer's
basis in the A stock is $2 million and $3 million in the B stock. A's basis
in its assets is $6 million, and B's basis in its assets is $2 million. Thetaxpayer buys all of the stock of X for $9 million and all of the stock
ofY for $9 million. X's basis in its assets is $4 million, and Y's basisin its assets is $5 million. The taxpayer would recognize a gain of
$1 million under section 1104(e) (1), computed in the one of the fol-
lowing methods:

(a) (X's asset basis - A's asset basis) - 0 gain. (Y's asset
basis - (B's asset basis + A's asset basis [reduced for this purpose
on yb $4 million pursuant to sec. 1104(e) (3)]) - $1 million gain.

Under this method, he taxpayer's basis in the X stock would be
$2,500,000 under section 1104 (d) (1), and its basis in the Y stock would
be ,00,000 ($2,500,000 under sec. 1104(d) (1) and $1 million under

(1) (Y's asset basis - B's asset basis + A's asset basis) -0 gain
(X's asset basis - (B's asset basis + A's asset basis, reduced by $2 mil-lion and $3 million, respectively, pursuant to section 1104(e) (3)) -
$1 million gain.

Under this method, the taxpayer's basis in the X stock would be
$3,500,000 ($2,500,000 under see. 1104(d) (1) and $1 million under
sec. 1104(d) (2)), and its basis in the B stock would be $2,500,000.

In this example, it would appear appropriate to allow the taxpayer
to elect between method (a) and method (b).

EwamplM (4).-Assume the same facts as in example (3) except
that the aquisition of the stock of X is within the reinvestment periodfor the sale of both A and B, but the acquisition of the stock of Y is
within the reinvestment period for the sale of B only. With respect
to the sale of A, the taxpayer has a gain of $1 million under section
1104(a) and a basis in the X stock of $2 million under section 1104
(d) (1). With respect to the sale of B, the taxpayer has a gain of
$8 million under section 1104(e) (1) (Y's asset basis - B's asset basis)
and a basis of $7 million in the Y stock ($4 million under sec. 1104
(d) (1) and $8 million under sec. 1104 (d) (2) ).

The foregoing examples illustrate the relative simplicity of applying
the rollover method proposed herein. Additionally, we believe that
section 1104(e) answers the concern which was behind the complex,
unfair "double basis reduction" in the 1974 draft of H.R. 11997. Under
the propose] herein, a taxpayer could not obtain the benefit of P'r-
chasing the stock of a corporation whose asset basis is higher than
the basis of the assets sold by the taxpayer without paying a capital
gains tax.

We wish to emphasize that we urge the "rollover" concept as a third
available method-of relief-not to replace either the spinoff or the
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installment method, both of which are useful and should be retained;
and that the installment method would be available against any gain
partially recognized because of the "rollover" reinvestment of a part,
ut not all, of the proceeds of sale of prohibited pro rt. The Repub-

lic of Texas Corp. strongly supports the passage of I1R. 11997 with
the modification discussed herein and in our previous statement.

Sincerely, JAMES D. BERRPresident.

SEC. 1104. CErTAIN SALER PURSUANT TO BANK HOuDxlo COMPANY ACT
AMENDMENTS OF 1970

(a) Nonrecognition of gain.-If, after July 7, 1970, a bank holding
corporation sells bank property or prohibited property, the divestiture
of either of which the Board certifies, before such sale, is necessary or
ao)propriate to effectuate section 4 or the policies of the Bank Holding
Company Act, at the election of the taxpayer gain realized from such
sale (except as provided in subsec. (e)) shall be recognized only to
the extent that the amount realized on such sale exceeds the cost of
qualifying replacement property purchased during the reinvestment
period,-Such election shall be made at such time and in such manner
as the Secretary may by regulation prescribe. This section shall not
apply to any sale of prohibited property if the taxpayer (or a corpora-
tion 'having control of the taxpayer or a subsidiary of the taxpayer)
has made an election under-this section with respect to bank property
or has made any distribution pursuant to section 1101 (b). This section
hall not apply to bank property if the taxpayer (or a corporation
having control of the taxpayer or a subsidiary of the taxpayer) has
made an election under this section with respect to prohibited property
or has made any distribution pursuant to section 1101(a).

(b) Reinvestment period.-The reinvestment period referred to in
subsection (a) shall be the period beginning 2 years before the date
of disposition of the prohibited property or bank property, as the
case may be (but not before July 8, 1970), and ending 2 years after
the date of disposition of such property, or ending at the close of such
later date as the Secretary may designate for reasonable cause shown.

(c) Qualifying replacement property.-
(1) For purposes of subsection (a), qualifying replacement property

means property which is permitted to be held without any requirement
of divestiture under the Bank Holding Company Act of 1956, as
amended by the Bank Holding Act Amendments of 1970, and which
is-

(A) Stock of another corporation if, immediately after the
purchase of such stock, the acquiring corporation has control (as
defined in section 368(c)) of such other corporation (whether
or not such acquiring corporation had such control immediately
before the purchase) ; or

(B) Substantially all the assets of another corporation used in
the trade or business of such corporation.

An acquisition described in subparagraph (A) shall not be treated as
a purchase for purposes of section 334(b) (2).
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(2) For purposes of this subsection-
(A) Property acquired before a disposition of prohibited

property or bank property shall be considered to have been ac-
quired for the purpose of replacing such property only *f held
by the taxpayer on the date of such disposition;

(B) The taxpayer shall be considered to have purchased prop-
erty only if, but for the provisions of subsection (d) of this sec-
tion, the unadjusted basis of such property would be its cost within
the meaning of section 1012; and

(C) The taxpayer shall be considered to have purchased stock
only if the taxpayer's purchase of such itock was not a transact ion
to which section 1032 applied.
(R asit of quaifyingv repkwemen* prprty.-

(1) If an acquisition of property results in the nonrecognition of
gain pursuant to this section, the basis of such property shall be the
cost thereof decreased in the amount of gain not so recognized; if thle
property acquired consists of more than one piece of property, the
basis determined under this subparagraph shall be allocated to the
acquired properties in proportion to their respective cost& For pur-
Poes of this subparagraph, gaii recognized under subsection (e) shall
be deemed not to have been recognized.

(2) If an acquisition of stock results in the recognition of gain un-
der subsection (e), the basis of such stock determined under subpora-
graph (1) of this subsection shall be increased by the amount of such
gain.

(e) Recog"ton of gain in certain cases.-
(1) In the case of an acquisition described in paragraph (1) (A)

of subsection (c), if the basis of the assets of the acquired corpora-
tion in the hands of such corporation exceeds-

(A) the basis in the hands of the taxpayer of the property
described in subsection (a) the gain from the sale of which is not
recognized in whole or in part under this section by reason of such
acquisition, or,

(B) if such property described in subsection (a) is stock of a
corporation, the basis of the assets of such corporation in the
hands of such corporation,

then the gain from the sale of such property shall nevertheless be
reeonized to the extent of such excess.

(2 In the case of a sale of stock of a corporation with respect to
which an election is made under subsection (a) which was not a sale
of all of such stock with respect to the sale of which the taxpayer
could have made an election under this section or which was not a sale
of all of the outstanding stock of such corporation, the basis of the
assets of the corporation the stock of which was sold shall, for pur-
poses of paragraph (1) of this subsection, b considered to be that. part
of the total basis of such assets in the hands of such corporation that
bears the same relationship to such total basis as the fair market value
of the stock sold bears to the fair market value of the total outstand-
ing stock of such corporation.

(2) Solely for purposes of applying paragra~ph (1) of this subsec-
tion to an acquisition, the basis in the hands of the taxpayer of prop-
erty described in subsection (a) or the basis of the assets in the hands
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of the corporation the stock of which is described in subsection (a), as
the case may be, shall be reduced by the amount of such basis that pre-
vents the recognition of gain when such paragraph is applied to any
other acquisition.

