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ESTATE AND GIFT TAX PROBLEMS ARISING FROM THE
TAX REFORM ACT OF 1976

MONDAY, JULY 285, 1877

U.S. SENATE,
SuBcoMMITTEE ON TAXATION AND DEBT MANAGEMENT
GENERALLY OF THE CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman of
the subcommittee) presiding.

Present: Senators Byrd, Jr., of Virginia, Hansen, and Packwood.

Senator Byrp. The hour of 9 o’clock having arrived, the committee
will come to order.

[The committee press release announcing this hearing follows:]

{Press release]

SUBCOMMITTEE OF TAXATION AND DEBT MANAGEMENT ANNOUNCES HEARINGS ON
CERTAIN ESTATE AND GIFT TAX PROBLEMS ARISING FROM THE TAx REFORM ACT
oF 1976

Subcommittee Chairman Harry F. Byrd, Jr. of Virginia today announced that
a hearing will be held on July 25, 1977. The subject of the hearing is estate and
gift tax problems arising from the Tax Reform Act of 1976, especially those af-
fecting the average estate and estates contalning interests in small or closely-
held businesses.

'Il'hel hearing will begin at 9:00 AM. in Room 2221 Dirksen Senate Office
Bullding.

The witnesses are as follows: Lewis M. Costello, Esquire; J. Thomas Eubank,
Esquire; Joseph Kartiganer, Esquire; and Doris D. Blazek, Esquire.

In his announcement, Senator Byrd stated that the hearing is intended to
bring to the attention of the Congress and the Administration some of the serious
problems resulting from the estate and gift tax revisions poured into the Tax
Reform Act of 1976.

“We want to bring to light a few of the most severe problems—the ones that
can and should be acted upon.”

He noted that these problems have come to the attention of the Finance Com-
mittee by letters from concerned taxpayers, not their attorneys or accountants,
detailing adverse and arbitrary consequences of 1976 Act changes.

Senator Byrd emphasized that the hearing is not in connection with a par-
ticular plece of legislation, but s a fact-finding investigatory hearing.

“We want to look at some of these problems that we have heard about ; then we
can decide what kind of legislation ought to be drafted.” .

In particular, the Subcommittee will 100k at the problems in connection with the
carryover basis rule—such as the problems of recordkeeping and executor admin-
istrative burden; problems having to do with the changes in ithe gift-in-contem.
plation-of-death rule; and a variety of problems affecting farmers and small
businessmen.

. “There i8 much concern about the consequences for the small businessman who
has bulit up his company and now faces the effects of inflation and death taxes
on his estate.

(1)
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“Also, many farmers now find their land highly valued, yet have little liquid
assets to pay estate taxes.

“The Committee and the Congress need facts now on which to base sound
Judgment as to needed changes in these areas of the tax laws.”

Legislative Reorganization Act—Senator Byrd stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Commijttees of Congress ‘to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of their
argument.” ’

Witnesses scheduled to testify must comply with the following rules:

. (1) A copy of the statement must be-flled by the close of business two days
"before the day the witness is scheduled to testify.

(2) All witnesses must include with their written statement a summary of
the principal points tncluded in the statement.

(3) The written statement must be typed on letter-size paper (not legal size)
and at least 75 copfes must be submitted by the close of business the day before
the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their ten-minute oral presentations to summary of the points
included in the statement.

(5) Not mmore than ten minutes will be allowed for oral presentation.

Written testimony.—Senator Byrd stated that the Committee would be pleased
to recelve written testimony from those persons or organizations who wish to
submit statements for the record. Statements submitted for inclusion in the rec-
ord should be typewritten, not more than 25 double-spaced pages in length and
mailed with five (6) copies by September 9, 1977, to Michael Stern, Staff Director,
](;ogm%:)tgfg on Finance, Room 2227, Dirksen Senate Office Bullding, Washington,

Senator Byrp. In legislation enacted in 1976, Congress made exten-
sive revisions in estate and gift tax provisions in the tax law.

These revisions arose from the concern of Congress over the heavy
tax burden and high administrative costs placed upon estates of mid-
dle-income taxpayers. To meet these concerns, changes were made
which raised the amount of groperty in an estate which is excluded
from tax and which increased the level of the marital deduction for
many taxpayers.

Although some aspects of the 1976 law have benefited taxpayers,
there is a growing indication that the law has not fulfilled the goals
which were anticipated, and Congress has received many reports from
taxpayers about adverse consequences of the 1976 law.

Many small businessmen now foresee severe liquidity problems as
their estates attempt to pay the estate taxes associated with their busi-
ness, and the law may accelerate the trend toward mergers of small
businesses into larger ones.

For all taxpayers, the changes have added an incredible degree of
complexity to the tax law and increased the cost of administrative
and professional services. ,

In this connection, I might say over the weekend I was with an
official of one of the banks in Richmond. Va., and he told me that
the paperwork alone in connection with this carryover basis provision
would cost that particular bank $200,000 a year.

The purpose of these hearings today is to identify problems arising
from the estate and gift tax provisions of the law and to develop possi-
ble solutions to these problems,

We are fortunate today to have a pancl of four attorneys from all
parts of the Nation who are highly knowledgeable about the praatical
problems associated with the 1976 law. I think that is what the Con-
gress needs to know—how this law is working out in practice. Congress
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too frequently tends to go by theory and becomes detached from the
way matters work in practice.
. Each of the panel members have lectured at seminars about the
1976 law and knows the thinking of professionals and of taxpayers
who must deal with the law. o
Each member of the panel will be addressing a group of issues
and problem brought about by the new law. The subcommittee looks
forward to the panel’s presentation. '
We are pleased to have with us today Mr. Lewis M. Costello, Mr.
J. Thomas Eubank, Mr, Joseph Kartiganer, and Mrs. Doris Blazek.
Ladies and gentlemen, you may proceed as you wish. I understand
Mr. Eubank will make the first presentation. : :
[The prepared statement of J. Thomas Eubank follows:]

STATEMENT OF J. THOMAS EUBANK, JR, ESQ.

Mr. EvBaxk. Thank you, Mr. Chairman.

As you have indicated, each of us has been engaged in the private
practice of the law. Each of us regularly represents taxpayers in the
categories that you have indicated. We are in the trenches at the front,
and _ge plan to talk about actual problems that Congress ought to
consider,

I start by emphasizing that Congress should carefully reconsider
many of the provisions of the 1976 act that affect the transmission of
property at death. These hearings today are a step in the right direc-
tion, but only a step. ‘

Incredible as it may seem, the new law was passed without public
hearings on the bill. Shortly before the bill was introduced, a few
Beople actually practicing in these tax areas were permitted to testify

efore the Ways and Means Committee; but they had to do so in a
vacuum because they had no bill available to them.

Various hearings had been held on these subjects during the 1960,
but none of those at the 1976 hearings knew the subject matter of the
bill or the form or language.

‘When the 1976 hearings were closed and before the transcripts were
prepared, the bill was introduced. Obviously, the hearings, such as
they were, meant nothing. There were no hearings on the actual bill,
only executive markup sessions with ng testimony.

This process is in sharp contrast to the development of the 1954
code, when there were full hearings after the bills were introduced
and then hearings on revisions.

Conceived, developed, and borne in haste, the 1976 act was imposed
upon the American citizens with no adequate development beforehand
of the real and practical effects upon the citizens effects in many in-
stances that can be described only as calamitous and surely unintended
for broad segments of our citizens and indeed our society.

The leap in the dark has already occurred. Although we cannot re-
pair all the injuries from that unfortunate leap, we can examine in
the dawning light what we landed upon, bring more light to bear on
the subject, and then mitigate and repair the injuries by careful and
deliberate reconsideration. Congress has a prime duty to do that.

Many of the changes made have been advocated for years by some
in acndemia. These ideas seem to have had a heavy influence upon the
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staff of the Joint Committee on Taxation and others and in due course,
upon the act itself,

Many of these ideas may have looked fine on the drawing boards,
but: (a) they did not look fine to those who had the benefit of much
experience at the practical, applied level; () they should have been
tested extensively to determine their actual effects and ramifications, as
new ideas are normally tested first in most other fields of endeavor;
and (¢) many citizens feel that inadequate consideration was given
to many broad palicy questions in the act concerning the continuance of
our private sector economy as we know it and our ways of life.

Before I proceed with some examples, I should mention some of the
public concerns about the transmission of property from one genera-
tion to another, for my examples need to be viewed in this broad
context,.

Most estates even of a modest size go through a process which we
call probate, Ten or so years ago, the American Bar Association Sec-
tion of Real Property, Probate and Trust Law, of which I am an
officer, recognized that probate was in critical need of reform. It needed
simplifying and streamlining to eliminate unneeded features that
cause complexity, delay, and added expense.

That sectiony was instrumental, with others, in developing the Uni-
form Probate Code, which is & guiding light for all efforts to simplify
the transmission of property at death.

During this time, the public and many writers began to cry out
against probate and to demand reform. My point here is that we had
underway in 1976 a strong movement toward simplification of the
processes for transmitting property at death—a movement demanded
by the public. ‘

Then came the 1976 act, which reversed the movement and forced

roperties at death through new processes with complexities almost
Eeyond description. When the 1976 act was about to be passed, I met for
a day with about 10 persons from throughout the Nation who are
considered very knowledgeable about probate and taxes.

After discussing it, I asked at the end of the day how much the
overall processes for transmitting wealth at death would be compli-
cated. If the preact complexity was 1, what would the new complexity
be,1.1,1.2,1.5,2 or what?

The lowest answer I got was 2. The highest was 8 for many sit-
uations. Doubling the complexity overnight.

First, take an estate of $60,000 or less. The new law has injured this
estate. Under neither the old law nor the new law does it have to go
through the estate tax process. But under the new law, it has to go
through the new carryover basis process.

The decedent’s basis in each asset must be determined, then the
fresh adjustment must be made. The process is complex and may be
expensive for an estate of that size.

Next, take an estate between $60,000 and $175,000. As to the estate
tax process, the new law has benefited this estate by enabling it to
bypass that process.

But the new law forces this estate through the new carryover basis
process,

The process itself is going to be complex and expensive for an es-
tate of that size.
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In addition, the capital gains tax of the beneficiaries may be very
substantial. It may be less than the old estate tax would have been, or
about equal to it, or even more.

For example, say a parent dies and leaves to his child his only asset
remaining after expenses, a farm worth $175,000 with an adjusted
basis of 560,000. The gross estate tax under the old law would] have
been $25,200; and under the new law there is no such tax after 1980,

If the child sells the farm and realizes a $115,000 capital gain, that
child’s tax may well exceed the old $25,200 estate tax. The comf)ined
effect of the process expense and the capital gains tax will materially
injure, rather than benefit, many such estates.

Now, take an estate over $175,000 that has to file an estate tax return.
The new law has injured it greatly.

First, the estate tax process ]z’a,s been ‘made more complex for it.

Second, it has to go through the new cayryover basis process.

_Thirg, it may have to go through another new process, the genera-
tion-skipping process. Even where no generation-skipping process
was ever really intended, many medium estates are now forced through
the new generation-skipping process, under customary wills when
there is an unusual order of deaths and the technical requirements
for the $250,000 exclusions have not been met.

Fourth, the probate process has been made much more complex and
uncertain because of the conflicts that have been created among the
beneficiaries, as to carryover basis, elections as to employee benefits,
and other changes.

It is doubtful that Congress was ever given these crucial probate and
fiduciary problems for consideration.

Fifth, the combined estate tax and capital gains tax will be sur-
prisingly high for many medium estates. In that connection, some-
where and somehow, Congress needs to consider the inequity of im-
posing capital gains taxes upon those gains attributable to inflation,
which, of course, are not true gains.

Small and medium estates are especially vulnerable here as to
residences. '

I liken these processes to the wringer of an old-style washing
machine, which squeezes the fabric passing through, forcing out sub-
stance sometimes properly and sometimes improperly, but which in
every case frays the fabric by causing delay, processing expense, and
uncertainty, and which sometimes catches innocent fingers.

Now I want to give two illustrations of estates going through the
carryover basis wringer. We should look for what the wringer has
squeezed out as a new capital gainstax and for any damage the wringer
has done to the fabric, in the form of delay, uncertainties, and expenses.

As T cast about for examples, I found them in my own backyard.
May I suggest to all that it is truly an eye-opening experience for
anyone to see the calculations that would have to be made upon his or
her death.

About 10 vears ago, I started buying stock in a particular mutual
fund periodically. Now I have a little over $20,000 of value in this
stock. This. of course, is a typical investment for millions of Americans.

I elected to have dividends reinvested, a common practice. The
actual calculations are set forth in the appendix to these remarks.
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To make the examples typical, I have assumed hypothetically' in
situation 1 that I have an estate of $525,000 and in situation 2:that
I have a small estate of about $70,000. I have also had to assume my
demise on a certain date in near future, which I assure you I hopa is
hypothetical. v : :

xcept for that and the value at that time, the mutual fund situa-
tions are n;?al, concrete examples. ‘ '

What do these calculations show { ‘ .

In situation 1, the shares comprise 78 lots, Each lot is divided between
Mrs. Eubank and a trust, and the shares in each Jot have four different
bases, two for gain and two for loss.

Thus, there are 312 bases. :

These calculations took 17 hours by a capable and efficient individ-
ual who is both a CPA and a lawyer, accustomed to performing serv-
ices of this kind. That time does no’ include any time necessary to
research or learn the tax law, nor does it include hours needed for
corrections and refinements. ‘ o

At his normal billing rate of $70 per hour, the cost is $1,200. At the
estate’s marginal estate tax rate of 32 percent, this cost is borne as
ggllows: By the Federal Government, $384; by the Eubank family,

16.

Under the law before the 1976 act, the basis in these shares would
have been $26,690.45. Under the 1976 act, the total gain basis is
$26,077.13. ,

The difference of $613.23 is what the new law is intended to tax as
a capital gain that would not have been taxed under the old law.

1f the Eubank family were to sell all these shares, the capital gains
tax on that gain might be about $200. .

Thus, in situation 1, the Federal Government has received $38%
less in estate tax to get about $200 in capital gains tax, if and when the
shares are sold. Moreover, it has inflicted upon the Eubank family a
net cost of $816 for the extra professional expense.

In situation 2, the shares also comprise 78 lots. The shares in each
lot have two different bases, one for gain and one for loss. Thus, there
are 156 bases. -

These calculations took 12 hours by that same person under the
saglse conditions. At his normal billing rate of $70 per hour, the cost
is $840.

At Mrs. Eubank’s marginal income tax rate of, say, 20 percent,
this cost is borne as follows: By the Federal Government, $168; Mrs,
Eubank, $672.

Under the law before the 1976 act, the basis in these shares would
have been $26,690.45. Under the 1976 act, the gain basis is $26,508.32.

‘The difference of $182.13 is what the new law is intended to tax as
a capital gain that would not have been taxed under the old law.

If Mrs. Eubank were to sell these shares, the capital gains tax on
that gain would not likely exceed $50.

Thus, in situation 2, the Federal Governinent has received about
$168 less in income taxes to get about $50 in capital gains tax, if and
when the shares are sold. Moreover, it has inflicted upon Mrs. Eubank
a net cost of $672 for extra professional expense,

In situation 2 where no estate tax is due under the old or the
new law, the new law has cost Mrs. Eubank $672 in expenses and $50
as a potential capital gains tax. -
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Senator Byro. Your time has expired. We can get back to this in
the question and answer period. It 1s a very interesting presentation,
Mr. Costello?

STATEMENT OF LEWIS M. COSTELLO, ESQ.

Mr. CosteLro. T am Lewis M. Costello, an attorney in Winchester
and Frederick County, Va. 1.;S.It,ho_u[.zh Iam immediate past president of
the board of governors of the section on taxation of the Virginia State
Bar, that organization is an official arm of the State Supreme Court
and a creature of statute. Therefore, I am not authorized to speak on-
behalf of that organization. I am speaking as an individual and a tax
practitioner. )

Both my practice and experience may be of some interest to the sub-
committee, since I am not & theoretician. : )

For the most part, 1 repbxiesent clients in a basically agrarian and
small business community. Much of my practice is in cooperation with
other attorneys and CPK’S. This essentially problem-so vmg ractice
extends over a broad area of the 7th Congressional District, of Virginia
and the panhandles of West Virginia and Maryland. ,

My background is as an economics major, lawyer and a certified
public accountant. Primarily, I am engaged as an attorney in all phases
of tax planning and the implementation of those plans for small busi-
nessesand farmers. :

Presumably, T work with many of the people for whose benefit spe-

cial provisions were inserted in the Tax Reform Act of 1976, hereafter,
TRA 1976 and for whose benefit several provisions of the technical
corrections bill of, 1977 are included, hereafter TCB 1977.
It may come as a surprise to you to realize how the entire small
business and farmer, community has been set back by these two bills.
The estate and %:.ff, tax portions of the TRA 1976 are virtually incom-
prehensible to the business community generally. The only thing cer-
tain is that it is the law of the Pharisees and not the philosophers. The
philosophy is fra.nkl({ inconsistent and confusing to the point of frus-
tration. Personally, despite 15 years of practice, my background educa-
tion and over 70 hours of continuing education in the past year, I am
incompetent to explain the law or its logic.

As a result, I suggest to you that in the small business and farming
section of this Nation there has arisen an annoyance with the prac-
titioner—be he attorney, CPA, banker, insurance advisor or estate
planner—a contempt for the congressional process, end a loathing for
the Pharisaic Government in Washington unmatched in modern times,
even by OSHA.

The single biggest problem is the complication from the carryover
basis. The other speakers will cover this difficulty in detail. I attach to
this presentation an article by Byrle M. Abbin entitled “Carryover
Basis: Opening Pandora’s Box.”* As Mr. Abbin, a CPA points out,
the complications will exist well into the 21st century.

My comment on this grievous bit of legislation is practical, not
philosophical. Three questions my clients keep asking are:

18eep. 81.

-
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One, with refard to the taxation of the step up in basis at death—
h}c:w lalx; e a “loophole” exists when an individual must die to get
throu

’l‘heg common man’s conception of a loophole is a special tax section
which gives unfair tax advantage to one who has advantages already.
It is very difficult for the common man to understand that his death
gives him such an unfair advantage.

Senator Hansen. If Mr. Costello would let me interrupt for just
a moment, I am reminded that Senator David Gabrell talked about
a man who lived in the State of Georgia and who was sentenced to
be hanged. A judge asked him if he had any words that he would
like to say before the sentence was carried out.

I{e said, “Yes, Judge, this is going to be an awfully good lesson to
me. B

Mr. CosteLLo. The second question that my clients ask me is how
long can my Government pursue me for bad recordkeeping and how
do I know I have satisfied the Government

In our law, the statute of limitations has always been a wonder-
ful thing. It is & statute of repose. It puts to rest conflicts between
people.

our problems of proof, of duty, of penalty and et cetera are put
to rest. And the tax law has recognized this for & long time in the
statute of limitations on assessments and collections, as well as re-
funds, for both criminal and civil purposes.

I suggest, historically section 1014 did the same thing on the step-
up in basis at death. Every generation, no matter how badly the rec-
ords were kept during lifetime, if they paid the tax on what they
owned at death, coul be%:l over again and all past sins were for-
given. Certainly that has been killed here. And as Abbin points out,
the sins of the father may well carry over here, well into the 21st
century, until all assets now owned have been disposed of.

The third question that my clients keep asking, particularly when
I send a bill, is, Does not anyone care about the com}) ications involved,
the executor’s duties, the recordkeeping, the problems generated for
yearsto comef

I earnestly submit that the American small businessmen and farm-
ers, together with all Americans, ought not have such burdens placed
upon their backs. They are entitled to a certainty, and a statute of
limitations on basis, and to have their deaths regarded as more than
the seizing of a loophole.

The elimination of carryover basis would solve most of the dis-
tressing problems I now intend to describe for you.

First of all, I feel that tax act to the small businessman and farmer
was a cruel hoax. First, it emasculated prior relief provisions. I would
almost be happy if we could get back to where we used to be. Section
303, the redemption of the small business corporation stock, in order
to pay estate tax, used to take care of the whole problem. Everybody
had lived on that business all of these years. It was logical that there
is where the tax should come from. _

. 303, as presently existing in the Code, does not allow for the redemp-
tion in order to pay the income taxes which result from the redemption
and result from the carryover basis. Therefore, although you may be
able to raise the estate tax, the income tax that you create by raising it,
does not get that protection.
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- If you look at section 306, the so-called preferred stock that may be
issued on common, it is very common in small business, when the father
gets ready to step out, to issue preferred stock and, in effect, freeze his
equity, then give or sell the common stocks so the children suffer their
own good or ill fortune. You do not endanger the father, because he
stays 1n a preferred position and, at death, you redeem the stock under
the law and get your money out, and pay your tax.

Well, the accumulation proiﬂem cannot be ignored now in estate
taxes. Section 531, the unreasonable accumulation privision may apply.
Specifically, Congress has said to accumulate the money, to redeem the
stock in the situation for 303 purposes is not an unreasonable
accumulation.

Now, you cannot, under 303, redeem to pay the income taxes on the
estate, so presumably the money that comes from the redemption to
pay the estate tax and to pay the income tax after that is now subject
again to 531 unreasonale accumulation tax. ‘

In addition, a preferred stock with a carryover basis may or may
not—the Code is unclear—still qualify for 303 redemption. For people
who now hold nothing but preferred stock, having disposed of all of
their common stock to the next generation to run the family business,
this is the fear of uncertainty and an impediment indeed.

The technical corrections bill makes a horrible result even worse
in that it purports to say specifically that the 308 stock, the preferred
stock, will not be part of the 303 redemption stock, thereby guarantee-
ingrwhat may be all ordinary income without regard to basis,

here is a bone in the technical corrections bill that would adjust
that preferred stock basis by the high living the fresh start basis, only.
If you read technically the language now in 306, the whole distribu-
tion, not just the excess over basis, is not just taxable income. It is all
ordinary income.

We have a lot of small businesses that are caught in this box, and
there is not any way out.

Just to get back to where we were would be a major step forward as
far as the farmer and the small business is concerned. I suggest to fyou
that there is rational reason that 308 stock should not be cured of its
taint on the day of death. The purpose of 306 was to keep that individ-
ual from bailing out earnings. The ;i{urpose of 303 was to prevent a
distribution with respect to the stock on an unqualified redemption
from being ordinary income. -

They were both intended to make distribution which would other-
wise be ordinary income—not ordinary income, for the purpose of
paying the estate tax. To now draw a distinction which did not even
exist previously, you have taken away from us the ability to redeem
this preferred stock. This does not appear to be philosophically logical
internally in the bill. .

A third thing has been done that has taken away from small busi-
nessmen and farmers—I never really heard much complaint about
the administration of this section 303 before, which was a requirement
of 35 percent of the gross estate or 50 percent of the taxable estate.
We now have to meet a 50 percent of-the gross estate requirement,
which is an even higher requirement than ever before.

So what has happened is that my clients are forced to choose between
Fossibly diversifying their assets, ostensibly trying to take care of the

iquidity problem before thier deaths by trying to raise some money,
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and thereby disqualifying themselves for the 303 redemption, not to
mention the installment payments of 6166 and 6166A. which are tax
pa%ments over 13 years and over the 10-year periods respectively.

hey do not know when to get down. They sit on the fence. I am
saying for practical purposes, estate planning has stopped since Janu-
ary 1'in my practice because nobody knows what to do.

he House Committee report said the lock-in was the reason that
you wanted the carryover basis, to facilitate transfer. I suggest to
you ‘that the lock-in, which results from uncertainty, is far more
severe and far more painful to my small business and farmer clients
than was any lock-in because they were hanging on to get a stepped-
up basis at the time of death. ' :

Senator Byro. For the record, could you give a brief explanation of
the 5(;-percent requirement. Fifty percent of what—of the total
estate :

Mr. CosteLro. The 50-percent total requirement is gross estate less
certain deductions for administrative expenses et cetera, under 2054,
T'think, and 2053. It now has to bé 50 percent of the gross estate, as
opposed to a former requirement of 35 percent of the gross or 50 per-
cent of the taxable estate. You could qualify either way.

. Incidentally, these are still the requirements under 8166A for the
10-year deferral of tax payment and you are in the interesting situation
‘where the Government is saying, oh, no, you are not a small business
‘who qualifies under 308. At the same time, the caption on your section
6166A you are deferring 'payments over 10 years, since this is a large
interest in a closely-held business. The old requirements will continue
in the 10-year installment payout of taxes, but the new higher require-
ments are only in 6166, the 10 years payments after 5 years of interest

uirement. '

he second thing is that all of these three things, (1) the 303 limita-
tion, you cannot get your income taxes out. (2) the 306, the taint is
not removed, and (3) the higher percentage limitations, are emascula-
tions of ‘prior relief. A man cannot understand how the bill was for his
benefit. He is minus three points before we begin.
. Then we move into an area where a false impression of new relief
is given. T am afraid it is'because Treasury does not really under-
stand farmers and farming. o

T do not have any clients who went into the farming business in the
last 20 years and bought their own land and bought their own ma-
chinery and bought their own equipment and financed what you have
to for tractors, et cetera without financing his farm. A 15-year payout
is ludicrous unless you can finance under it, because I do not have
farms that go 15 years without payouts.

Even the largest and strongest corporations which I represent find
needs to finance within that period. That does not really help.

The second thing is the problem of minor beneficiaries and what is
required of the executor. \

In the court process in Virginia it is not that simple to get a per-
mission on a minor beneficiary, to make that kind of an election. It is
going to limit the use of this election.

 Even if they are available, the so-called special use valuation pro-
visions apparently do not handle the situation I run into all the time.
A farmer usually has a lot of kids. If he has four or five children and
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does not choose between them but leaves a provision in his will that the
executor may sell the farm to any one of them, who will pay the fair
value for it ; then even though it is a qualified use before and a qualified
heir, the sale by the estate of that farm does not fit under any excep-
tion, and consequently, all of the taxes are triggered. No ial use
valuation, and full estate tax, and income tax are trigﬁe .

On a fairly common example, if he will pick and choose between
his children and make them pay each other, that is fine. But that is
a pressure on the family unit which ought not to exist. ‘

The valuation trap is a major consideration. That is, if you take
your special use valuation, as the law is presently written, and if you
dispose of that land within the 15-year period, you spring the trap.
That is, you not only have to go back and pay the deferred tax, you
have to pay it on a higher valuation. You do not get an adjustment
in the basis for the sprung trap because the time has passed for that.

You have really nailed the farmer and the small businessman.

I would suggest to you, you live close enough to Loudon, 1"airfax,
and Prince vs% liam Counties in Virginia to understand that forming
there has disappeared. I lived in the richest dairy farming district on
the east coast in Fairfax County when I grew up. You cannot let a cow
eat that grass now because the taxes are so hi%h. o

If I made such an election 10 years ago in Fairfax, and was forced b
the land taxes to tax-free trade that farm for a farm in Frederick
County or West Virginia, I find no exception and my tax is triggered.
'Iﬁxis valuation trap is sprung on me, and I have no control over it at
all. . _

‘Surely you did not mean to'do that. First to emasculate what we
had before. That Congress previously did. Then to give us an imagi-
nary relief in three or four places, and in the process to vitiate a lot
of réasonable, commercial arrangements, f
" There aré a'lot of buy-sell agreements in effect between closely held
business owrers. Now you just do not have an estate tax, you have an
income tax. Consequently, an%st,ocl_{holder who dies, has his estate torn
between crippling taxes in the short-term or a quick pay-out, or ac-
cidentally financing by long-term deferred payout a businéss in which
he no longer has a voice, It is a small, closely held business that is very
susceptible to bad management. ~ = . ‘

Insurance buyouts are going to be forced out of corporations because
it would not make sense when there is no adjustment in the basis to be
buying the business out at the corporate level.

y main concern in terminating is that you took something away
from us and did not really give us anything in its place. For that
reason, for the farmer and small businessman, the 1977 act has really
tutned out to be a hoax. -

Senator Byrp. What you are saying, if I understand it, is that as far
as the small farmers and small businessmen are concerned, each would
be better off if the Congress would just forget what was done and
simply go back to the old law#

Mr. Costerio. Absolutely. The carg?over basis is the problem with
almost eve%thm%l described to you. Yes, sir.