(f) Assessment of defwienoies.-If the taxpayer has made an elec-
tion under subsection (a) with respect to a sale, then notwithstanding
any other provision of law or rule of law the statutory period for thf.
assessment of any deficiency (including interest and additions to the
tax) shall not expire until 3 years from the date the Secretary is noti-
fied by the taxpayer (in such manner as the Secretary may by regula-
tions prescribe) of the purchase of qualified replacement property or
the failure to timely purchase such property. Such deficiency may be
assessed before the expiration of such 8-year period notwithstanding
the provisions of section 6212(c) or the provisions of any other law or
rule of law which would otherwise prevent such assessinent."

(g) Inst atnt method.-The tax under chapter 1 attributable to
recognized gain from a sale with respect to which an election is made
inder subsection (a) shall, at the election of the taxpayer, be payable
in the:manner specified in section 6158. An election under this sub-
section shall be made at such time and in such manner as the Secretary
or his delegate may by regulations prescribe. This number and due
dates of installments of such tax shall be detepmined in the manner
specified in section 6158 as if the taxpayer had made a timely election
under such section and had not made an election under subsection (a)
with respect to such sale; for purposes of section 6158(c) (1), no such
installment shall be considered not paid on or before the date fixed
therefor if such installment is paid on or before the due date (deter-
mined without extension) for the taxpayer's return of tax under
chapter 1 for the taxable year in which gain from such sale is recog-
nized under this section. Thelast sentence of section 6601 (b) (2) shal
not apply to any installment that, but for the preceding sentence, would
have been considered not paid on or before the date fixed therefor.

"(h) Deflntions.-For purposes of this section.-
if (1) Terms have meanings given to them by section 103.-The terms
"'qualified bank holding corporation" "Bank Holding Company Act,"
"3oard"; "control" (except for purposes of subsection (c)), and"subsidiary" have the respective meanings given to such terms by

section 1103.
(2) Prohib;ted property.-The term "prohibited property" means

property held by a qualified bank holding corporation which could
be distributed without recognition of gain under section 1101 (a) (1).

(3) Bank property.-The term "bank property" means property
held by a qualified bank holding corporation which could be d i-
tributeid without recognition of gain under section 1101(b) (1).

REPUBLIC OF TEXAS CORP.,

Senator RUSSELL B. LoNo, Dallas, Teo.

Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR CHArRMAN LONo: In response to the invitation contained in
your press release dated February 5, 1976, the Republic of Texas
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Corp. hereby submits its statement concerning the Bank Holding
Company Tax Act of 1976 (H.R. 11997) for consideration by the Com-
mittee on Finance and for inclusion in the printed hearing record. The
Republic of Texas Corp. (hereinafter "Republic"), a registered bank
holding company located in Dallas, Tex. urg the Finance Commit-
tee to approve H.R. 11997, with the modiAcations discussed below. The
enactment of this bill into law would represent the fulfillment of the
express commitment of Congress to provide tax relief to those bank
holding companies which were forced to divest property as a result
of the 1970 Amendments to the Bank Holding Company Act.

STORY OF H.R. 11997

In 1956, Congress passed the original Bank Holding Company Act
in order to compel bank holding companies to separate their banking
from their nonbanking activities. Under section 4 of that, act, a covered
bank holding company was required within specific time limits either
to divest its nonbanking assets or to divest its banking assets and to
cease being a bank holding company. Corporations which were classi-
field as bank holding companies in 1956 (because they controlled two
or more banks) were permitted by that act to make tax-free distribu-
tions, or "spinoffs" ot those banking or nonbanking, assets which they
were required to divest. Congress ha4 enacted the spin provisi e-
cause it had recognized that it would be unfair to require bank holding
companies to restructure their businesses by divesting property
(whlch, in the absence of legislation, they would have continued to
hold) without providing equitable'tax treatment for the proceeds
which would be received upon the disposition of the prohibited assets.

In 1970, Congress amended the Bink Holding Company Act and
thereby expanded the definition of "bank holding company" to include
any company which directly 'or indirectly owns, controls, or has the
Power to vote 25 percent or more of any class of voting securities of
Iust one bank. By expanding the definition, Congress intended to sub-
ject each "one bank holding company" to the divestiture requirements
of section 4 of the act.

When Congress included one-bank holding companies within the
scope of the Bank Holding Company Act in 1970, it recognized that
unless it passed tax relief legislation similar to that provided in 1956,
forced divestiture would create harsh tax consequences., For example,
under current Internal Revenue Code provisions, a bank holding com-
pany which is required by the act to sell either the stock in, or the
ass es of, a nonbanking subsidiary to a third party is also compelled
to recognize immediately the full amount of capital gain realized from
the sale, unless the strict requirements of the installment sale provi-
sions of section 453 are satisfied. If the bank holding company decides,
instead, to distribute the stock it holds in a nonbanling subsidiary to
its own shareholders, then unless the stringent requirements of section
355 of the Code are satisfied the distribution will be treated as a tax-
able dividend the share holders will be required to realize ordinary
income on the fair market value of the stock they receive.

ICongress also amended the Bank holding Company Act In 1966, and tax relief was
provIdUd to those bank holding companies brought within the divestiture provisions of the
act at that time.
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Congress clearly intended to alleviate the impact of these conse-
quences through the contemporaneous passage of tax relief legislation.
For example, the Senate Banking and Currency Committee stated
that

It is anticipated that the Congress will follow precedent and will pass a bill
providing companies required to make divestitures under this legislation with
relief from an undue tax burden as a result of such divestiture. It would be
inequitable to require these divesting companies to commit themselves to a
divestiture plan without knowing precisely what their tax situation will be in
regard to such divestiture Accordingly, it was deemed necessary to provide a
divesture period of sufficient length that these companies will have adequate time
to make their divestiture plans after the appropriate tax relief measure Is passed
by Congress. [S. Rept. No. 91-1084, 91st Cong., 2d Ses. (1970) ].

Later in the same report, the committee stated that it wished "..
to insure that required divestitures are made as quickly as possible, as
efficiently as possible, and with as little economic loss to the divesting
company as possible."

In order to carry out the express intent of Congress, the House
Ways and Means Committee tentatively approved leoslation in No-
vember 1974 which provided three alternative methods of tax relief
for bank holAing companies which makes divestitures that the Federal
Reserve Board certifies are necessary or appropriate to carry out. the
purposes of the act. The first method was a "spinoff" provision simi-
lar to that provided in 1956. The second method, which was termed
"rollover" treatment, allowed the tax on the gain from a sale of
nonbanking or banking property to be deferred, if the proceeds of that
sale were reinvested in 'qualified replacement property" and appro-
priate reductions in the basis of the qualifying replacement property
were made. The third method permitted the installment payment over
a specified period of time of taxes on capital gain realized from a
sale of nonbankingor banking property.

This draft legislation was not reported out of the Ways and Means
Committee in 1974, and consequently, the committee began its delib-
erations anew in 1976. Hearings were held on January 27, 1976, and
the Republic of Texas Corp. and other interested parties testified.
The product of those hearings and subsequent markup sessions was
H.R. 11997, the "Bank Holding Company Tax Act of 1976." H.R.
11997 was overwhelmingly approved by both the Ways and Means
Committee and the full House of Representatives and was referred
to the Senate Finance Committee on March 16,1976.

EXPLANATION OF MAJOR PROVISIONS OF II.R. 11997

In general, a corporation subject to the divestiture provisions of the
Bank Holding Company Act is given its choice of alternative routes-
to remain a bank holding company and divest its prohibited nonbank-
ing property, or to dispose of its interest in banking property and, as a
result, cease to be a bank holding company. Republic has decided to
remain a bank holding company. Accordingly, it must divest itself of
any "prohibited property," that is, nonbank property, by a specified
statutory deadline.

H.R. 11997 provides two alternative methods of tax relief for Repub-
lic's divestitures of nonbank property. First, the bill (like the 1974
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draft), provides a spinoff option under which a bank holding company
may distribute its nonbanking assets to its own shareholders (or, ii
some cases, security holders) without an inclusion in income or a rec-
ognition of gain by these stock (or security) holders, but with appro-
priate basis adjustments. This "spinoff" approach is generally the same
as that adopted with respect to divestitures under the original bank
holding company legislation enacted in 1956 and 1966.