Senator Byro. It is a very provocative and interesting presentation.
It raises a number of questions which I would like to get to, especially
the statute of limitations which you mentioned.

96-020—77—32 '
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Mr. CosTeLLo. Yes, there is a reference in my paper to that. I do not
cover it specifically. ) )

Senator Byrp. €Ve can get back to that later in the question and
answer period.

Mrs. Blazek?

STATEMENT OF DORIS D. BLAZEK, ESQ.

Ms. Brazeg. My name is Doris Blazek. I am a practicing attorney in
Washington, D.C. I am going to limit my remarks to the subject of
carryover basis. It is the most important part of the 1976 Tax Reform
Act in this area, not because the other sections do not have problems
in them, but because this is the one that hits everybody.

The troubles created by carryover basis involve increased admin-
istrative problems and a failure to appreciate the economic burdens
that carryover basis is going to give rise to. »

One of the main difficulties of carryover basis is going to be estab-
lishing the basis of any given asset. It is simply a fact that people do
not keep the kinds of records that they ought to keep in terms of being
able to find out exactly what was paid for each asset they own. That
is the kind of concept that is carryover basis. It involves calculations,
asset by asset.

In essence, to carry it to the ludicrous, you have to determine what
was actually paid for each dining room table, knife, fork, and spoon.
With respect to one issue of stock, each separate lot that was bought.

It is an incredible burden,

That is unlike Mr. Eubank’s records with respect to the mutual
funds; he has his records. Most of the decedents that we will have to
deal with will not have records. It will mean that in regrrte)senting and
doing the job of the executor you will have to go back through income
tax returns and attempt a process of reconstruction. That kind of proc-
ess is going to be charged for by transfer agents as they are inundated
with requests for information. '

You are going to have computer banks that are going to be in exist-
ence sim]i)ly to provide evidence of basis, because that is what we are
talking about—not simply somebody’s recollection, but proof of basis.

You say, why is that any different than when the decedent sold dur-
ing his lifetime #: He had to have basis records then. What is the dif-
ference in the carryover basis concept {

What is different is what is missing in the decedent’s special recol-
lection about what transpired. You will find that even the decedent’s
widow and his children are really strangers to the decedent when it

" comes to these kinds of personal financial details. So, reconstructing
the decedent’s basis is a primary problem under carryover basis.

Household and personal effects present their own special problems.
There is, in the Tax Reform Act, an exemption for $10,000 worth
of household and personal effects. In essence, they are going to ﬁo
under the old law. That is an exemption which is to be made by the
executor. You will find in jurisdictions that require ai)praisals at fair
market value for probate purposes—as is true basically in the North-
east—$10,000 does not cover the average, middle-class person.

All you have to do is look at the coverage for your own insurance
policy. When it comes to household and tangible personal effects, you
will find that most people are over the $10,000 limit. Once you are
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over the limit, you have the problem of establishing basis. Who knows
what you paid for your dining room table, and certainly even if you
know what you paid for it, you do not have the records to prove it.

That is the kind of affirmative burden that carryover basis is placin
on estates. You will have, with respect to household and personal et-
fects, competing elections, because when there is no executor quali-
fied, the executor is any recipient of property from the decedent, so
you have two children who take this kind of property from the de-
cedent. Each will say, I want my $10,000 under the exemption

You have the problem of adjustments in audit. You 'Iput in you ap-
praisal of household and personal effects at $10,000. The IRS audits
and says, you do not have $10,000, you have $12,000. How do you
handle the election then ¢

There is really an array of problems in the area of household and
personal effects which really have not been thought of by the decedent
as a capital asset. It is incredible the kind of reaction you get from
someone when you tell them that this is regarded as an asset and you
are going to have to pay a gain on it on disposition. :

ou will have people say, under the tax law, yes, but most house-
hold effects depreciate. There is a ial provision in the TRA that
relates to depreciated household and personal effects. It does not get
you out of the problem.

To get off first base, you have to show that you have & depreciated
asset, In order to show that, you have to know the decedent’s basis.
It is not the kind of relief that some think it is.

There are the incredible calculations once dyou have established the
decedent’s basis. There are four possible adjustments that must be
made and must be made on asset by asset. .

Each of the adjustments turns on the preceding adjustment. One
of the adjustments based on taxes paid is based on the average estate
tax rate. That means in audit, if one asset that is subject to tax is
changed with respect to its valuation, and therefore more estate taxes
are due, the basis of every carryover basis asset subject to tax is
changed. We have a problem then of not being able to resolve the
basis of any asset until we have completed audit of the Federal estate
tax return. That usually takes 15 months from the time of the dece-
dent’sdeath.

The calculations are goin%to have to be done many times. When
an estate opens, we have to do the calculations in order to determine
when assets are to be sold in order to meet the Federal estate tax due
9 months after death. After the return is filed, presumably at that
point will be the reporting requirements. After audit and after ad-
}ustments, then the calculations are going to have to be made again.

t is an incredible process and one that can probably be handled only
by computers. When you get down to that kind o uirement, we
wonder whether the general practitioners and the peo;{): who do not
have access to large computer operations are going to be able to deal
with this kind of calculation.

Senator Byrp. Just to clarify the record, you mentioned the dining
room table. Let’s take a specific example, and then you can indicate
for the record how it would work. 4

Su;()lpose & person bought a dining room table for $500 and it is
valued at the time of death at $1,000. How is that item treated {
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Ms. Brazex. It has two possible treatments. One treatment is that
the executor will elect to include that within the $10,000 exemption, 1f
it is one of the items included in the exemption, you get a step-up in
basis so the value of that table for basis purposes is now $1,000.

If, on the other hand, there is & whole array of household furniture,
that table is not excluded, and it becomes an item of carryover basis,
you then have to take the $500 basis, put it through these four incred-
1ble calculations until yon get an adjusted basis. If the table is then
sold, there will be a capital gains tax assessed on the difference -
between the adjusted basis and the $1,000 value.

Senator Byrp. Suppose the total amount of household effects, fur-
niture and household effects, would be established at the purchase price
of $10,000 and the value at time of death was $30,000. Then you get
a $10,000 exclusion § , .

Ms. Brazex, That is correct.

Senator Byrp. Then you pay a capital gains tax on $10,000%

Ms. Brazex. Yes; except presumably some portion of your original
$10,000 basis will represent part of the $10,000 of property excluded.
In other words, one-third of the original $10,000, if you do it on a
pro rata basis. So, gain of $13,000 is approximateiy correct.

Senator Byrp. What happens is that you take the present fair market
value of the furniture, and you pay a gains on the difference.

Ms. Brazek. That 1s correct, to the extent that it is not covered in
the $10,000 exemption. : )

Senator Byrp. If Congress repeals the capital gains tax and throws
capital gains into ordinary income, what would be the situation?

Ms, Brazek, The situation would be that much of ordinary income.

As Tom pointed out, there will be & number of basis for any particu-
lar asset, That is, again, because of the way these adjustments work.
Some are adjustments only with respect to taxes paid. =~

. The reporting requirements that are imposed by the act are affirma-
tive obligations that carry with it a total penalty of some $7,500. You
do not havetobe a gual fied executor to come under those reporting re-
quiremens, The widow who gets $5,000 worth of joint stock from her
husband is subject to these reporting requirements, even though there
is no Federal estate tax return due. And there is a penalty imposed
upon her if she fails to meet the reporting requirements. In most cases,
the vzidow will not even know it is needed, yet the law hits her with a
penalty.

1 t}n};lk, too, that the amount of the penalty—®$7,500-—means banks
and a lot of people are refusing to serve as executors because they do
not know that they are going to be able to comply with the reporting
requirements. If they are faced with a $7.500 penalty, they will not
get into that problem. The fees that are involved are not worth it.

Senator Byrp. The $7,500 penalty is for doing what{

Ms. Br.azer. For failing to report to the Internal Revenue Service
and failing to report to the beneficiary the adjusted basis of each asset
of the decedent.

Senator Byrp. The adjusted basis of each asset

Ms. Brazex. That is correct.

The designated executor in the beginning does not know if he will
be able to establish the decedent’s basis. He does not know whether or
not the decedent kept the kind of records that are needed to meet the
obligation, and therefore, he will simply refuse to serve.
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That is going to hit the small- and middle-sized estates where the
risk of incurring that kind of &nalty simply does not outweigh the
potential fee or benefit that can be derived from serving as executor.

I want to point out the economic burden of the law; that’s one of the
points that Tom made. I consider a widow with an estate of $160,000
which has applicable to it the minimum basis of $60,000. Before the
act was changed, with the increase from $60,000 to $175,000 total of
property that can pass free of tax, she paid $25.000 in estate taxes.

If she has a $760,000 estate with a minimum basis, there is $100,000
worth of gain in the estate. The amount of capital gains tax that will
be incurred by her if she sells the family home and sells the few securi-
ties they had because she does not want to stay with the risk of the
market, will be $25,000. Thus, for the widow with a $160,000 estate,
she is in exactly the same tax position as she was before the Tax Re-
form Act, but with the increased cost of compliance.

Consider a college graduate in 1977 who cstablishes & business in
Virginia that is successful and hecomes worth $500,000. He dies leav-
ing a widow and two small children. The widow has no interest or
facility in running the business, so she sells the business. Under the old
law, her total taxes on a $500,000 estate would be $57,000. Under the
new law, with the preference tax, total taxes will be $198,000. That is
an increase of $140,000 in total taxes; 40 percent of this $500,000 estate.

This is assuming it is a new business, started out in 1977.

Scn?utor Byrp. In other words, the new law triples the amount of
taxes :

Ms. Br.azek. It does indeed.

Senator Byro. Presumably the law was supposed to help people like
that and reduce the taxes.

Ms. Brazex, That is the whole point, Carryover basis runs abso-
lutely contrary to the policy that is implicit in the increased marital
- deduction and in the unified credit, which represents the increased
exemption, :

Taxpayers are going to be in a much worse situation. These Eiople,
meaning small estates and medium-sized estates, are going to be in a
much worse situation under the 1976 Reform Act. Giving an increased
marital deduction and increased exemption by the unified credit,
sitnply falls upon deaf ears when the taxpayers find out what actually
does happen to them. ' .

The tax rates on the top dollar of appreciation, on even the medium-
sized estates, when you add together the Federal estate tax, the Fed-
cral capital gains, the State inheritance tax, and the State income tax,
can be approximately 62 percent. When you have a very large estate,
total taxes on the top dollar of appreciation can exceed 90 percent.
Taxpayers regard that as confiscatory. They say it is not really a tax
on appreciation; it is not appreciation, it is inflation. It impedes equity
investment because it reduces the incentive to invest in assets for ap-

reciation and reduces the incentive to build and expand your own
msiness,

Also, if the policy and purpose behind carryovet basis is to place the
taxpayer who sold prior death in the same position as the taxpayer
who sold after death, that objective has not been achieved, because the
income tax paid on the predeath sale is not subject to the Federal
estato tax. So, we have practitioners talking about a new estate plan-
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ning technique, It is called sales in contemplation of death, because
sales affect Krior to death may achieve ultimate tax savings.

Moreover, the post death situation is inherently unlike the predeath
situation. It is unlike it because death causes the need to raise money
to pay debts, administration expenses, and taxes, When you have to
raise this money by the sale of assets, it means incurring capital gains
tax. Therefore, you have a tax which is generated by a tax. The capital
gains tax is generated because of the need to pay Federal estate tax,
and you are hitting the taxpayers just at the time when they have lost
the ma{or wage earner or the head of the family business.

Really, written by tax theorists to make certain that not one dollar
of appreciation escapes taxation; carryover basis is not practical in
this operation or effect. It flies in the face of the call for simplification
of thetax law.

Senator Byro. Thank you.

I might say, as far as I can determine, this is the first time that this
committee has had the benefit of information that is being brouilét up
by the witnesses today. When this so-called tax reform act was before
the committee in 1976, none of this detail came to the committee’s
attention and I just consulted with the Finance Committee staff and I
understand that this carryover basis provision was put in in con-
ference. It was not even considered by the Finance Committee itself.
It was put in by a committee of conference, and I assume virtually
no one in the Senate knew anything about this proposal.

ApEarently, it is raising havoc with virtually all estates today.
Thank you.

Mr. Kartiganer.

STATEMENT OF JOSEPH KARTIGANER, ESQ.

. Mr. Karrioaner. My name is Joseph Kartiganer. I am also a prac-
ticing attorney speaking as an individual, not for my own firm or
:l?y t;gtmmittee of which I am a member or which I have chaired in

e past.

I have been designated as kind of a cleanup hitter on this panel
which means that all the juicy topics have been taken by the people
who have preceded me, but in an effort to raise the importance of the
areas that I will discuss, I like to think that it is often the fleabites
that are the most annoying and most often increase the disrespect for
the tax law.

What we have in the tax law, particularly in the Tax Reform Act
of 1976, is a new substantive law that must be applied to virtually all
of the estates. The more annoyances you find in the tax law, the more
annoyances you will build up among taxpayers and among the
citizenry.

Estate and gift taxes and the related provisions such as carryover
basis, affect virtually every estate in the country. The small estate will
be exempted from estate gift tax by the new increase in exemption.
Probably less than 10 percent of the decedents in the country will have
to file estate and gift tax returns.

However, that small remaining percentage is an unusually large
f’ercentage of the small business, executive and entrepreneurial popu-
ation of this country.

The carryover basis—-
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Senator Packwoop. Could you say that againt 10 percent of what{

Mr. KarT1GANER. I am not sure that the precise figures are available,
Under the old law with the $60,000 exemption, it was said that only 7
percent of the decedents in the country had estates large enough to
require a return, With the new law, that will be reduced markedly and
then will build up again as inflation outweighs it. It will be 2 to 10
percent of estates which will have to file estate tax returns,

Senat;)r Packwoon. If you raised, inflation would stay at 2 or 3
percent

Mr. KarticaNER. Probably so. It would still hit a large percentage
of the small business and entrepreneurial popualtion of the country.

Senator Pacewoop. I do not mean this to sound crass, but the 2, 3
and 5 percent are really true, but you say 90 percent are not being af-
fected at all.