Second, the bill permits a bank holding company to sell its non-
banking property in a taxable sale or exchange and to pay the income
tax incurred at the corporate level in installments over at least a 10-
year period. While Republic supports the retention of both of these
methods of tax relief, it is imperative that the Finance Committee
modify the bill in order to recognize the particular problems faced by
certain bank holding companies in making their required divestitures.

THE NEED FOR REVISION OF H.R. 11007

During the Ways and, Means Committee hearing of January 27,
1976, Republic and several other bank holding companies urged the
committee to include H.R. 11997, a third alternative method of tax
relief-the "rollover" method. In 1974, the Ways and Means Commit-
tee did include a rollover provision in its draft bill. Under the 1974
provision, a bank holding company would not have been required to
recognize immediately a capital gain on the sale of divested property
if it reinvested the proceeds of that sale in qualified replacement prop-
erty. The tax would be deferred until the date on which the replace-
ment property was sold.

The rationale supporting the rollover method of tax relief is that
there is no reason to impose harsh tax consequences on a bank holding
company, so long as it complies with the divestiture requirements of
the Bank Holding Company Act and reinvests in qualified replace-
ment (permissible) assets. As noted in the testimony of Mr. William
Goldstein, Deputy Assistant Secretary of the Treasury for Tax Policy,
"Ideally, a carefully drafted rollover proposal would maintain a bank
holding company in essentially the same tax position after the re-
quired divestiture as it was in prior thereto." (Hearings on bank
holding company divestitures before the Committee on Ways and
Means. 94th Cong., 2d sess., at 6 (1976). -Rollover treatment simply
provides for tax deferral, not tax avoidance; it defers the tax impact
until a subsequent voluntary sale of the replacement property. The
rollover concept is common in the Internal Revenue-Code, for exam-
)le, section 1033 on involuntary conversions and section 1071 on FCC
orced divestitures.

Despite the compelling logic of the rollover method, it is not in-
cluded in H.R. 11997.

In his testimony before the Waays and Means Committee, Deputy
Assistant Treasury Secretary Goldstein stated that the rollover pro-
visions contained in the 1974 draft legislation involved "a number of
intractable problems in the Code which, if attempted to be resolved,
would give rise to extreme complexity in the Code, or which, if left
unresolved, might often result in tax treatment which is either far too
generous or not generous enough." However, Secretary Goldstein
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stated that the Treasury Department would not characterize the roll-
over concept as unacceptable, but believed that it was unnecessary
because of the installment method.

On analysis the reasons for not including the rollover concept seem
inadequate. While unnecessary complexity certainly should be avoided,
avoiding complexity, without more, is not a reason for inequitable
treatment. As discussed below, we believe that rollover treatment can
be provided without undue complexity. Moreover, the rollover concept
is necessary to provide sufficient flexibility and fair treatment to those
affected by the 1970 amendments to the Bank Holding Company Act.

The spinoff and installment methods, although useful in many
situations, are not sufficient because they do not provide the fairest
method of tax relief.

On balance, the rollover method is the fairest kind of tax relief
when Congress forces a sale of particular property, and the proceeds
from such sale are reinvested in qualified replacement property. The
installment method provides limited relief in forced divestitures, but
the rollover method is fairer since taxation is postponed until the tax-
payer effects a voluntary disposition of the replacement property.
The imposition of a tax because of a forced sale of roprty would
be in the nature of a levy on the ownership of capital, which is contrary
to our system of taxing income generated by voluntary actions of
taxpayers. Rollover treatment is fair; it pernts disposition and rein-
vestment without loss of capital.

Second Republic believes that a rollover provision can be drafted
which will not be too complex and which will be equitable both to
the Treasury and to bank holding companies. Admittedly the 1974
draft legislation "rollover" provision was exceedingly complicated
(as well as being really inequitable to the taxpayer). It is believed
that the concern of the Treasury Department and the Ways and
Means Committee, which led to the complicated rollover provisions
in the 1974 draft legislation can be evidenced by the following
example: Suppose that a bank holding company sells prohibited
assets with a low basis, for example, $100,000, for their then fair
market value of, for example, $1 million. It then reinvests the $1
million in stock of a corporation owning assets which constitute quali-
fied replacement property which assets have a value of the same $1
million but have a much higher basis than $100,000, for example,
$1 million.

This higher asset basis possibly would furnish higher deductions,
such as depreciation, in the bank holding company's future consoli-
dated returns than would have been available had the prohibited prop-
erty been retained with its lower $100,000 basis-the stock of the ac-
quired corporation would have the $100,000 carryover basis under the
rollover concept-not the assets of the assigned corporation. It was
apparently believed that this possibility would encourage bank hold-
ing companies to look for corporations to buy which would fit this ex-
ample, so as to obtain the advantage of higher asset bases without hav-
ing to pay a corresponding capital gain tax. To avoid this possible
"abuse," the 1974 draft legislation contained the so-called double
basis reduction.

Under the double basis reduction concept, if a bank holding company
had made a qualifying reinvestment in stock of a corporation, the basis



3917

of both the stock and of the corporation's underlying assets had to be
reduced by the amount of the deferred gain; the priority of basis
reduction in the various types of corporate assets was comphcated and
realy more than unfair to the bank holding company. This double
basis reduction feature was widely regarded as too complex to ad-
minister and groesly unfair to the taxpayer.

A rollover provision which would be fair to the holding companies,
relatively simple to administer, and not open to the above abuse can,
however, be designed. Such a provision would work as follows:

A qualified bank holding company or one of its subsidiaries would sell assets
and/or stock of a corporation which constituted prohibited property and reinvest
in the stock of another corporation as qualified replacement property.' The basis
of the assets and/or stock sold would be transferred to the stock of the corporation
purchased, and there would be no adjustment to the basis of the assets of the
corporation purchased. However, it the corporation purchased held assets with a
basis which exceeded the basis in the assets sold (or as the case may be, the
basis in assets held by the corporation whose stock was sold) then the holding
company would recognize gain on such excess and pay the tax thereon under the
installment method provided in L& 11997. The basis of the stock In the re-
placement corporation would be equal to the basis in the assets or stock sold,
increased by- the amount of the recognized gain. If the assets held by the pur-
chased corporation had the same or a lower basis, then no gain or loss would be
recognize.

This provision would place the holding company in no better position
than it was in prior to the forced divestiture. The holding company
would pay a tax as if it realized gain to the extent it obtained the bene-
fit of any increase in asset basis. However, the problems associated with
"double basis reduction" are eliminated; the difficult accounting prob-
lems associated with the priority in which the acquired corporation's
assets bases are reduced is completely eliminated, and deferred gain
would no longer be subject to double taxation-once when the acquired
corporation's assets are sold and W.ain when the stock of the corpora-
tion is sold. Moreover, the possibility that all or a substantial portion
of the deferred gain will be converted from capital gains into ordinary
income is eliminated because, unlike double basis reduction, the basis
of assets of the acquired corporation will no longer be reduced.

In short, this proposal triggers the same kind of recognition that is
provided by the code in alt cases where assets with a low basis are
sold and the proceeds are reinvested in new assets. Furthermore, the
proposal is much simpler than the double basis adjustments contained
in the 1974 draft bill.

Assuming that your committee determines as we urge, to adopt a
fair "rollover method" as well as the "installment method," then we
would further emphasize that it should rovide that to the extent
sales proceeds are not reinvested in qualified replacement property, tax
would be due with respect to such noninvested proceeds (just as section
1033 of the code presently provides with respect to the gain from
involuntary conversions) and could be paid on the installment method
as already provided in H.R. 11997. This would be simple and fair-
allow rollover to the extent of qualified reinvestment, and installment
payment to the extent of any gain. The period within which reinvest-

2 Although the possible "abuse" does not exist if assets rather than stock of a cor-
poration are purchased as replacement property, the provision must permit stock of a
corporation owning qualified replacement property to " purchased (as well as assets)
since as a practical matter replacement property consisting of banking type assets can
only readily be purchased In the form of stock of banking corporations.