Mr. Karriganer. In estate and gift taxes, but there are many pro-
visions in the carryover basis that will affect people starting from
ground zero.

Senator Packwoop. Why isthat :

Mr. KartieaNER. Because carryover basis will affect everybody who
owns, or aspires to the acquisition of, property.

Senator PAckwoop. Among this 90 percent, it would have effect
because they will figure what their basis is before they know whether
or not they are subject to estate tax?

Mr. Karrioaner. That may be mixing apples and oranges.

You will have, even with your $60,000 minimum basis, & tremendons

roportion of the current population facing the carryover basis prob-
em, the capital gains tax after death, which was never there before.
That figure will grow, as inflation continues. That is not an exem
tion problem, not an estate and gift tax problem, but a carryover prob-
lem, a capital gains problem.

Senator Packwoop. I have to confess I do not understand any of it.
I practiced law and never did any estate work. But if these statements
are the basis for aimglifying the law, I am not sure it will simplify it.

Mr. KarTieaNER. I can only apologize for my own statement.

Senator Packwoop. It would be very helpful to me if, in answering
questions, you would answer it for somebody who understands nothing
about the law, and ex{)lain how to simplify it.

Mr. Karrieaner. 1 was going to start with explaining the problems
to you before I got to simplification. .

- at I was saying is that the probate process, as; Mr. Eubank indi-
cated affects lots of people. As the process becomes more complicated,
as the tax law forces on that process more choices and creates more
conflicts among beneficiaries and creates more conflicts between bene-
ficiaries and fiduciaries and between beneficiaries and advisers to the
decedent, the finger will be pointed more and more at the tax law and
the Congress that passed it.

. The reason for the problems arises because of a lack of practical
input on how the process actually works, and I would like to point to
a couple of relatively simple examples which I broadly characterize as
how the tax law has created inducements to do the nonsensical; how it
has created undue complexity which gives rise to mistakes, either
because of a desire for perfection or because of unnecessary retro-
activity; and in areas, particularly in carryover, where it has created
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conflicts within the family—not necessarily conflicts with the taxing
authorities, but conflicts within the family unit. ,

As a primary example of an inducement to do the nonsepsical is
the provision for qualified joint property. Joint property is the form
in which some tremendous percentage—if I had to guess, I would have
to say 90 percent—of the property of this country is held between
husband and wife. :

The tax law has increased the incentive to hold property. jointly,
despite the fact that every sophisticated tax practitioner says that
jointly owned property clearly does not make sense. There are better
ways of doing it. - ,

he tax law, through its provisions, have given an incentive to do
that which will work to the disadvantage of the taxpayer.

In the area of undue complexity, I point to the transitional rules in
generation-skipping. I do not want to talk about generation-s‘kippin%
too much, because generation-skipping generally hits a relatively smal
percentage of the population. But there can be serious generation-
skipping problems in medium to small estates because of famiiy cir-
cumstances—I can think in my own practice of the retarded grand-
child who cannot be given property outright to qualify for the
%mndchild exclusion—and thers will be unnecessary tax consequences

ecause the transitional rules are complicated, as complicated as any-
thing I have ever seen in the law affecting individual taxpayers as

opposed to corporations, and were made retroactive.
ou are going to see estates unnecessarily burdened with taxes.

Much more serious problems of retroactivity have already been
discussed. In sections 303 and 306, plans that were made in good faith
decades ago have now been upset and no longer work. How are they
going to be unscrambled? Who is going to go through the records
to find these plans, to seek out the clients and tell them that what
they have planned for their family no longer makes sense, and
to seek solutions—perhaps in renegotiating with third parties where
conditions have changed? And who is going to pay for all of this?

Perfectionism also reaches into the technical corrections bill, There
is & provision that has not been discussed which relates to the trans-
fers of interests in closely held businesses. We are talking about the
ability to move the ownership of these businesses over to other family
members. . :

.There is an amendment to section 2036, a proposed amendment,
which would say that anybody who owns‘an interest in & closély held
business cannot give away any interest in that business to anybody,
family member or not, in trust or outright, unless he gives away the
entire thing and keeps nothing, absolutely nothing. He cannot parcel
out that interest,

Senator Byro. That is not a part of the law?

Mr. KArT6ANER. Not a part of the law, but part of the technical
corrections bill which is currently before the House Ways and Means
Committee. - v

I point to that, not because I am afraid that it is going to pass,
although there is a risk that it will go through.- ‘

Senator Byrp. You cannot tell whether it is going to pass or not.

Mr. KarticaNer. There is a problem because a sophisticated prac-
titioner, the one who has the time and energy to watch pending legis-
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lation, has his hands tied. He is frozen in the advice that he can give
to the owner of the small business, He cannot move. ‘

The unéophistitated practitioner, or the sophisticated practitioner
who does not have the time to study pending legislation, is blindly
going ahead doing what he thinks is all right. The effective date of
that amendment i8 June 22, 1976, It is retroactive for over a year,
and it will be one hell of a job unscrambling the eggs that have been
scrambled if that amendment passes, but that is the kind of thinking
that I think is represented in the Tax Reform Act. :

Addressing the major problem that I think is in my area, the dis-
cussion of the conflicts among beneficiaries. I like to think of a
simple will that says $10,000 to my brother, $50,000 to my daughter
& maximum marital-deduction amount to my wife, and the residua
estate in trust for my wife and children. There is nothing unusual
about that will. You see it in any medium to large-sized estate.

All of a sudden, carryover has created a potential for arguments
among benefidiaries, dissension among families. The most obvious
example of that is what did he mean by $10,000 to my brother? Did
he means $10,000 in cash or did he mean $10,000 in stock? :

There is a real economic difference between the.two. Because of
carryover, if you give the brother $10,000 in stock, you are not giving
{:ir{), il‘,%l0,000, you are giving him $10,000 less a built-in capital gain tax

iability. . Lo

With a small legacy, and I think that $10,000 is relatively small, that
is probably not that much of a problem. Presumably, the intent was to
§:ive him $10,000 in cash. But does the answer remain the same if the

egacy is larger? Does it mean the same when it is $50,000? Or in the
$500,000 estate when it is $250,000 to the surviving spouse? And re-
member what the economic effect of the decision is. If you give that
legatee cash, you are giving the legatee the amount that the decedent
specified in the will, and the capital gains tax is being paid by the re-
sidual estate, another beneficiary.

You are now getting pushes and pulls between beneficiaries of the
same estate, and, as any practicing lawyer in this field would tell you,
- the most horrible fights are the fights among family members when the
head has died. All sorts of conflicts surface, and the tax law has now
created a new potential for conflict, which is unnecessary. which
results from a theoretical drive for perfection which does not take
into account the practical needs of the population.

Assuming some prerogatives—as the last speaker, thev told me I
could do it, as a trade to leaving me with the loose ends—I would like
to make a couple of suggestions. :

Things can get a lot easier, even with carryover, if a practical ap-
proach is taken. I would like to see carryover repealed, because I do
not think that the taxation of capital gains which acerued during a
lifetime takes into account the need for simplification of the burden
on the small estate or the already high level of taxation on the larger
estate, but assuming some form of taxation of that gain is a political
necessity, there are certain things that you can do, if you eliminate the
desire to be technically perfect.

The most obvious thing that you can do, to eliminate a huge portion
of the practical problems which have been discussed, is to grandfather
all old assets, every asset which reflects a basis as of December 81,
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1976—treat it as you did under the old law, forget about carryover
with regard to that asset. o

All you are losing there is the tax on the post-1976 appreciation
on assets held by old people. The old people are not going to sell any-
way because they want to get the fresh start which the law gives them.
The young person is not going to hold on to an asset because sometime
40 years from now, when he dies, he is going to get a stepped-up basis
for that asset. C L.

If you give such a provision for carryover, you have eliminated
all the records search problems on old assets. You have said, the past
is behind us. You wipe the sale clean. From now on, you know what
the rules are, and if you do not follow the rules, when you die 30 years
from now, it is on your own head. But at least, what has gone before
is passed.

You also eliminate the problems that Mr. Costello is concerned
about, and I am concerned about, particularly the 303 and 306 prob-
lems with regard to old assets, because the old plans will still work
and you have not imposed upon plans put together in good faith a
brand new set of rules that make everything unfeasible. ~

The second thing I would do is to allow an optional averaging of
basis to eliminate the problems that Mr. Eubank addressed where
you have one block of mutual fund shares which he purchased at
18 different times, which gives rise for the need of 312 pieces of basic
information. Allow eopl%l to say we will take those 78 lots of stock

and put them altogether in one pack and average the basis among them

so that people have a sensible set of records to keep, so that you are
not imposing this recordkeeping burden that requires the mind of
a computer to keep track of.

And finally, to address the problem that Ms. Blazek addressed, I
would allow an estate tax adjustment, instead of at the theoretically
perfect average estate tax rate, at the top rate. The reason for that is
that the top rate rarely changes, and that means during administration
a fiduciary will be able to take a look at the asset, he will be able to
look at the adjustment that he has to make, be able to compute his
tax, and be able to pay his tax without the fear that a change on
audit will create a tax refund situation.

Senator Byro. I am not clear as to what you are referring to when
yon :ay you would make it at the top rate? I am not clear on that
point.

Mr. Karticaner. This refers to the estate tax adjustment. If you
have an item which has appreciated, the law says that you can increase
the basis of that asset by the estate tax attributable to the appreciation,
but it does it at the average rate of tax, and Ms. Blazek indicated the
problems inherent in that.

If you make a change in any item on the audit of the estate tax
return, you are changing the overall tax. Therefore, you are changing
the average rate of tax, because you have different numerators and
different denominators. ~ -

On the other hand, you very rarely, only in a small percentage of the
cases, change the top rate of tax because the brackets are large and it
genearlly takes a very large change on audit to move an estate to a
different tax bracket.

Therefore, what, you are doing is you. are increasing the certainty.
You are saying that your computations will, in most cases, stand up
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and you are diminishing the burden, hoth on the fiduciary and on the
Treasurer. e "

Senator Byrp. The panel seems unanimous in its view in opposition
to the carryover of basis under the present law. What alternatives
does the panel suggest to the current carryover basis provision#

Mr. Eusank. I might start off on that, Mr. Chairman, and then
have comments from some of the others, if you wish, .

There are & number of possibilities that are under consideration. We
could go back to the old law or we could stay with the current form of
carryover basis, or modified forms of it, as Joe just talked about.

Other possibilities are called the appreciation estate tax; and finally,
there is the capital gains at death possibility, which is one that there
has been quite a bit of talk about recently. .

Senator Byrp. Explain your point in greater detail. .

Mr. EuBaNEK. As g understand it, and very generally speaking, the
capital gains at death possibility means that capital gains are triggered
at death. In other words, every decedent’s estate would be facing two

-})ossible taxes: The first is the capital gains tax, payable just as though
10 had sold the assets the moment before death; and the second, if the
estate is large enough, is the estate tax that will be paid.

Senator Byrp. On the same assets?

Mr. EuBank. Yes. .

Mr. Karri6ANER, With a deduction for capital gains tax. .

Mr. EvBank. There would be a deduction. The size of his estate
would be reduced by the amount of the capital gains tax that the estate
would have to pay.

Senator Byro. How is that different from the present law ¢ )

Mr. EuBank. Under the present law, the capital gains tax is not
payable at death. There is a carryover basis and the family faces the
capita) gains tax payment only in the future when they sell. But, of
cours, a lot of times it is necessary for the executor to sell some assets
in order to raise-money for taxes and to pay debts, and things of that
sort. So the executor, under the current law, faces a capital gains tax
ga.ymenfdshortly after the decedent’s death, but only as to those assets

eing sold. :

The other assets are distributed out to the beneficiaries of the estate
with a carryover basis, and they face a capital gains tax.

Senator Byrp. At a future date?

Mr. EuBank, Yes, sir.

Senator Byrp. Does not the law step up the basis to whatever the
asset might be valued at on December 31,1976 ¢

Mr. Eusanxk. That is correct. -

Mr. CostrLro. Theoretically.

Senator Byro. What do you mean, theoretically ¢

Mr. CosteLro. Only on marketable securities is that true. On any
other assets, vou play a gambling game. It depends on how high and
low the value is at the time you die.

On a straight line extrapolation, based on the number of days held
before December 81, 1976, to the total number of days held, you appor-
tion that to a fresh start basis, and in a small business it is not too hard
to imagine macrofluctuations in the value of that business, depending
on the competition or otherwise which may very well, incidentally, dis-
qualify percentage requirements from stock payouts and 303 exemp-
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tions and your stepped-up basis as to what the value may have been
December 31, 1976.

Mr. EvBank. Perhaps we should add also that that fresh-start value
adjustment to December 31, 1976, is temporary. It is only for odd assets
held before then, and in due course that feature will pass out of
existence as all assets became post-1976 acquired assets.

Ms. Brazek. That was the point of the $500,000 estate that I dis-
cussed with you, in terms of the raising of the total taxes paid on a
$500,000 estate from $54,000 to $145,000, because it was all post-1976
appreciation, & business begun in 1977—in essence, what we are saying
is.that the young Ferson coming out of college faces quite a different
situation ultimately in terms of starting up a new business.

Senator Byrp. I see what you mean. T%ne 1976 law is affecting young
people starting out now.

8, Brazek. That is right, because it hits post-1976 appreciation.

‘Mr. KarTIGANER. If I may address the immediate question, this will
impose a tax on assets that are appreciated in value, whether or not
the asset has been sold or if there are ever any plans to sell it. If you
are talking about the farmer or the small businessman who has built
up & business and intends to pass it down from generation to genera-
tion, you are imposingra capital gains tax which under the old system,
and even under the Tax Reform Act of 1976, would never pay a
capital gains tax, because the gains tax has traditionally been imposed
on the disposition of the asset.

The alternatives to carryover basis would all impose the tax upon
the incidence of death. Any time there is a death, there would be a
tax. I do not know what the rate would be. It has been discussed at
various levels, but it would be a tax on the asset regardless of the fact
that there was never an intention to sell the asset at any time.

Senator Byro. I do not know this categorieally, but my guess is that
the administration will recommend and urge the elimination of the
capital gains tax. If that i3 done, and it applies to estates, then the
problem 1s further accentuated by a very great degree.

Mr. EuBaNEk. Yes, sir, it certainly would, and I might point out
that there was a great deal of discussion here among the panelists
ahead of time about some dangers in our pointing out difficulties with
the current law.on carryover basis. We were afraid that we might be
misconstrued as opening the doors and encouraging the adoption of
some of these other alternatives, like the capital gains tax at death or
the appreciation estate tax. BRI

Speaking for myself, I am not advocating that, and T am concerned
that some of our comments might be taken as ammunition for some of
those alternatives.

Mr. CosTeLLo. That is my concern also. Again, with my practical
fellow who does not understand how dying is getting through a loop-
hole, when you sa{):vhat is your alternative, the question arises is, why
does there need to be an alternative? :

If we stuck with the exemption that we had for so many years back,
appreciation made the exemption meaningless and we face now a fixed
income tax and a newly fixed estate tax rate. Experience would teach
us in a period of a very few years we would then accelerate these mis-
takes to the astronomical tax brackets. Does it really matter, the way
it is going to confiscate, your minimum bracket being 32 percent, when
you get into a taxable estate?
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* You are gilding the lily to worry about an additional tax on top of
that. For the administrative complexity, why does there have to be.an
alternative to the carryover basis situation, because as I understood it,
we were looking for relief for the farmers and small businessmen and
the for.ner relief does not matter, If it can be done in a percentage of
the tax, that is fine.

I, too, am concerned that we not be misconstrued to be saying that
some of these other ideas sound like good ones. - :

Senator Byrp. In other words, as I understand it, each of you feels
that most taxpayers and most estates would be better off to go back to
what we had before rather than to continue with what was done in this
field last year? ‘ ‘ ‘

Mr. EuBank. I donot think there was any doubt about it.

Ms. Brazek. There isno doubt about'it. R

Mr. KarT16ANER. We are unanimous on that. '

Senator Byrp. Thank you. s

Senator Hansen _ ' fo

Senator HansEN. Thank you, Mr. Chairman.
~.One aspect of our tax law.that has direct correlations to estate
planning is the capital gains-tax. Where I come from, many ranchers
and small busjnessmen sell their ehte'rgrise‘s and use the proceeds for
retirement income and frequently gift out some of the proceeds to
lower théir taxes. - o ' R

. Occasionally, during the last year, older folks who have'sold 'out
have written me telling virtual horror stories of the impact of the
retroactive minimum tax on their tax planning. We all know the argu-
ments against retroactive tax legislation. What I am wonde::ng; how-
ever, is what changes you would make in the tax law to 'better protect
these folks who have made a single sale of a capital asset held for
virtually a lifetime ? ot R CoE

Mr. CosteLLO. If I could answer, this is assuming yow got stuck
with carryover basis. The same answer that I would give for the small
business sellout is the one I would give there. That would be to con-
sider some special treatment for these plans, some single-sale fellow,
whether it is a buy/sell agreement of a closely-held corporation, or
something similar to the 10-year average that retirement plans were
subjected to, or something in that range. Then you could apply the
same, or some constructive percentage of that asset test or some size
test if you wanted to. That would be the same solution if you kept
%he carryover basis that would be needed in the small business and

arming.

Sena%or HaxseN. A proposal I made for a few years in which I have
been joined by a number of other people was to have a sliding scale
applied to capital gains. Oftentimes the small businessman and the
small farmer and rancher who has held an asset for a substantial num-
ber of years and sells out loses a large part of the benefit of his asset
with the way we “fixed things up” here last year. I use the word
“ﬁx-nﬁ” in the most Kejorative sense, I might add. When the rancher
goes through paying his taxes, he does not even come out even with the
effect that inflation has had on costs. He cannot sell out and invest in
something else, and he cannot pass on even what he started out with.

Would you make observations on that #



24

Mr. KarT1iGANER. That is & much broader philosophical question than
the technical problems in the tax reform act. Obviously an indexing
approach would be of significant help to the small businessman or, for
that matter, any taxpayer. If you are trying to evaluate the gain, you
should evaluate it in the real world rather than in some absolute dollar
terms, because the gain in most cases is really nonexistent, and if you
add in the capital gains tax burden, you are making it less so. You are
putting it in a negative category. i

Senator HANSEN. I have heard suggestions that maybe another ap-
proach might be to roll over the value in one piece of property, or kind
of property, and within a period of time put it in something else.

know oftentimes older people, for various reasons, cannot continue
operating the particular type of business they have been engaged in
most of their lives. Here aguin, the effect of the various taxes that we
gﬁe sidded on the sale of a property seems to make that particularly
ifficult. ' »

Isthata possibili?'?
Mr. CosteLLO. I do not think that you can solve the problem for

someone who already has his assets in cash equivalency, marketable
securities without undercutting the whole income tax law. I would
point out that you could conform the living and dead if the test of 303
exemptions were the old test of 35 percent of the gross and 50 percent
of the net. You could apply that same thing to an income tax conse-
quence and permit special capital gains rates for people who dispose
of that closely held interest, farm or business, if they met the test
re%xirements. )

his might be a combination that would have some merit, and that
might do away with the complaint that after death and before death,
you have different treatments.

Senator HanseN. There has been some reference to the provision
we made in the law last year, We gained some support for a concept
that would permit the passage of & farm or ranch if the present use
were to be continued, with the basis determined by the value of its
income-producing ability continuing in that same kind of an opera-
tion as contrastef with its best and highest use.

Senator Ribicoff was interested in the same concept being applied
to a small business. We got a package put together and the Finance
Committee did 1.0t put any limit on it.

There was a limit put on during the drafting of the bill by staff
and it was put on at $1 million, but when it went to conference, the
limit was reduced to $500,000 since the House had no similar pro-
vision.

I think Mr. Eubank spoke about the need for financing and the
other problems that face the average operator, so for practical pur-
posels, I do not think that $500,000 exemption really amounts to very
much.

Would you comment ?

Mr. EuBank. 1 might start, Senator. There is a problem with the
$500,000 limitation and there are lots of other problems in there. I
have heard a lot of people talk about this section 2032A, who have
analyzed it, and several messages come across from these people who
have become ex}[l)erts on this,

The first is that it is extremely narrow in its application, not only
because of the $500,000 but because of other things. Another is that
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it is incredibly complex and difficult and uncertain as to exactly what
it means; and our third problem is if a family elects to take advanta
of it, dots all the “i’s” and crosses all the “t’s” and comes within the
narrow confines of it, and then if something happens during the next
15 years that violates section 2032A—something involving manage-
- ment can be an inadvertent violation of that section—then that whole
thing crumbles around them and the total tax is much greater than it
would have been if they had never used the blasted section.

Senator HanseN. I thiuk you said that we would be better off to
go back to what we had before we tried to improve things as we
thought we were doing last year?

Mr. CosTeLLO. Yes, sir. That is what I was describing in my paper.

I will say on farms, the number of farms that are trading in the
range of $250,000 to $1 million within 100 miles of Washington has
accelerated astronomically. I have been involved in at least four this
year already. -

In fact, one retired member of the Bureau of Standards paid $200
an acre for his land. After fighting 2 years in the process of Fairfax
County zoning and two leasings in the Supreme Court of Appeals of
Virginia and after a denial of a writ of certiorari to the U.S. Supreme
Court, it took us 7 1!iesm; to get it zoned, so we could do a tax-free swap
for Georgia land. He is going to stay in Virginia and try to dispose cf
the other 100 acres of it. '

- In the meantime, by the leasing of Georgia land, he will no longer
be a farmer because, as I read the provisions, because it takes 3 years,
if our past experience is any example to get there. To replace it with a
farming farm, you have to go over the $500,000 limit.

There is a man without outside income except for what he sold off
the farm and his Government retirement.

Senator Hansex. Mr. Chairman, you know, next to being in the
apple business, the worse thing I can think of is being in the cattle
business, Coming from the West, as I do, with the livestock prices be-
ing as terribly depressed as they are, many bankers have predicted 5
to 10 percent of all the ranchers in Wyoming this year may be forced
to sell their outfits.

For those who have had a death in their family, invariably the whole
outfit has to go on the auction block to try to settle the claims of the
Govemment.gl‘hat is the first mortgage, you know, Federal tax.

I just think we have created a terrible problem, a terrible dilemma,
for the average citizen.

Mr. Karriganer. If I may make one comment here, this is an exam-

le of one of the problems in the legislative process. The farm relief
Bill started out as a very fgood idea, and if it had been left at where it
was addressed, it probab gewpuld have worked out as a pretty good
idea. But the theoretician became worried that this was %1 ing to create
a new tax shelter. People with money were going to rush out and buy
these farms because they were going to get n greater estate tax break.

I do not know whether people with money would, in fact, have done
that. In an attempt to avoid that result, they have emasculated the
relief provision and they have made it so complex and so difficult to
comply with that it is no longer relief for those people for whom it was
intended, and something is wrong with that process.

Mr. Costerro. Would this be an appropriate place to state that much
concern has been expressed by practitioners in my area about the legis-
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lative process that resulted in that 1976 bill I have in my hand a letter
from Bon an David Satterfield from the 3d District which, in
effect, says that when Mr. Ullman brought his bill on the House floor
and the House would not agree to review only two provisions, he took -
it back into committee because, a8 Congressman Satterfield said, “I and
other Members were concerned that this rule would not permit the
House to work its will and would have speqxﬁcally prevented amend-
ments to section 6 of the bill,” and he is talkm%g about the carryover. ..
[The following was subsequently supplied for the record :]

CONGRESS OF THE UNITED STATES;
HousE oF REPRESENTATIVES,
Washington, D.C., September 29, 1976.
Mr, LEwis M. COSTELLO, ' : :

Chairman, Section on Taxation, Boord of Governors, Virginia Slate’ Bar,
Winohester, Va. - o . :

DEAR ME., CosTELLO: This is to acknowledge your letter of September 16,
and the enclosed résolution concerning Estate and Gift Tax Reform, . . .

Since the gdoption of your resolution in July, sev~ral things have occurred
with respect to the Pstate and Gift Tax Reform measure. First, the bill cited
in your resolution, H.R. 13066, was not reported by the Committed on Ways
and Means. The Committee instead reported a “clean” bill, H.R. 14844,

The rule granted by the Rules Committee to govern action on the Housg
floor with respect to H.R. 14844 was a mbillﬂe‘d closed rule, which would have
permitted two amendments only. One of those amendments would terminate
existing law, which defers estate taxes upon estates left in trast unti]l' thele
corpus vests in the ultimate beneficiary. The other wotild-reinstaté the “spiits
credit” provision, which had been deleted by the Ways Tnd, Means Committee.

I and other Members were concerned that this bill would not permit the House
to work its will and specifically would have xirévented‘amendmengs 0 delete
or alter section 6 of the bill. As you know, under existing law' the recipient of a
decedent’s estate, or por{ion thereof, acquires.that property at the valne it has
as of the date of the decedent’s death. Any subsequent transfer insofar gs cap-
ital gains is concerned would be on the basis of that valuation. Section 6 of the
bill” (the “carry-over-basis” provision) would change that law 80,a8 to fenger
the valuation of property the same as it was in the hands of the decedent prior
to his death. Thus, the surviving successor in interest, upon transfer of the
property, would have to pay capital gains not-only upon its appreciated value
while he had possession but whatever appreciation in value occurred while that
property was in the hands of the previous decedent owner.

The matter came to the fiu’r August 80, and the House voted to reject the
modifled closed rule and suhs:itute and open rule, which would permit free
amendment, in its place. At that point the Committee Chairman withdrew the
measure from further consideration. : .

The matter emerged again, however, ag a part of the Conference Report on
the Tax Reform Act of 1976, which was passed by Congress and is awaiting
the President’s approval. As 18 8o often the case with conference teports, when
this one came to the floor specific votes on speclle provisions were not per-
mitted. Our only option was to vote the measure up or down. To further com-
plicate matters, this conference report, which consisted of 646 pages, was not
available until 114 hours prior to the time the vote occurred. Consequently,
there was not time to fully study the report to determine precisely what it
contained. With measures of this magnitude I have made it my policy to vote
against them unless I have a clear understanding of exactly what is involved.

I certainly agree with you and the members of the Section on Taxation that
extreme caution should have been the rule of the day. While I feel that reform
in the area of Estate and Gift taxes has long been needed, I am not convinced

- in my mind that what was passed will provide any measure of relief.

I am enclosing a copy of a summary of the Estate and Gift Tax provisions
included in the Conference Report for your information.
With best wishes, I am -
Sincerely yours,
Davio B, Sarrerrrerd 111,
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Mr, CostELLo. The matter came back on the flaor August 30 and the
House voted to reject the modified closed rula. When it came back
-out of the conference, and he says: :

To further complicate matters, this conference report, which consisted of 646
pages, was not avallable until 134 hours prior to the time the vote occurred. Con-
sequently, there was not time to fully study the report to determine previsely
what it contained.

With measures of this magnitude, I have made it my policy to vote against
them unless I have a clear understanding of exactly what is Involved. I cer-
tainly agree with you and the members of the Section on Taxation that extreme
caution should have been the rule of the day. While I feel reform in the area
of Estate and Gift taxes has long been needed. I am not convinced {n my mind
that what was passed will provide any measure of rclief.

The contempt I am running across in my practice for the congres-
sional process—and I might be censored by other members of the panel
for saying this, but I am going to say it—it seems to me that botﬁ):the
Senate and the House seemed to have abandoned the legislative proc-
ess to the joint committee, and there was no House bill with equivalent
measures because no bill had gone through the House at all, which is
i:_i)ntrary to my understanding of the revenue bills originating in the

ouse.

I think it raises some constitutional questions that perhaps ought
to be looked at and concern with the legislative process is my concern,
and I sincerely appreciate the opportunity to speak to this group to-
day, because I think you are right. I think this is the only time the
theory has been tested 1n a public hearing.

Senator Byrpo. As one legislator, I agree with what you said about
the Congress.

Senator Hansen. Make it two.

Senator Byrp. Senator Packwood '

Senator Packwoop. I recall very specifically how we got into this
estate-gift tax problem. I sat in the hearings of this committee, argued
on the floor, and was a member of the conference. At the time that we
passed these estate tax provisions, I was fully aware that not only
did we not know what was in them, but if we did know what was in
them, we did not know the effect that they had.