3918

meant would be allowed should start with the date by which final di-
vestiture is required by the Federal Reserve Board and extend for at
least 3 years thereafter, so as to give a reasonable time to find proper
replacement property. The provision should apply to totals only (not
on an asset-by-asset basis, which would be complicated accounting
wise) so that the total proceeds from assets sold before the final di-
vestiture date would be compared with the total reinvestments within
the subsequent 3-year period. This would be simple and easy to ad-
minister. The election for rollover treatment and tlie effect of a subse-
quent failure to rollover within the specified time limit could also be
handled in the same fashion as involuntary cone rsions are now treated
under section 1033. (See Regs. 1.1033 (a)-2.)

Finally stock would be allowed as qualified replacement property
only if acquired by purchase from a third party. Purchase of newly
issued stock or treasury stock (where the cash went directly into a
corporation) would not be allowed as qualified replacement property
so as to avoid the double basis adjustment problems (compare section
362(c) of the code) previously referred to.

The combination of the rollover and installment methods of relief
would be fair to both taxpayer and government, would offer no op-
portunity for abuse, and would avoid undesired coil plexities. And we
wish to emphasize again that even if the addition of the simplified roll-
over method is slightly more complex than its complete absence, this is
hardly justification for its non-use. If fairness justifies use of the roll-
over method, it should be adopted.

In this connection, it is important to note that batik holding com-
panies are now placed at a substantial disadv-antage in negotiating
with prospective buyers who are aware of the pressure the companies
are under to dispose of their prohibited property under the statutory
time limits. For example Republic's original statutory deadline for
divestiture was May 9, 196. Fortunately, we have been able to obtain
a 1-year extension of our deadline. However, as Congress said in 1970:

[Ulnder these circumstances, it will be a buyer's market and the sellers may
not be able to get fair market value for the assets they are divesting, particularly
if they are all required to divest simultaneously within a relatively short period
of time. [S. Rep. No. 91-1084, 91st Cong. 2d sesa. (1970)].

It seems only fair then that Congress should to the extent possible,
provide the maximum flexibility to a bank holding company in con-
nection with divestitures which are to be made in such a short remain-
ing period of time.

One other modification to H.R. 11997 is also necessary. Republic is a
successor bank holding company which was created in 1974 through
a triangular statutory merger. H.R. 11997 extends the full measure of
tax relief to Republic and any other similarly situated successor bank
holding companies whose creation did not constitute a change in own-
ership of prohibited assets. lHowever, in order to obtain approval from
the Federal Reserve Board of its application to become a bank holding
company, Republic had to commit itself to divestiture of certain of its
bank properties. Tax relief should be made available for these divesti-
tures as well, since the same adverse tax consequences will otherwise
follow divestiture regardless of the nature of the property divested.
While the 1974 draft bill made tax relief for sales of banking or non-
banking assets mutually exclusive, as does H.I. 11997, we believe this



3919

limitation should be eliminated in any situation where approval of the
creation of a bank holding company was conditioned upon divestiture
of bank properties and where the Federal Reserve Board certifies that
the disposition is necessary or appropriate to effectuate the policies of
the Bank Holding Company Act.

There are also some necessary minor technical modifications which
counsel for Republic of Texas Corp. will discuss with the staff.

CONCLUSION

The Republic of Texas Corp. strongly supports the passage of H.R.
11997 with the modifications discussedabove. It is hoped that Congress
will act now to fulfill its 1970 commitment to provide tax relief legis-
lation to bank holding companies affected by the passage of the 1970
amendments to the Bank Holding Cornpany Act.

Sincerely,
JAM[Fs D. BERRY, Pre8ident.

69-516 0 - 76 - Pt. 8 - 31
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VETERANS OF FOREIGN WARS,

Hon. RUSSELL B. LONG, Wahinton, D.C.

Chairman, Finance Committee,
U.S. Senate, Washington, D.C.

My DEAR MR. CHAIRMAN: The Veterans of Foreign Wars of the
United States is deeply concerned with the inability of the average
Vietnam era veteran to purchase a home due to both the high cost of
the property and current interest rates. Therefore, one of my priority
legislative goals for this Second Session of the 94th Congress is to
seek improvement of the current housing program.

Relative to the foregoing, your colleague, the Honorable Thomas J.
McIntyre of New Hampshire, has introduced S. 2772 identified as
the "U0niform Tax Treatment of Financial Institutions Act." We
have been advised this legislation would reduce mortgage interest
rates by the Federal National Mortgage Association if included as
much as one-half of one percent, thus reducing somewhat the burden
of home ownership by veterans.

In reviewing this legislation, I find on Page 24 under the heading
"Credit Disallowed" that the Federal National. Mortgage Association
is specifically excluded from enjoying the tax credit afforded other
lending institutions. Such exclusion would quite obviously place the
Federal National Mortgage Association in a disadvantaged position
both in borrowing money and competing on the open market in so far
as interest rates on loans are concerned. We believe such an unfavor-
able market position would be a disservice to veterans, since the Fed-
eral National Mortgage Association's purchases are comprised of
nearly 50 percent of Veterans Administration guaranteed home loans,
the actual figures being 48.7 percent for the calendar year 1974 an
47.9 percent the first three-quarters of calendar year 1975.

In view of the foregoing I would urge amendment to S. 2772 by,
on Page 24 beginning with Line 22, striking out all language through
Line 4 on Page 25, and substituting therefor the following: Under Sub-
section (a) 'shall be denied to a taxpayer that is formed or availed
of primarily for the purpose of obtaining such credit"; and on Page 25
strike Line 7 and insert in lieu thereof "this paragraph." Such amend-
ment would permit the Federal National Mortgage Association to
avail itself of the mortgage interest tax credit in the same manner and
to the same extent as any other taxpayer.

The sole interest of the Veterans of Foreign Wars in this legislation,
Mr. Chairman, is to make housing available at the very best rate
from all sources for the veterans of this Nation who have contributed
so much in the service of their country.

With best wishes and kind personal regards, I amSincerely,
THOMAS C. "PETE" WALKER,

Commander-in-ChieJ.
(3m,)
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STATEMENT OF RICHARD W. LINDHOLM, PROFESSOR OF FINANCE,
UNIVERSITY OF OREGON

This is a statement of an academic economist who feels the domestic
and foreign climate for U.S. introduction of the value-added tax
(VAT) has been right since 1960 and that a great opportunity was
missed when VAT was not actively supported by the U.S. Treasury
in 1965 when the European community's direction became apparent.

TAX SPECIALIST HANGUP

The VAT in both the U.S. and the United Kingdom has suffered
from academic and government tax specialist pro-income tax bias.
In April, 1971 the United Kingdom finally broke through the preju-
dices of its tax specialists. The quicker the United States does the
same the sounder the world and U.S. economies will be.

In the words of Professor Kaldor, famed British economist and
author of the best selling tax book, The Expenditure Tax, "British
economists have been completely mesmerized in their efforts to define
income" and "much too little has been done on the usefulness of
income, however defined, to measure ability to pay taxes." Kaldor,
a member of the Labour party's inner advisory group, is a longtime
critic of the ability of the income tax to reach the right individuals
or the correct element of society if economic growth or tax justice is
to be maximized.

MAIN ARGUMENTS FOR VAT FOR U.S.

The first step to be taken to develop an intellectual position as to
whether VAT is good or bad for the U.S. is to admit tax collecting at
high progressive rates does not create the income redistribution sought.
The next step is to accept the position that government is going to
reduce poverty and equalize people opportunities through spending
wisely-if it is going to do it at all.

The base of VAT can be as broad as GNP, and therefore large
revenues can be raised with low rates applied to sales less purchases
from VAT paying suppliers. Like the corporate income tax VAT is
collected from business enterprises, but, because the base is all value-
added, and not just profits, the revenues provided are much more
stable and quantities collected can be changed by billions of dollars
with a small change of rates.