I will tell you this. Your problem is not with the legislative process
per se but with the tax reformers. It is sort of a golden conclusion
that they want to reach and it makes no difference to them what the
law 'is. They will change the law to reach that conclusion, and you
know the philosophy I am talking about, the loopholes, the great
Treasury raid, the $78 billion in tax expenditures that exist for 5 to
10 percent of the population is what the reform is about, I think.

n the estate and gift tax area, one is to allow the spouse—usually
a widow, not always—to live her life in comfort, not opulence, with
money to educate her children and send them on their way. Beyond
that, that is about it. After that, the reformers think you should not
have any more money and they want a very high, progressive rate of
taxation on whatever is left beyond that amount.

Two, they are willing to concede that family-run businesses ought
to be passed on—I emphasize the word “run,” not “own.” There is
something inherently good in passing on a small farm, a stationery

95-026—77——8
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store, from father to son or father to daughter if he can. That is about
all they want to allow.

Unless you change the election policy, that is what you are going
to get. Within those confines, how should we prospectively draw the
law so that those ]g:e)als are achieved equitably ¢

Mr, EuBank. Let me make one comment in answer to that. I think
the others will have some other ideas.

Until recently, I had no idea of the complexity of the carryover
basis and the other alternatives like appreciation estate tax and capital
gins at death. I got to thinking of the evolution of the law we had

fore, and I came to realize that the past Congresses who have faced
this must have had a t deal more wisdom than I ever gave them
credit for, because I think perhaps they spotted those difficulties and
they avoid them b! seiting the estate tax rates at & very healthy, high
rate—it got up to 77 percent—and they felt that that was high enough
to i'usnfy a new basis at death so as to avoid this whole can of worms.

f we are talking about prospects, some consideration should be
given to this.

Senator Packwoop. If that was the intent of the past Congress, X
think you give them credit for more wisdom than I do. I do not think
they ever thought to themselves that carryover would be so difficult
that we will make it very hard for it to come into effect.

Have yon read—I am curious—any statements of Senator Kennedy
and his supporters on the floor of his tax reform bill and the millions
that are escaping and passing from generation to generation unjusti-
fiably untaxed { .

Mr. EuBank. Yes; I have heard of a recent one where he is still
talking about changes, apparently without recognition of the new
law’s effect, to avoid appreciation escaping taxation.

Senator Packwoob. }i‘hat is the philosophy we are facing. That is
probably predominant philosophy of the Senate. That is not going
to change, short of election changes.

With that philosophy rampant, is th.ce a way that the estate and
gift tax law can be fairly accommodated to meet those goals#

I do not necessarily agree with the goals set, but to reach the goals
that reform is about. Let’s speak prospectively; you are right, retro-
actively we should change the law, put the rules back where they were.
Prospectively, realizing what the reform is going to do, it is going to
very heavily tax any estate beyond any $500,000, $600,000, $700,000
and just not do anything at best than the widow has a decent house
and can get her children through college and that is it. After that,
you are on your own, and the Government will take the rest.

Mr. CosteLLo. I would like to say that perhaps Senator Kenned
understands this better than most of the panel members as to the mil-
lions of dollars that are escaping taxation from transfer from gen-
eration to %:meration, and that accounts for his speaking out on the
subject, perhaps. But I would understand your question to say, assum-
ing you cannot do away with carryover basis, what would you do to
accomplish what we are concerned about. . .

Senator Packwoop. Maybe we can do away with carryover basis.
I am saying if you come up with some system that in some way allows
a fair portion to escape the reformer’s wrath of being taxed at value
at deatgloif that value exceeds $500,000, $600,000, $700,000, they are go-
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ing to find some way to do it, and if they think carryover is the way
to do it, they will go about it that way. :

Mr. CostELLo. At the risk of giving aid on the other side of the
question, one way would be simplq1 curing this 308 taint on closely-
held businesses. You could live with carryover, perhaps, if you cured
that taint on death and said so, and you permitted 303 redemptions.

Senator Packwoop. Explain that so I understand it.

Mr. CosteLLo. Preferred stock which was issued on common, spe-
cifically by regulation and by statute was cured of its tainted status
under the old law. .

Senator Packwoop. I understand that. What do you mean, prefer-
red stock issued on common §

Mr. CosteLLO. In the recapitalization of a business, it was not un-
common—let us say you had a $1 million business and you had
$100,000 of common stock, to freeze the equity you might issue $700.000
of preferred stock and then sell to the next generation the rest of the
common. The issuance of the preferred on the common was not a tax-
able distribution.

At death, the taint on that stock was cured.

Senator Packwoop. Who held the preferred stock ¢

Mr. CosTeLLO. The originator of the business.

Senator Packwoop. You are assuming here a Frivately held small
corporation, $100,000 in common stock, this is held by the owner——

r. CostrLLO. Right,

Senator Packwoop. What does he do with it ¢

Mr. CosteLLO. He issues preferred stock.

Senator Packwoop. Who buys it ¢

Mr. Costerro. He issues it to himself, then he disposes of all the
common stock ownership of the corporation to the family, to pass the
family business on. He sell it or gives it to them for nothing. At death,
under the old law, the taint was cured, then that was a way you
could bail out earnings of a corporation by selling off the common
stock and letting them redeem the preferred, 306 backed that.

It was so-called tainted stock, because whatever you did, it resulted
in ordinary income. BJ' holding it under the prior law till the date of
death, it got a stepped up basis to the fair market value of that date,
so the redemption or disposition of it with other common stock that
may have been retained to be redeemed under 303 did not have any
taint. You did not get ordinary income treatment upon the disposition
of that asset. There would be no reason in closely held business, again
assuming percentage requirements-were met, that 306 stock could not,
clearly, statutorily, have the taint removed on that kind of stock and
permit the redemgtion—not only enough to pay estate taxes, but te
an income taxes that are triggered under the new law.

Iso, at present under the new law, you cannot do that. The ac-
cumulation of the money to redeem could be jumped by some bright
Treasury agent under the unreasonable accumulation section. You are
fighting three rounds in there. If you had to live with what you had,
at least those three things ought to be done. The percentage require- -
ments back to the old requirements under 303. I know of no studies
that show abuse existed with the 85-percent gross estate and 50-per-
cent net estate requirements,
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It may come as a surprise that few of my clients ever wanted special
treatment. The{ want to pay the tax; they want to get it off their mind.
‘You are actually going now to make people make elections to pay 10-
year taxes where they could have redeemed under 303 and paid them to
the Government at one time, because they cannot afford the income
tax consequences without qualification for a 303 redemption.

If you could redeem, under 303 for both the estate tax and income
tax that would result—and it was not ordinary income; it could be
done on capital gain without unreasonable accumulation—these are
things that would help any farmer and businessman.

I hope I have been responsive to the question.

Ms. Br.azexk. I would like to make a few comments on what might be
done to meet the reformers’ concept within the concept of carryover
basis, if need be.

One of them is, as you suggest, to recognize the need of the spouse
to' have assets on which to live and to finish raising the children,
therefore increase what is now called the minimum basis. It is cur-
rently $60,000. Take it up to some place where it really makes sense,
at least to the point of thé exemption of $120,000 or $170,000. Indeed,
I think it would not be inconsistent with the reformers’ concept to
take it where the true middle-class wage earner is at this day, with all
'of the other assets of $500,000. Get the people you really want, which
are the large estates, Let everybody under $500,000 out of it.

Senator Packwoop. The reformers are not wedded to the carryover
concept. What they are wedded to is taxing certain estates above a
certain size,

If there is a better way to do that than the carryover basis, they

‘would accept that.
» Ms, Brazex. I think frankly that absent repeal, given the context to
meet the reformers, if it has to be done, rather than the additional
estate tax, rather than capital gains at death, we favor carryover
basis concepts that work. Part of what is needed is an increased
exemption ; take out the assets which really are not capital assets. such”
as personal effects, and hopefully, the residences. It could be a much
more workable statute.

Mr, EuBank. If the reformers are going to have their day and carry
one way or the other, it does not have to be this particular kind of
carryover basis we have now. We call this one we have today an item-
by-item carryover basis, and it is the item-by-item business that makes
it particularly unworkable. .

There are other forms of carryover basis. It could be improved;
and if it were improved and if it were coupled with an allowance for
inflationary increases that are not truly capital gains, we would be a
- long way down the road, and we would have a capital gains tax on
true appreciation, so as to satisfy the goals of those who want that.

Senator Packwoon. I do not agree with the philosophy, even with
& minimum philosophy. They are overlooking other problems, capital
formation generally, and second, to the family-run, as apart from
the family-owned business, just because the business is big enough
and has or 500 employees owned by the family, too big for one
person to run, they have the option of selling it out because you
cannot afford when you die to do anything but do that—that is not
:h hia}thy trend in this country. I think maybe you bring the reformers

at far,
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If the answer from those who represent very large estates in the
estate and gift tax brackets, and we are going to find some way to
pass on $15 and $20 million estates, the second generation relatively
on a scale that is not going to work, we would end up with & terrible
mis

Mr. Eusank. None of us is advocating that. o

Mr. KARTIGANER. On the other hand, there are limits beyond which I
do not think taxation should be pushed. To take 1\;our example of a 400-
or 500-employee business—I would guess that the value of that estate
is somewhere around $5,000,000—I have run some computation recently
for a client of mine with a $5 million situation. I said, what would
happen if you increased the value of that $3 million to $6 million § How
much of it will your family keep? And the answer that my arithmetic
came up with was under 3 percent. ‘ }

That is the combined estate and capital gains impact on that increase.
The tax on the increment from $3 to $6 million was 97.1 percent.

Senator Packwoop. You also understand that that is what the
reformers have ini mind ¢

Mr. KarT1eaNER. I understand that. It also means that my client,
or the person you are concerned with, the 400- or 500-employee busi-
nessman is out of his head if he stays in it, because it is all work and no

in, 8o what happens? He sells out and he reinvests in municipals.

e does a lot better to keep it in tax-free income and in municipals
than in keeping his money at risk when the Government is going to
steg in any take it away from his family.

Senator Packwoop. Thank you,

Senator Byrp. Thank you.

I think you are quite right, and I think that Senator Packwood
emphasizes rightly the important aspect of this hearing. When Con-
gress enacted tax laws which may force the small businesses and small
farms to sell out or merge with large businesses, a more adequate record
is necessary than was present for the 1976 law.

This country has too many large businesses today and ¥ think the
great problem in our country is that we have a combination of big
government, big labor, and big business. Yet the tax laws are forcing
more and more small people to sell out to the big people. :

It seems that what we want to do, what reform is, is to go in the
other direction. I do not call the act we passed last year a tax reform
act, I call it a so-called tax reform act. ’

The 1976 act sets up effective dates by which certain changes in the
estate trust area are made retroactive. Do you see problems caused by,
thess effective dates? : .

Mr. KARTIGANER. Senator, it is a horror. What has happened is that,
they have taken the philosophy of the tax law which was designed for
General Motors and Exxon and IBM—where you have lawyers who
are up on Capitol Hill watching every development and they want
to make sure that any time they adopt any change that they do it-with
immediate effect, for fear that the big, giant corporations with the
sophisticated lawyers are going to rush out and take advantage—and
moved it over into a tax law that affects individuals, and it does not
make sense. ,

The 1969 act is & great example of that. They madé it with virtually
immediate effect, and you are still passing a law in every session extend-
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ing the effective date because individuals cannot comply that quickly
an% they do not restructure their affairs in order to take advantage of
loopholes that are disappearins. And you have a rapidly growing gap
between the needs of these individual clients and the competence of
their counselors. You are making it more complex, you are making it _
mofre_ dangerous. And when you make it retroactive, you are making it
unfair.

= Ms. Brazex. There are two provisions in the act that acted retro-
actively to the detriment of the taxpayer and consternation of lawyers
trying to cope. One was in the area ofegeneratlon-sklpping taxes in
which the TRA in essence grandfathered, or said the tax would not
be applicable in respect to trust or skips that are in addition, or come
into effect with respect, to a will in existence on April 30.

We had clients coming to us wanting to make a change, even &
minor change, in an existing will that contained a standard residuary
trust that had a skip in it. The (Ferson alrea ﬁad two codicils, so,
rather than do a third codicil, we did a new will, In May we wrote a new
will for a client, and that taxpayer is hit with a generation-skipping
tax, éven though the basic scheme in the will was not changed.

There was no way that that taxpayer—indeed, we as practitioners—
could have known the tax effect when we made those changes.

A second area was an attempt to reach those taxpayers that were
transferring appreciated property into trust. In essence, the TRA said,
if you put stock in a trust and sell it within 2 years of the transfer to
the trust, the trust ig going to pay a tax as though it wers in the donor’s
tax bracket. ' ‘

That provision had an effective date, I think, at the end of June. It
was ferfectly possible after June and before the act came out, for
people to create a trust, put the stock in and sell it. They were hit
with a capital gains tax that they did not know they had to pay. There
was no way they could plan.

Mr. Karrieaner. We should also come back to carryover basis.
Carryover goes back and picks up deals that were done 20 years ago
where, for example, two partners who set up a business entered into
a buy-sell agreement to determine what happens when one of them
dies. That agreement has been knocked completely out.

The reason it does not work is that carryover was adopted without a

grandfather provision. Fresh start does not help, it does not cure the
problem. What you have are all sorts of practical problems in making
those arrangements work, and retroactivity is a problem.
. Mr. Costerro. All of a sudden, you have taken a businessman who,
in good faith 2 years ago, negotiated a buy-sell agreement with a
fellow businessman. As a result—he now has a bad heart. He is in a
box. If a younger fellow will not agree to rescind or amend that agree-
ment, he 18 nailed.

At least on the effective date, you have a date you can go back to.

To make a point on the effective date, I have the Commerce Clearing-
house publication here. Tt is interesting that the bill is presaged by 11
pages of effective dates, I suggest to you that no practitioner can com-
prehensively explain to a client the need for 11 pages of separate dates
on single legislation. I certainly cannot cope with it.

[The following was subsequently supplied for the record:]



33.

EFFECTIVE DatEs

This CCH-prepared table presents the effective date for the amended and added
la::lv provisions of the Tax Reform Act of 1976, Entries are listed by Act sectlon
order.