The world of the future should be one where capital and goods are
transferred between nations with a minimum of special restrictions and
payments. The use of VAT, because of its economic neutrality and the
usefulness of its provision of international insulation from the variable
impacts of public sector spending, is very helpful in reducing the need
for international economic controls. VAT's usefulness in reducing
international trade and investment restrictions is being demonstrated

(3927)
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in the steady widening of the areas of economic cooperation between
the nations of Western Europe.

COVERAGE AND RATE

The European experience teaches that only one rate should be used.
If one product or service is to be subject to a heavier or a lighter VAT
burden, the goal is better accomplished by differences in the percent-

0 age applied to the price in arriving at the base. The administrative
characteristics of VAT are such that complete exemption is only
possible through tax refund or "zero rate."

In France VAT spread from an original tax on manufacturing to a
tax including a large portion of private sector GNP in its base. The
built-in expansion characteristic of VAT is now recognized, and all
VAT legislation, except in Italy, extend (town through the retail
level. Even Italy, however, has replaced local retail taxes with a
national tax.

Although a very excellent study sponsored by the American Retail
Federation demonstrated a VAT can be administered without diffi-
culty alongside state and local retail sales taxes, the European practice
of eliminating these local taxes must be the preferred route because
it has been proven in Europe that it is the best. A national VAT of 10
percent with half of the collections distributed to the states if they
repeal all state and local sales and gross receipts taxes would accom-
plish three very important goals of wise U.S. national fiscal policy at
this juncture.

1. The American VAT rate would become comparable with the
European rates while avoiding at least 40 percent of the upward
pressure on prices of a national 10 percent VAT.

2. The growing and very serious inefficiencies and difficulties arising
out of the diverse and ever expanding state and local sales taxes would
be eliminated.

3. Revenues available for state and local government use would be a
200 to 400 percent greater than under existing general sales and receipts
taxes and a neutral base, retail sales, for revenue sharing is provided
ready-made.

SOCIAL SECURITY AND MEDICARE FINANCING

The degree to which general revenues will be used to supplement
payroll taxes and to meet the costs of minimum income maintenance
and to cover social and medical services is still very uncertain. Sugges-
tions ranging from a negative income tax with very high starting
positive taxpayer rates to the continuation of the current procedures
are heard.

Data tre not available, but general finance information from
Western Europe show that VAT is indirectly very important in meet-
ing social welfare costs. For example, the substantial VAT revenues
have permitted reduction of P-A-Y-E rates, making possible higher
payroll taxes without increasing total wage withholding.

In America, the tradition of exempting welfare, health and accident,
and social security benefits from the individual income tax is very
strong. This situation which is causing increasingly larger departures
from perceived tax justice can be righted by a tax related to expendi-
tures. A tax such as VAT is likely to be correctly interpreted as a
payment for the necessary costs of government services.
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On the other hand, the income tax with its close identification with
ability-to-pay is largely unable to project this attitude.

DECREASING UNEMPLOYMENT

The failure of the United States to introduce a major VAT when the
European development got under way in 1965 has worked to. increase
American unemployment in three major ways.

First, it stimulated the export of American savings. This in turn
prevented the multiplier effect of the investment of these savings
at home. Estimates of the relative economic stimulation of an
American dollar of saving invested abroad and one invested at home
conclude.the domestically invested dollar is two to three times more
effective in expanding U.S. employment and income.

Second, American exports carry the full U.S. tax burden and in
addition have to bear importer country border taxes. The border
tax rate of an importing VAT using nation is the full VAT rate of 15
percent or so applied to a base consisting of cost plus transportation,
plus insurance and plus import duties. On the other hand, exports
from a VAT using nation receive a refund of the full VAT upon expor-
tation and are not liable for a border tax upon entering the United
States.

Third, foreign producing units of American companies financed
with American savings provide sources of supply for export. These
exports benefit from VAT refunds. This gives them a competitive
advantage over similar goods of the company that are manufactured
in America in meeting the import needs of tiird countries.

THE HIDDEN TAX PARADOX

A double standard exists in taxation. The amount of corporate
income tax and the amount of property tax and social security
contributions included as a part of the price paid for a p air of shoes
is unknown. These taxes are all hidden in the price. In fact they are
so well hidden that a buyer is generally unaware his shoes cost more
because these taxes have been paid. This type of hidden tax is accepted.

On the other hand, an excise tax or a sales tax must be an "add on."
The product must be sold at a price plus tax. This difference in treat-
ment of taxes is largely an American paradox and does not exist in
Western Europe or Atstralia, for example. In the United States a
transaction tax is unfair and underhanded when it is "hidden" in
the price while to "hide" other taxes is accepted normal practice.

This situation, as demonstrated by the federal air ticket tax which
was first hidden completely and was later changed to be only partially
hidden, is not easily changed. The existence of this situation has
retarded the U.S. development of transaction based taxes. VAT at
the retail level in the United States should be included in price just
as it is in Europe and just as other taxes are included in price in the
United States.

VAT A SIMPLE TAX

The use of a VAT along the lines set down in the above para-
graphs does not require an elaborate administrative machinery. One
of VAT's great advantages is the simplicity of the concept.
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STATEMENT SUBMITTED ON BEHALF OF ALADDIN PETROLEUM CORP.,
HERBST OIL Co., DENNY-KLEPPER OIL Co., KOCOLENE OIL CORP.,
MARTIN OIL SERVICE, NAVAJO REFINING CO., AND POWER TEST
CORP.

Submitted by William C. Lane, Jr., Batzell, Nunn and Bode

PROBLEM

The exclusion of retailers from the benefits of percentage depletion
under I.R.C. § 613A(d) (2).

Section 613A of the Internal Revenue Code, which was adopted as
part of the Tax Reduction Act of 1975, grants independent crude
producers a percentage depletion allowance on the first 2,000 barrels
per day of production. However, the provisions of that section exclude
independent gasoline retailers which have crude production. Exclusion
of these independent gasoline retailers from the benefits of percentage
depletion not only results in an exceptional economic hardship to
them, but is at variance with the intent of Congress to preserve
percentage depletion for the independent, non-integrated producer.

BACKGROUND

Amendments offered on the Senate floor to H.R. 2611 sought to
retain the percentage depletion allowance for small independent pro-
ducers, while denying such benefits to major oil companies. The bills
introduced to accomplish this result proposed to exclude specified
production levels from the provision of H.R. 2611, unless the producer
also met some independent test of "integration."

Senate bills drafted in the early phase of this effort would have
denied depletion benefits to producers which refine crude petroleum
in recognition of the fact that all major oil companies refine crude. It
was subsequently recognized, however, that a few independent re-
finers with crude production would be denied the benefits of the per-
centage depletion allowance.

Accordingly, the final drafts of bills actually offered in amendment
of H.R. 2611, such as that offered by Senators Hollings and Bentsen,
were worded to deny percentage depletion to refiners whose runs to
stills were in excess of 50,000 barrels per day and to all retailers of
petroleum product. This latter provision was added in recognition of
the fact that all major oil companies sell petroleum products.

Conversations with the staffs of Senators Bentsen, Hart, Church,
and Hollings reveal that it was not generally recognized at the time
this final language was adopted that some independent gasoline
retailers have crude production. Indeed, conversations with the
staffs of each member of the Senate Finance Committee reveal that
it was not the intention of those members supporting the Hollings

(8m3)
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amendment to H.R. 2611 to deny independent gasoline retailers
with crude oil production the percentage depletion allowance

It is clear that the intent of Congress in enacting the present
section 613A was to withdraw the benefits of percenta e depletion
from integrated oil companies. No other rationale can be advanced
for the retailer and refiner exclusions of that provision. Indeed,
a "Fact Sheet" on the Hollings amendment, which contained the
present subsection (d)(2), said that amendment would provide:
"No exemption for integrated producers. . . ." (Congressional
Record, March 18, 1975, p. 4236.) Yet a producer with service
stations and some totally unrelated crude production can hardly
be deemed to be integrated. Nevertheless, under section 613A and the
proposed IRS regulations implementing that section, such a producer
would lose the benefits of percentage depletion.

SUGGESTED TECHNICAL AMENDMENT

In order to rectify this problem, we would propose a technical
amendment to section 613A(d)(2) which would provide percentage
depletion to those independent retailers of petroleum products which

"neither refine crude oil nor sell petroleum products obtained through
crude processing agreements. Suggested draft language of such an
amendment to the first paragraph of that section is underlined
below:
"613(d) (2) CERTAIN RETAILERS EXCLUDED-Subsection (c) shall
not apply in the case of any taxpayer who, directly or through a crudc processing

agreement. refines oil or natural gas; and who, directly or through a related person,
sells oil or natural gas, or auy product derived from oil or natural gas- * *

COM I ENT

The proposed technical amendment would:
(a) Deny percentage depletion to integrated oil companies as

intended by Congress;
(b) Retain percentage depletion for truly independent firms as

intended by Con gress, including those independent retailers whose
retailing and producing activities are carried on in complete disjunc-
tion one from another.

Such a result would be in keeping with the Congressional policy
of encouraging new entry into the oil industry in order to promote
competition, and to provide maximum incentives for the discovery
of new oil resources. It would accomplish these objectives at only
a minimal revenue loss to the Treasury, since the number of com-
panies affected by the proposed change would be very small. Finally,
the suggested technical amendment would end the inequitable discrim-
ination against independent retailers presently created by section
613A.

MATERI.M, SUPPLIED BY TIE AMERICAN PETROLEUM INSTITUTEm

The following information was submitted in response to the follow-
ing question of Chairman Long (vol. 2, pg. 798) :

Can you people get us some kind of study to Indicate what the effect has been
on employment, somewhat In line with the economic model Dr. Ture set up for
the real estate people? He endeavored to demonstrate In his Judgment how
many Jobs would be lost, how much the gross national product of the United
States would be reduced, and how much revenue would be lost If we passed the
House recommended package with regard to real estate.
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Now, admittedly those estimates are imprecise, but when you try to work
out an estimate, you find oftentimes that you are not arguing about the figures,
you are just arguing about where you ought to put them, whether you ought
to put them in one column or whether they should be put in another column.
Usually the majority of people tend to arrive at the right conclusion If they
have all the facts set before them.

In estimating the effects of the proposed changes in tax provisions
affecting the oil industry, it is appropriate to consider these effects in
the light of other recent legislative actions which have had a sub-
tantia effect upon the oil industry.

Estimates indicate that oil industry net income in 1976 will be
reduced by approximately $1.8 billion as a result of the loss of per-
centage depletion, and about $6.5 billion as a result of price controls.
Over the longer term, it is estimated that the loss of percentage deple-
tion will reduce oil industry net income by some $21-22 billion'over
the 1975-1985 decade. Over the 40 months of price controls, which
began in February, 1976, it is estimated that the oil industry's net
income will be reduced by $25 billion. It is estimated that H.R. 10612,
which would virtually eliminate the option to currently deduct in-
tangible drilling costs (IDC) for individuals, will reduce funds avail-
able for exploration by an estimated three-quarters of a billion dollars
over the period 1976-1981.

This loss of internally generated cash flow, combined with the
resulting decline in the ability of the affected petroleum companies to
attract external capital, can only result in a decrease in both the
ability and incentive of the oil industry to make the capital expendi-
tures required for increased domestic energy development. This de-
crease in capital expenditures will in turn have important direct and
indirect effects upon economic activity in the U.S. economy. This will
mean lower GNP, higher unemployment, lower personal income, and
most likely lower federal government tax revenues.

A recent study I has estimated the effects of recent and planned
legislative action on general economic activity in the U.S. economy.
This study analyzed the economic effects of the reduction in per-
centage depletion, the price rollback and continued controls of do-
mestic oil prices, and two proposed oil and gas trx provisions of
H.R. 10612. The two tax provisions analyzed were -he limitation on
artificial losses and the increase in the minimum tax.

The results of this study are presented in Tables 1-3. In all cases,
it can be seen that the effects of these tax and price changes lead to
large decreases of oil and gas production and much lower additions
to oil and gas reserves. As long as one assumes that imports are avail-
able to replace lost domestic energy production, and assumes that
U.S. exports will rise to equal the increased imports, then the reduc-
tion in economic activity is definitely significant, but not too severe.
However, it is far from certain that either one of these assumptions
will always hold. Although one must assume that the U.S. will not
impose an arbitrary import control program upon itself, the increased
dependence of the U.S. economy upon imports increases the vulner-
ability of the U.S. to another embargo. As can be seen in Case I of
Table I and Case (a) of Tables 2 and 3, the economic effects of such
a development are devastating.

Norman B. Ture. Inc.. "Economic and Revenue Effects of Reductions in De letlon
Allowances, 11.R. 10512's Oil and Gas Provisions, and the Price Rollback for New OI,"
Washington, D.C.. May 5, 1976.
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As severe as these effects are in all cases, the API believes that the
study cited above has actually understated all cases. This is because
the study assumes that the minimum loss in GNP resulting from the
new tax and price provisions is the lost domestic energy production
from new energy developments. In reality, these new provisions will
also affect energy production from fields already developed. In addi-
tion, these provisions are likely to lead to lower investments in physi-
cal assets needed for exploration and development of new fields. This
effect on GNP and other economic variables also-is not considered by
the study.

The API believes that the lack of consideration of these additional
factors in no way invalidates the study cited, nor does it change any
of the essential conclusions. The only change is that the effects of the
tax and price proposals upon economic activity will be even more
detrimental in all cases than is shown in Tables 1-3.

TABLE I.--EFFECTS OF REDUCTION IN DEPLETION ALLOWANCES AND H.R. 10612

Reduction in
depletion H.R. 10612

Price and Import controls:
1. Oil reserves (millions of barrels) ................................... -6, 980 -670
2. Gas reserves (billions of cubic fee) ................................. -50,430 -4,680
3. Oil production (millions of barrels) ................................. -250 -20
4. Gas production (billions of cubic feet) ............................... -1,660 -150
5. GNP (billions of 1975 dollars) ...................................... -44.9 -3.8
6. Employment (thousands)-------------------------------.... -1, 450 -120
7. Federal revenues (billions of 1975 dollars)---------------------------11.6 -1.2

Controlled prices, uncontrolled imports: I
I. Oil reserves (millioms of barre) ................................... -6 980 -670
2. Gas reserves (billions of cubic fee) ------------------------------- S0, 430 -4,680
3 Oil production (millions of barrels) ------------------------------- -250 -20
4. Gas production (billions of cubic feet) ............................... - 660 -150
5. GNP (billions of 1975 dollars) ..................................... - 2.7 to -i0. 5 -0.2 to -0.9
6. Employment (thousands) ........................................ . -90 to -340 -10 to -30
7. Federal revenues (billions of 1975 dollars) .......................... -+1.7 to -0.7 -. 03 to -0. 2

Uncontrolled prices, controlled imports: I
1. Oil reserves (millions of barrels) ................................... -2,870 -260
2. Gas reserves (billions of cubic feet) ................................. -20.080 -1,730
3. Oil production (millions of barrels) ................................. -90 -10
4. Gas production (billions of cubic feet) ............................... -580 -50
5. ONP (billions of 1975 dollars) ...................................... -15.9 -1.6
6. Employment (thousands) .......................................... -510 -50
7. Federal revenues billionss of 1975 dollars) ........................... -2.4 -0. 5

' Assumes prices or imports would not have been allowed to exceed actual 1975 levels.

'SmllerW loss assumes rise in exports offsets rise in imports; larger loss assumes no change in exports.