TAX REFORM ACT OF 197§

Act provision subject Act section  ERfective date Code section

Amortization of real p Jlﬂy construc- 201.......... Nonmldcntiul real property, construc-  New 129,

tion period interest a begun after 1975; residential
rrorny. tax yoars bulnninz after
977; low-income housing, tax years
beginning after 1981,
TAX SHELTERS
Recapture of depreciation on real pro 17 S Tax years, ending after 1975. . ...... 1250 (2) (d).
Amor%mtwnolplow income housﬁu.”.ﬁ! 203, .acuee.. Ex gy;lgnt:ﬂ. dm%f incurred after 161(()
2 ore
timut:‘tm on deductions to amourt at 204(s)......- Tax years beginning after 1975........ New 465a),
Amounts considered at risk.... weceamanans do ............................ . New 465(b),
licable. .. - c).
Definition of ..o N .,
Special rule for fim produdm......-.. ). .- Dopremt y in produdlon New 465(¢).

under ] bfmr act on pt. 11,
or distribution,

rorn In rodudion before Sept.

l. 1975. Exu tion where 9lincl

hoto raph an  before 6.

rmmona rule for leasin

Gtin from disposition of interestin oil or 205.......... Property disposed of after 1975 In tax 751(c), 1254(a).

l%u operty. years ending after 1975,
Farm rmphm (1L v eeea.s Transfer occurring after 1975......... 1251(b A
lemtnons on deduction for farm syndi- 207, l even-o Tax years beginning after 1975........ New 464(a).

Ou:hnrd and vineyard exponses. ........ 207(b)....... Puntod aﬂcr 1975 in tax years begine New 464(b).
ning afte ;

Accounting for agribusiness............ 207(0)........ Tax years bcsmnin( after 1976........ Noew M7,
Prepaid interest.......ococoemeneeea- 208 ... Amounts paid after 1975 in tax years New 461(g).
beginning after 1975, but not to

amounts paid before 1977 under
. ?mdm contracts existing on Sept.
Umitstion on Interast of nonbusiness 209.......... Tax 'y.m bulnninl after 1975; not 163(d).
deduction, - upplmble indebtedness incurred of
conl actﬁ:% ?O'MO Sept. 11, 1975, fo!
8 speci arm,
Amortizstion of productwneomomm, 20.......... Ex o:dntum paid or incurred after New 280,
books, r 975 if principal production begins

after 1975, )
Produced film rents defined. ....ccceeee 2}eeennn.o.. Tax ;«n ending on of aRter Dec, 31, 543(2).
Sports franchises...ccceceeecoenronccee 22enmnnnnnns snos or exchanges of franshises after New 1056.
1975 in Lax years ending after 1975,
Partnership 1st-year depreciation. ....... 21Xa)....... Pam;gvship tax years boannlnz after 17%(d).
Par:::'nhlp organization and syndication 213(b)....... Pn%r;&nlﬂp tax yoars beginning after New 709,
Partnet’s distributive share....... anees 213(d)..... .. Partnarship tax years beginning after 704(b).
Deductidle fosses of limited partners.... 213(0) ....... lhbllltln incurred after 1976. ... weoe 72%4%
Hobby losses; waiver of statute of limita- 214.......... Tax yms beginning after 1969, unless Q0N
tions, deficiency sscessment pcriod has ex-
pired,
_MINIMUM AND MAXIMUM TAX -
Minimum tax_. ... vevasemacesacanans 301...... o-. Taxysars beginning after 1975...... 56, 57.
Maximum tax. ... .ccvceameccencananes 302(a)........ 'I’u years beginning after 1876......... 1348,
EXTENSION OF INDIVIDUAL RATE
REDUCTIONS
General tax credit............ cerenaenes 8010)....... Tax ;urs ending after 1975 and bafore  Sec. 3-?2:' Rmnua
Standard deduction. ....c.vececnareenen. ib; .................................... . m e), GO!Z&-).
Earned income credit. .......cc...... - $01(¢)...... . Tn':' yoars bollnnlng after 1975 and be- &3(
Withholding requirements....... ... J(C) S Wa 1d after Sept. 14, 1976........ snd (m),
Earned Income credt, disrogaided for mf? ....... Takyears ending aRaF 1975..-oonoos 3 R

federal programs,
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TAX REFORM ACT OF 1876—Continued

Act provision subject Actsection  Effective dats Code section
| NOIVIDUAL TAX
SIMPLIFICATION
Tables fomnblo!neomc undor $20,000.. 501(s . Tax years beginning after 1975. 3.
uction. . 0) . Tax years beginning after 1 . 62.
0 . Tax years beginning after 1975.
Chlld un oxpom credit 0 Nm UA,
Sick mbillty ponslont axclusion.... a . {
Militarr disabii ity pensions....... vanmee () TR | R Now 04(b).
bility income, terrorist attack . . (3 S . - Mi g
Moving expensas_..........coeeeeeeen. () JUS Tax years beginning after 1976. . ...... 217(b), (), (1)
_BUSINESS RELATED INDIVIDUAL
PROVISIONS
Buslno::- uss of homs, rental of vacation 601(s)....... Tax years beginning after 1975......... Now 280,
m
Attending foreign conventions._.._..... 602(s). ... .... Conventions inars and similal Now 274¢h).
meetings taking place after 19
Qualified stock options................. 603(s). ... Tax years ending after 1975........... 83‘02), 422 (b), (<),
€
State legistators’ travel expenses........ 604........ .. Election tt):d b: ?adc at date to be 162(s).
- prescri
Nonbusiness guarantees of bad debts_... 605.......... Taxublo ears innlng after 1975 for 166(f) repealed,
guarantees made after 1975,
ACCUMULATION TRUSTS
Taxing distributions. ...oooeenennnaen..

Repeal of capHal galn throwbac! k = ] S&Galod.
Property transferred to trust at less than 701 Transfers made sfter May 21, 1976.... New
fair market value,
CAPITAL FORMATION
Limitation on used property............ 80l.......... i Sec. 301(c), Tax
property Illoducglon Act of
Extension of Investment tax credit. .. _. 802(s ).
Unusad credit carryback and carryover_ . 802(b . ... 46(b).
Emplo: Y“ stock ownership plans. . 803(a). - . .
Special rules____._....__._.. b -
an requirements for credit.. c).. 277 Sec. 301 d), Tax
fg’d,r:" jon Act of’
Elective additional half percent credit.... 803(d)....... Tax years beginning after 1976_._.._.. Sec. 301 of Tax
: Roduction Act of
Limitations on contributions....._...... 803(f)........ Tax years beginning after 1975.. ... __ 4! ¢ .'
ggé?) .- Tax ¥urs bc{mmng after 1974 ____.._ 41 c;.

w-tvor ofogonalty for underpayment of
sstimat

ESOP retroactive regulation............ gﬁ ee----. Onenactment..
Commission on expanded stock owner- 803(i}........ On enactment..
Invcsgrqont creditforfilms. ... ......... () S, Taublo yoars beginning after 1974_... New 48(k).
Overestimation of usefullife.........._. 80Kb) ... ......do. ... ...____.....o..o..... 47¢a g
Alternative computation for past periods. 804(c)........ Any ﬁlm placed in servica in a tax year ).
be lnnmg betors 1975.
Entitlement tocredit. ... . ... .1 1) S | S,
Investment credit for ships. wen 805 oioeena. Tax yws begmnln’ after1975....._.. 46(1)
Netoperatingloss................ .. 806(8)....... Forflosslegs 7Igcurred n tax years ending 172(b)
after 3
Regulated tra nspovhhon companies..... 806 (b), (c)........ L I 172(b
Insurance companies................ 806(d). ( . Fotfltossle;;;wnod In tax ysars ending 812§ 3
after
Limitations on carryover............... 806¢e). ...... Forgusx years beginning after June 30, 382,
Small fishing vessel construction reserves. 807_.___..... On enactment.......ccceceneenoncann SocMSW MAchtfth
arine
SMALL BUSINESS PROVISIONS
Surtax excmption rate extended........ 901(s)....... Dec. 23,1975, ... ... ......... .ll l)(b)(ch)
Mutual insurshce companies... .. 901(b) . ...... Taxyears ending after 1974
Tax-option corporation shareholders..... 902(a). . - Tax years beginning after 19;6. . 237 (a
Tax-option corporation distributions. . ... 902(b). ...... Tax goom beginning after 1975..... ...
Husband and wite stock................ 710 USRI . mn (c). (
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TAX REFORM ACT OF 1976—Continued

Act provision subject Actsection  Effective date Code section

FOREIGN INCOME

1ncome earned abroad by U.S. citizens... 1011 ; ...... Tax years beginning after 1975........ 91](:)
Additional limitations_................. 1{() R, d .............................

Credit with standard deduction......... 10 ; ......................................... 35
Nonresident aliens married to U.S. 1012

citizens,
Community Income
Estimated tax return due date
Foreign trusts with U.S, beneficlarles.

oar .-
ax years ending after 1975 as to trusts New 679,

created and ‘mnsrm cl property

madc after May 21, 1974,

Gvantor treated as owner. . ... ......... ggb ........................................
apitsl gains and losses of foreign trusts. 101 J ...... Tax yms beginning atter 1975..... ...
eturns of foreign trusts. ... ._...... 1013(d)...... Tax years ending after 1975 ulotmsts 60
: created and lrnnsfers oi property
- made after Ma{
Interest charge on accumulation distribu-  1014(a)...... Tax years bezln ning aﬂof 1976 ........ 667(a).
tions by foreign trusts.
Computation of interest_.._......___... 1014(b). .
Exlcjlssc }ax on foreign transfers to avoid 1015(a)
ax.
Nontaxabdle transfers_ __._._.._........ 101D). .o oeneee 0. ceireicaceanas SO S 1491.
Election to treat as taxable exchange. ... 1015(c)............ T, New 1057,
Investment by foreign controlled corpo- 1021(a)...... Tax years of foreign corporations be- 956(b).
rations. ginning after 1975 and of U.S. in-
vestors which overfap,
Constructive ownership of stock....._.... 10210) e ceaneeoo .. [ I S b).
Repeal of exclusion of earnings of less 1022... Tax years beginning after 1975. . !2 d).
eveloped country corporations,
Excluslon from rmonai holding com- 1023......... Tex years of forei gg]n corpoutnons be-  854(c).
— pany income of foreign insurers, ginning after 1975 and of U.S, in-
vestors which overlap,
Shipping profits of foreign corporations.. 1024.............. 1 Y P, 54(b).
Foreign tax credit limitation_......._... --=--.. Tax years beginning after 1975_.__....
Recapture of foreign losses other than 1032._.... .~ Losses sustained in {ax years beginning Now 904(N).
government debts. after 1975,
Loss developed country corporate divi- 1033......... Distributions out of current income, re- 902,
den ceived by a domestic corporstion

after 1977; distributions from accu-
'1"9%'5“” ptoﬁts for tax years after

Tr:a:an:ntu gruplul gains for foreigntax 1034......... Tax years beginning after 1975......... 904(b).
redit purposes.
Foreign o|I and gas extraction income.._. 103 ; ...... Tax years ending after 1976 .. ....... 9072:;.
Fo‘r,exgg o:‘tmclwn income earned by in- 1 .ee-<- Tax years ending after 1974 ___...... 907(b).
ividuels
T.tx credit for production-sharing con- 1035(c)....... Tax years beginning after June 29, 1876 901,
Cnrrybag and carryover of dissllowed 1035(d)...... Taxes pf::d %r :ccr;nodm ‘tr:x yearsend- 907 (c), )
credi ing after date of enacimen
¥nd:tmnt'mg |'ncom0 .................. ! 3 ceees TOX %em beginning after 1976__...... ;%‘l;g:s
reatment as forsign source incom B 1111 . - Y, .
3d-tier foreign tax%udnt ........................ As to earnings and profits of foreign 2).
corporations included in gross in-
come of domestic corporations in tax
ears beginning after 1976,
Interest on bank deposits. ............. 1041 interest paid after 1976 .. ... ... 861(c).
For:gn mp&mﬁon:‘ dtrsagslf . Exehangles beginning after Oct. 9, 1975, 367,
fr 8 Uni 8s.
Ea'r:ms :g:! pruﬁu of subsidiaries of 1042(b)...... Exchanges bogmmnl after Oct. 9, 1975. 1248(c).
Ga,m flg:‘“ cs:les or exchlnm of stock in  1042(¢)............ - L, New 1248(f),
oreign corporal
Declaratory ]ﬁgmcnl procedure. ....... 1042(d). ..... Plndmgs ﬁlted vé:th thpe';rtat: Cou;t m:r New 7477,
enactment with res axchangos
beginning after Oct. 9, 1975. e
Coiﬂ'l;m:g:sr :'ounlry branches of domestic 1043 Tax years beginning after 1975.......... New 819A,
ite
Trlnsvtn:nall‘ rule for bond losses of for- 1044 Tax years beginning after July 11, 1969. 582(c).
eign banks.
Tax rutmcnt of corporations operating 1051(a)...... Tax years beginning after 1975__._.... 33.

in Puerto Rico and U.S. possessions.
Puerto Rico and possession tax mdlt_... 1051
income from U.S, possessions. 1081
DIsC eofpomion ividends.
Taxable income credit. .....
Dividends received deduction
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* TAX REFORM ACT OF 1976—Continued

Act provision subject Actsection  Effective date Code section

FOREIGN INCOME—Continued

Consolidated returns. ... .... 5%8 ....................................... 500?22

Western Hemisphere Trade Corporations. 1052(a).- - .. . Tax ?on" beginning after 1975 and N (b).

China Trade Act Corporations........... 1053(a)...... Tax years beginning after 1975........ 941,

I)i\|r|idom'l':o to rmdorm tor Formosa and 105538 ........... 50.'..!‘ ................. 943,

Domal of crodct to boycotters and kick- 1061(2)..... . Paymants or participation 30 days after New 908,
backers, enactment,

Denial of deferral......... ... 1062 wadoo.... O, 95%&

Denial of DISC benefits_...... eomuannan 1063 d . §”

Boycott and bribe reports..............