TABLE 2.-EFFECTS OF PRICE ROLLBACKS FOR NEW OIL

1976 1977 1978 1979

Oil reserves (millions of barrels) ...... -5,240 -7,,5 -10540 -6,010
Oil production (millions of barreb).... -210 -- -370 -180
GNP (billions of 1974 dollars :

(a) With import controls ......... -17.1 -23.6 -30.1 -14.6
(b) Wigt Import ools 1 -2.5 to -5.5 -3.6 to -&.1 -4.9 to -11.2 -3.1 to -6.5

Empa tm! d thoas at r.ds. .- $so -760 -970 -470

~bWithoutlImport controls I... -S0 to -180 - 120 to -260 - 160 to -360 -100 to -210
Feder 'reeues billionm of 1975dollars);( With impor COMtIS ......... -5.3 -7.3 -9.3 -4.5

(b)Wihout importco**t . -0.8 to -1.7 -1.1 to -2.5 -1.5 to -35 -1.0 to 2.0

iSmaller loss assumes rise in expWts offsets rise in imports; larger loss assumes no change in exports.
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TABLE 3

Combined effects of reduction in depletion allowance, H.R. 10612, and price
rollback for new oil, 1976

1. Oil reserves (millions of barrels) ..........
2. Gas reserves (billions of cubic feet)
3. 011 production (millions of barrels)_.
4. Gas production (billions of cubic feet)
5. GNP (billions of 1975 dollars) :

a. With import controls ....
b. Without import controls .....

6. Employment (thousands):
a. With import controls-
b. W ithout import controls ----------------------------

7. Federal revenues (billions of 1975 dollars) :
a. W ith import controls .....................
b. Without import controls .......

-10,980
-53,030

-430
-1,790

-61.4
-5. 1 to -- 15. 8

-1,980
- 150 to - 510

-16. 5 -
+1. Oto -2. 4
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STATEMENT OF SENATOR Hmnm t. FoNo

PROPOSAL

The purpose of this statement is to propose adoption of Amendment
No. 1578 to H.R. 10612. The Tax Reform Act.

I strongly endorse improvements in the Retirement Income Tax
Credit provisions of the Internal Revenue Code as approved by the
House in H.R. 10612 as a step in the right direction.

H.R. 10612 as now drawn, however, falls short of the full equitable
treatment of retirement income which I believe should characterize
our income tax- law. I therefore urge the Committee on Finance to act
favorably on my amendment No. 1578 to H.R. 10612. Under my
amendment the Retirement Income Tax Credit would be changed so
that retirement income from sources other than social security will
have full and permanent tax-parity with tax-free social security
benefits.

SUMMARY OF AMENDMENT PROVISIONS AND EFFECT

Amendment provimiana
The amendment would provide that each year the Secretary of

Health, Education and Welfare shall determine the maximum social
security retirement benefit payable at age 65 for the year. The amount
so cert ified shall be used during that tax year to determine the tax-
payer's Section 37 initial amount, as follows:

A. One hundred percent of the amount certified by the Sec-
retary in the case of a single individual;

B. One hundred percent of the amount certified by the Sec-
retary in the case of a joint return where only one spouse is
eligible for the credit;

C. One hundred fifty percent of the amount certified by the
Secretary in the case of a joint return where both spouses are
eligible 1or the credit, and

D. Seventy five percent of the amount certified by the Secretary
in the case cf a married individual filing a separate return.

The amendment would make no change in the language of H.R.
10612 with regard to the Reduction as provided in paragraph 3 or in
the Adfusted Gross Income Limitation in subsection (c). Nor would
it affect other changes in the Retirement Income Tax Credit which are
proposed in H.R. 10612.
Section 37 credit amount for 1976

According to the Department of Health, Education and Welfare,
the Section 37 initial amount for calendar year 1976, based on the

(3941)
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maximum social security retirement benefit payable at age 65, as
proposed in my amendment, would be:

A. $4,368 in the case of a-single individual;
B. $4,368 in the case of a joint return where ony one spouse is

eligible for the credit;
C. $6,552 in the case of a joint return where both spouses are

eligible for the credit, and
D. $3,276 in the case of a married individual filing a separate

return.
Benefiarie8 of amendment

The primary beneficiaries of my amendment, as is the case under
existing law, would be those retirees who have little or no opportunity
to participate in the social security system during their working years.
In addition to Federal retirees, it would help many State and local
government retirees and non-profit association retirees who are not
covered by social security. Other persons who would benefit would
be those who have some social security, but less than the maximum, and
who have saved for their later years through other retirement
programs.
0ost

Staff of the Joint Committee on Internal Revenue Taxation have
advised that precise cost estimates are difficult because fully compati-
ble data are not available respectively on individual social security
benefit levels, income tax liabilities, and the relationships between
retirement income derived from social security and other retirement
programs.

First year costs under this amendment have, however, been esti-
mated to range from $600 million to $700 million more than the present
law. In comparison, raising the taxpayer's Section 37 initial amount
to the levels in H.R. 10612, as passed by the House, would cost from
$250 to $300 million. These costs are exclusive of those which would
be incurred through other H.R. 10612 changes in determining the tax
credit.

RATIONALE FOR 'MY PROPOSAL

My amendment to the Tax Reform Act, H.R. 10612,,would imple-1iient improvements first -proposed by me in S. 2402, which I intro-
duced September 24, 1975 and which is cosponsored by Senators Bill
Brock, James L. Buckley and J. Bennett Johnston.

The rationale for this proposal is the simple but very important one
of equitable tax treatment of different groups of retirees. Its adoption
would extend to retirees of Federal, State and local employment sys-
tems, and to others covered under retirement systems with small or no
social security benfits, the same tax break enjoyed by persons receiving
the maximum payable social security retirement benefits. The latter is,:
of course, now totally exempt from Federal income taxes.

Under H.R. 10612, as passed by the House of Representatives, the
maximum amount subject to the Retirement Income Tax Credit would
be raised from $1,524 for an individual and $2,286 for a couple to
$2,500 and $3,750, respectively. This increase in the base income subject
to the credit is the same as proposed early in 1973. Subsequent review
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and economic changes which have taken place since then have con-
vinced me, however, that what appeared to be an adequate Retirement
Income Tax Credit adjustment in 1973 is not enough in 1976. It will
be even less adequate in 1977 or years to follow.

My amendment would apply the credit to the same income level as
the maximum social security retirement benefit as certified'each year
by the Secretary of Health, Education, and Welfare.

Its immediate effect would be to raise the income subject to the re-
tirement income tax credit to approximately $4,368 for an individual
and $6,552 for a couple. The amount would be adjusted in the future
as social security maximum retirement benefits increase so that the
originally intended parity would be maintained on a constant basis.

I am strongly persuaded that such a permanent-and automatic-
updating of the retirement income tax credit provision of the law is
necessary because of the poor record we have had in the 14 years since
the credit was last updated. Our failure to make changes has often
worked a severe hardship on the many persons whose retirement
income includes no social security payments, or whose social security
benefits have been so low as to be of minor importance to them.

The people who would benefit from an updated tax credit include
Federal retirees, who numbered 989,786, and Federal survivor annui-
tants, who numbered 382,347, as of June 30,1975. But it would also help
many State and local government retirees and non-profit association
retirees who are not covered by social security. The latter groups in-
clude teachers, police officers, firefighters, some clergymen, and a num-
ber of other public servants.

A tabulation of the number of Federal employee annuitants and
survivor annuitants by monthly rates of annuity, as of June 30, 1975,
is shown in attachment "A" at the end of this statement.

Figutes on the number of non-federal retirees who are not covered
by social security are almost impossible to obtain. Some idea of the
magnitude of this group is indicated, however, by a partial list of
State and local public employee systems in 19 States under which em-
ployees receive no -social security coverage. See attachment "B" at the
end of this statement.

At a. recent hearing of the Seonate Special Committee on Aging in
Chicago. for example. it was reported that there are now over 35,000
teacher retirees in Illinois who do not, as such, have social security.
Since their retirement income has no adjustment for cost of living, an
updated retirement income credit can be doubly important to them.

With possible continuation of high inflation rates, the annual auto-
matic adjustment in the income subject to-the retirement tax credit
becomes most important. Failure to include such a mechanism in any
change in the law invites the prospect of inequities in the future com-
parable to those which now exist because of our failure to act during
the past dozen years.

As a matter of fact, updating of the retirement income tax credit to
any specific dollar amount--even if appropriate when introduced-is
almost certain to be out of date by the time it is enacted and takes
effect.

In previous sessions of Congress, I have introduced a number of bills
to update the retirement income credit-as have other Members. In
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each case I have tried to bring the tax credit fully into line with the
tax-free status of social security retirement benefits. This is also the
purpose of my Amendment No. 1578 but with a significant difference.
By permanently tying the tax credit to the maxihntm social security
benefit as certified each year by the Secretary of Health. Education.
and Welfare, it would also assure that parity is maintained in the
future.

EXHIBIT A-FONG STATEMENT RE AMENDMENT NO. 1578 TO f.R. 10612

NUMBER-OF EMPLOYEE ANNUITANTS AND SURVIVOR ANNUITANTS ON THE RETIREMENT ROLL AS OF JUNE 30r
1975, BY MONTHLY RATES OF ANNUITY

Employee Survivor
Monthly rates of annuity annuitants annuitants

Under $25 .............................................................. 119 730
25 to $40 ............................................... - - 4,400 11,406
50 to $74 ....................... .......................... 18290 20,745
75 to $99 .............................................................. 16,025 20, 31
ICO to $124-------------------------------------------------.31,219 93, 110
125 to $149 ............................................................ 19,423 37,857

$150 to $174 ............................................................ 19, 924 19 851
$175 to $199 ............................................................ 23, 474 21:911

Subtotal, under $200 .............................................. 132,874 226, 541
$200 to $249 ............................................................ 52,109 47,155
$250 to $299 ............................................................ 63,591 32, 899
BOO to $349 ............................................................ 73,388 23,746
$350 to $399 ............................................................ 83,823 17,260
$400 to $449 ............................................................ 72, 832 t, 456
$450 to $499 ............................................................ 68,926 7,228

Subtotal, under $500 .............................................. 547, 548 364, 285
$500 to $599 ............................................... 128,130 8,328
$7OO to S699 ............................................................ 91,225 4,233
700to $799 .............................................. 62,423 2,532

$800 to $899 ............................................................ 47, 306 1,278
$900 to $999 ............................................................ 29,011 732

Subtotal under $1,000 .............................................. 900,634 381,308
$1,000 to S1,244 ............................................. 44,234 756
$1,250 to $1,499 ............................................. 23,003 157
$1,500 to $1,749 ............................ ...- -.......--- 11,76 36
$I,750Sto ,9 .....................-.................... ............ 5,949 4
$2,000 to $2,249 .............................................. 2,663 5
$2,250 to $2:499 ......... * ......................... [........................ ..-.........

Subtotal, under $2,500 ............................................. 989, 245 382,346
$2,500 and over ................................................... 541

Grand total ....................................................... 989, 786 382,347

[Exhibit "B"-Fong Statement re Amendment No. 1578 to H.R.
10612]

STATF, AND LOCAL PU BLIC EMPOYFEE RETiREMEN. T SyST.:%S NoT
SUPPLF.MENTFED BY SOCI,%L SECURITY

A partial list of state and local public employee retirement systems
under which employees receive no social security coverage follows.

This-list was derived from the following publications: "Summary
of Member System Plan Provisions", 1974, published by National Con-
ference on Public Employment Retirement Systems; and "Teacher
Retirement Systems (1975)", published by the National Education
Association.

0



Ala8ka
Teacher's Retirement System of Alaska.

California
City Employee's Retirement System of the city of Los Angeles;

Fire and Police Pension System of the city of Los kngeles; and State
Teacher's Retirement System, State of California.
Colorado

Denver Public School Employee's Pension and Benefit Association;
Retired Fireman's Association of Denver, Colo.; and The Public Em-
ployees' Retirement Association of Colorado.
Connectict

Connecticut Teacher's Retirement System.
Illino is

Municipal Employees' Annuity and Benefit Fund of Chicago, Ill.;
Public School Teachers' Pension and Retirement Fund of Chicago;
Teachers Retirement System of the State of Illinois; and The Retire-
ment Board of the Policemen's Annuity and Benefit Fund of the-city
of Chicago.
Kentucky

Louisville Firefighters Pension Fund; and Teachers Retirement
System of the State of Kentucky (social security coverage only for
teachers in State colleges and universities).
Lousiiana

The Louisiana State Employees' Retirement System.
Maine

Maine State Retirement System. -
Mas8achusetts

The Massachusetts Retirement Plan.
Michigan

City of Warren, Mich., Police and Fire Retirement Commission;
and Fire and/or Police Department Pension and Retirement Act of
Michigan.
Minnesota

Duluth Police Pension Association; Minneaplis Fire Department
Relief Association; Minneapolis Municipal Employees Retirement
Board; Minneapolis Teachers' Retirement Fund Association; St. Paul
Fire Department Relief Association; St. Paul Teachers' Retirement
Fund; and The Duluth Fireman's Relief Association.

Missouri
Police Retirement System of the Kansas City, Mo., Police Depart-

ment.
Nevada

Public Employee's Retirement System of the State of Nevada.
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New Jer8ey
The Employee's Retirement System of the city of Newark, N.J.

Ohio
The Police and Firemen's Disability and Pension Fund of Ohio;

The Public Employees Retirement System of Ohio; The Retirement
System of the city of Cincinnati; The School Employees Retirement
System of Ohio; and The State Teachers' Retirement System of Ohio.
Oregon

Fire and Police Disability and Retirement Fund of Portland, Oreg.
Rhode I81flnd

Employees' Retirement System of the State of Rhode Island (social
security coverage for teachers in State schools of higher education,
and some cities and towns which elected social security coverage).
Washington

Washington Law Enforcement Officers' and Fire Fighters' Retire-
ment System.

Wisconsin
The Policemen's Annuity and Benefit Fund of Milwaukee.



Oin CONGRESS

2 H. K. 10612

IN THE SENATE OF TILE UNITED STATES

Amr, 8, 1976

Referred to the Committee on Finance and ordered to be printed

AMENDMENT
Intended to be proposed by Mr. FoNO to H.R. 10612, an Act to

reform the tax laws of the United States, v'iz: On page 102,

beginning with line 2, strike out all through the matter be-

tween lines 3 and 4 on page 110, and insert in lieu thereof

the following:

1 (a) CHANGE IN LIMITATION ON RETIREMENT IN-

2 COME.-Section 37 (relating to retirement income credit)

3 is amended by redesignatinfg subsection (j) as subsection (k)

4 and inserting after subsection (i) the following new sub-

5 section:

6 "(j) CnrTIFICATION OF AMOuNTS.-Before July 1 of

7 each calendar year, the Secretary of Health, Education, and

8 Welfare shall certify to the Secretary or his delegate-

Amdt. No. 1578

(3947)
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1 "(1) the maximum amount of the old-age insurance

2 benefits which could be paid for the months in such

3 calendar year under title II of the Social Security Act

4 to any individual who attained age 65 ill, and first be-

5 came entitled to benefits for, the first month of such

6 calendar year; and

7 " (2) the maximum amount of the earnings (as de-

8 fined by section 203 (f) (5) of the Social Security Act)

9 which may be received in such calendar year by any

10 individual who is entitled to old-age insurance benefits

11 under tifle II of such Act and who has not attained age

12 72 without a reduction in such benefits for any month of

13 such calendar year.".

14. (b) CONFORMING AMENDMENTS.-

15 (1) Subsection (d) of such section 37 is amended

16 by striking out "$1,524" and inserting in lieu thereof

17 "the amount certified under subsection (j) (1) with

18 Nrespect to the calendar year in which the taxable year

19 begins".

20 (2) Subsection (d) (2) (B) of such section 37 is

21 amended to read as follows:

22 "(B) if such individual has attained age 62

23 before the close of the taxable year, 50 percent of

24 the amount of the earned income received by such

25 individual in the taxable year in excess of the amount
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I certified under subsection (j) (2) with respect to the

'2 calendar year in which the taxable year begins.".

3 (3) Subsection (i) (2) (B) of such section 37 is

4 aniended by striking out "$2,286" and inserting in lieu

5 thereof "150 percent of the amount certified under sub-

6 section (j) (1) with respect to the calendar year in

7 which the taxable year begins".

8 (C) EFFECTIVE DATIx.-The amiendments made by

9 this section shall apply to taxable years beginning after

io December 31, 1975.

0