Foreign bribes. .........cc.cceeeeac... 952

No reduction of foreign earnings or profits. l
Repoits by the Secretary............... 1067

DOMESTIC INTERNATIONAL SALES

CORPORATIONS
Dafinitions. . ..cuneeeneeiicecaaenean 1101 a; ...... TYax yeats beginning after 1975........ New 995 (8), (), (@)
Propsrty excluded from export ptopmy 1101¢(b). ...... Tunm:lnor‘nisi lfti;t' .trﬁ lts 1975, in tax  993(c).
ears ending after
Producer's loans. ... .._-.cocuaannnn ; ....... Ta{ years endsxru after Mar. 18 1975... 993(d).
Ro:ta'pm %fl accmtv{mlmd DISC income 1101((1 ~..2- Taxyears beginning after 1975 751(c); 995(c).
on.

Allocating dutnbuhons ...... wenenemann llotie).. .do. . 996(a).

Mining exclusion..eeneceeeacaccenannas HOI(N... Dispositions after Mar. 17, 1975, but~ 'I’ax Reductnon Act of
befors Mar. 18, 1980, 5, sec, 603(b),

ADMINISTRATIVE PROVISIONS

Detsrminations open to public e Nov. L1976, .. oo enaiea o New 6110,

Pending requests. ..... -2 Assoonas practicable after July 1,1976. Do,

Letters mace public Applications filed after Oct. 33, 1576.... Do.

Confidentiality of returns.. - [T W L) 1 e 6103,

Statistical publications. .....ccceeannoe. 1202(d

Inspection by focal officers............ .

Civil damages.......

Tax raturn prep .

Joopardy sssessments review...........
Termination assessments

ssnrecvecnsnnsn

Summons issued after 1976

Returns fited after 1976.. 621 b).
Errors defined............... b do. 3§?
State tax withholding on armed forces 1207(a)....... Wam wm\hcld 120 days after roqucs\ 55!6(1) 17(s).
parsonnel who are residents of a State, - ont.
Reserve force: 1207 bz ...... 120 days mcr enactment............. New 5517(6)
Federal omploym.. 1207 weee 35
Gambling Winnings .. ccaceeecmanvacaca 1207(d). ... Wmnunn reulved after 90 days from New 3402(q)

Commercial fishermen. .c.ae e e ceueeeon 1202(0). ... Gonorany. urvlm performed after 1402(c). 3121 sbm)
1971 in tax years ending afler that  3401(s); A
dm, roportm; roguiromenb calen-

%gto Mm‘d wdamln; tax exemption... lzwa;...... gc“t:p’; aﬂggm 10,1964, ...... 4402, )
n-operated devices . ........oco... JO r Mar. 1 eeammannan X
Mlnimsm exemption from levy. Levies aftor 1976 ... 6334(a), (d).
Joint committes refund cases Reports submitted a nactmen )
Tonmlve refunds......... Tan 8Os
an. 1, .
On enactment....c.coereoecemecaaaee 6109; Soclal

Security Act,
Deferral of interest on IRS errors....... 1212._._.__.. Tax years ending after enactment..... 6404,
TAX-EXEMPT ORGANIZATIONS

Transition rules for disposition of private 130%......... Dispositions after enactment in tax Tax Reform Actof
foundation property. years ending after that date, 1969 101(b).
New private found:tlon sot-asldu....... 1302......... Tax years beginning after 1974 ...... - 4942(p).
Minimum distribution amount. .....__.. 1303, ____... Tax years beginning after 1975........ 4342(e).
Extension of time to nmend charitable  1304(s). .. ... Decedents dying a rlsss.-...-..... 2055(¢),
remainder trust,
Refund claim pariod. ... .ccoene.nn.. 1304(b). c ceu. O - 5%02
Unrelated buslnm income of trade 1305.... Tax yun beginning after omelmont New 513(d).
shows, state fairs, efc, for conventions and trade

after 1962 for public ontomlnmon(
activities,
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TAX REFORM ACT OF 1976—Continued

Act provislon subject Act section  Effective date Code section

TAX EXEMPY ORGANIZATIONS—Cont.

Declaratory judgments on status........ 1306...oc.-.. Pleadings filed In Federal courls 6 mo New7428.
after enactment with respect to
determinations made after 1976,

Lobbying by public charities. ... ........ 1307(8)...... Tex years beginning after1976.......... New 501(h),
Taxes on excess lobbying expenditures. .. 1307 ........... [ .- Nowch, 41,
&lu!kf;mnu of deduction for lobbying... 1307 ........... .

ens for taxes. .. coceeeennecncecannae 1308 ool

)|
.- Tax oformAcM
196!

s’:ﬂh‘?}?‘“ mmutlon rules for private 1309...-
o
lmfgutod Intmst. private operating 1310¢s)..

Hosplulsomcn...-._-...-_-......... 1311......... All taxl years to which the 1954 Code New513(e).
Clinical services of cooperative hospitals.. 1312......... Tu yem ondlng after 1976, ......... 501(e ;
Exampuon of amateur athletic organiza- 1313......... Day after enactment......cccmeeeee.nn 12 501(c). .
ons,
CAPITAL GAINS AND LOSSES
Ouﬂnary Income offset. _ .. Taxyears beginning after 1976. - 1211(b).
Clpml fm nholding rcrl 40, Tax'years beginningin 1977. 222
plul regulated investment com- 1403_. ... Loss years ending after 1969.._ lZlZ(a)
s:fo of rosldencl byelderly. ............ 1404__._...._ Taxyears beginning after 1976......_... 121(b).
PENSION AND INSURANCE TAXATION
Retirement savings for married Indi- 1501(8)......._... [ Y New 220(a).
viduals.
Limitations on pension contributicns..... 1502(s). . .... L|mlutcons. years beginning after 1975; 415(c).
_;lmum tax years nning after
IRAs for Reserves and National Guard. ... 1503......... Tax years beginning after 1975_.... .- 20 c;.
Annuity plan investments. __........... 1 do .
Segregated assetaccounts. .. .......... 1505
Study of salary reduction pension plans... 1506......... On enmment........-......-....... Em
etlnmont
ncome Security

s6C.
Insurers’ consolidated returns.......... 1507......... Taxyesrs beginning after 1980; transl- 821, 1504(c).
tional rulu 1of carryover o pre-

hnblc

Guaranteed renewable [ife insurance. ... 1508 Tax years Innln( after1957_ ... 80%(d).
Study of IRA'S.. .« o cecenmcavcccnaracnen 1509... .. Onenactment. ... oceanen ———e

Tox status of PBGC .................... 151002202000 Sept.2, 197 ........................ ERISA, soc,
l.o;el premium plans for owner-em- 1511 ........ Years beginning after 1875............ 415(c).

ses.
Lump!wm distributions from qualified 1512......... Distributions after 1975 in tax years 402(e).
plns, beginning after 1975.

REAL ESTATE INVESTMENT TRUSTS
Deficiency dividend deduction.......... 1601_........ Determinations after date of enactment. 3129) 3_8!(0).

w 859,
Income tests not disqualifylng.......... 1602......... Goge‘nll{ tax yem beginning after 856(0). 857(b).
ate of enactm
Property held for sale to customers. Tax years bnlnnlng after enactment... 8), 857(b).
Changes in income requirement. ..do C
Apportionment of income. ... ..:io..

s made after May 27, 1976
Tax .y’;m beginning after enactment 858(:&.60

351(1. )
transitional rule for loss wryblck:

m&
for years ending before 19
<. 1606(c)....... Tax years ending after nmctmont ..... I72§d;.
Tax years beginning after enactment; 857(d
transitional rule for loss carrybacks,

30 tax .
Albwam of loss carryover .
Years to which loss may be carried..._. l

do.
Tax years ending after umcmonl'

Determination of smount_._..........
Alternative tax on capital gains...
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TAX REFORM ACT OF 1976—Continued

Act provision subject Acl section ~  Effective date Code section

RAILROAD AND AIRLINE PROVISIONS

Railroad ties.........-co...o.... ceaaenne 1701{:; ...... Tax years beginningin 1977......_...
Investment credit, railroads. . .......... 1201(b)....... Tax eaars ending after 1976 and before 46(:)
Amorgutmn Iof pf'l -1969 boring and 1702......... Original use before 1969_.......__.... New 185 (d), (e).
ading equipment
Investmennrm aulmn ............ 1703......... Tax yesrs ending after u!ondar 1975 48(2).
and before calendar 1983,
REPEAL OF OBSOLETE AND RARELY
USED PROYISIONS
Deadwood provisions—repeal and modi- 1901-52...... 90 days after enactment............... See Sec. 51,

fication,
ESTATE AND GIFT TAXES

Unified rate schedule
Changes in gifi tax
Estate tax imposed .-
Marital deduction increase, estate tax.... 2002(8)........... 4o iieeo.
Marital deduction increase, gifttax..._.. 2002(b,

Fractional interest of spouse............
Valuation of farm property. . ...........
Speciallien... . ... ... ... 003(b,
Extension of time, estate tax. 2

4 percent interest rate
Reasonabls cause. .

Decedents dying after 1976

2201, new 2010, 2035,
Gifts made after 1976 .. _.

2(a), new 2

250,
2011, fim.
2056(c).

-ionrecogmtlonof galn.o e 2 [ T,

Limitation on mcrease in basis.......... 2005(c)....... Gifts made after 1976 ...... ce- 10155«1}.
information requirement.__._..________ . . Decedents dying after 1976. ... _.... N A, 6694,
usnmtnon-sknppmg transfers........... . Transfers made after Apr. 30, 1976.... New ch. 13,
Orphans’ exclusion. ... ... - Decedents dying after 1976__._..__... New
Administrative changes___

Decedents dying, lglfts made, after 1976. New 1517,

Gifts made after 1976..___.___._..... 607

Liens filed before enactment, 270th 632 l)
day later; filed later, filed 120th day

Special rule for gift returns
Public mdox of tax lines_.

later.
Decedents retained voting rights..._.._. 2009(a). ... Transtm after June 22,1976......... 2036(ag.
Disclaimers.....__..cooeneen.. 2009(b). ...... Transfers made after 1976~ .. New 2518, 2045,
Retirement benefits e C)....... Decedents dying after 1976 2039(e), 2517(a).
Expenses of estate. .. ... .......... 2 ) FO Tax years ending after enactment. . ... 642(g).
MISCELLANEOUS PROVISIONS
E;omrt housing associations............ 210%......... Tax years beginning after 1973.._ ___.. $28(a).
Disaster payments_ __................. 2102......... Payments received after 1973 in tax 451(d)
! years ending thereafter.
1972 disasterlosses. . ........c.....u.e 2103(s)-...... To be set by regufations. . ...........
‘Debts owed by political parties. . ....... 2104 ... Tax years after 1975......_.......... 271(c
“Tax-exempt bonds for student loans..... 2105(a). ... ... Oblmtlagls issued on or after enact- 1 a)
Peémal holding company incoms de- 2106......... Tax years begmnlnl after 1976........ 543(a).
‘Work incentive program expenses....... 2107......... Onenactment................ MASS)( S:). 508 (a),
U#lht -duty truck parts excise repeal. ... 2108......... Parts sold after enactment 6416(b).
cles resold after modification_.__.... 2109__..._.__ Resales on or after enactment date. ... 4063.
Franchise transfers... ... .cooooo.... 2110......... Tnn;ursl a‘mr 1976 in taxable ylm 751(c).
ending later,
“Tlp reporting by employers.. . ... ...... 2111). ... Jan L1976, e iecanaaes
Pollution control investment credit 12 Tax years bc innin nﬁer 1975. .-
Fishermen organizations. .. 2113, Tox ‘yean ending after 1975, . __...... w 501(g).
{nnocent spouse rule._ .. .. 214, Applications filed mthln lst calendar Publlc Law 91-679,
year after enactment.
Percenlage depletion Iumuwom ........ 211??; ---.- Taxysars ending afler 1974 .......... d)
Transfers of ol and ns ....... b)...... Tax years ending after 1974 ___...... 6 3
State election to pa lupm In Federal- 2116(2)...... Jan. 1 more than 1 yr mer 1 State has 636 6362$
state tax eo!l ptou elected to participate, 0 i‘n
Conection
1972, sec. Mb).
Student loan cancellations. .......... ). Dl:cl;;ue of debls incurred bsfore 61,
Student loan defined. .. ............... 2117 - 1700X1).
Galn or foss on simultaneous liquidation 2118 ... 3.
of parent and subsidiary.

Publishers’ prepublication expenses..... 2119 | S 61,
Utility constrixction contributions........ 2120....... _ Contributions made after Jan. 31,1976, 8.
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Act provision subject Act section Enoc}ividm Code section
7

MI3CELLANEOUS PROVISIONS —Cont.

"State taxes on electricity................ 2021 After June 30, 1974___.____._._._._. 15 U.S.C. 381.
Architectural barriers for the handi- 2122......... Tn'x yulrssal‘?oglnnmg after 1976 and be-  New 190,
'ore 1980,

capped.
m;hpinoomo taxpayer report............ 3. ... Onenactment._.__.__...............

21 n enactme
Preservation of historlic structures....... 2124(p). ... ... Additions to capital made sfler June 14, New 191,
. 1976, and before June 1, 1981,
Demolition of historic structures. ....... 2124(b). ... Derr‘a‘%hg:'n be; gg after June 30, 1976, New 2808,
[} ore 1981,
Depreciation of improvements._........ 2124c). ... Basis attributable to construction after 167, -
1975 and before 1981,
Substantially rehabilitated property..... 2124(d). ... Additions to_capital made after Juns 167.
30, 1976, and before July 1, 1981
Transfers of partial interests for con- 2124(s)...... Contributions made after June 13, 170(D.
servation, 1976, and before june 14, 1977, X
Supplemental security income...._..... 25 ........ On enactment...... reeeacameecansnan So&allz(S;cunty Act,
. ).
Carryover lossfor Cuban expropriations. 2126.............. 00.. . emeiciaiaitiaraaeanaaenn 172(b).
MISCELLANEOUS AMENDMENTS
Quidoor advertising displays............ 2127......... Tax years beginning after 1970_._____. 1033(g).
Tax on largecigars.................... 2128(2). - - ... 1st month more than 90 days after 5701(a); new
enactment. 5702(m); 5741.
Gain from sales of depreciable property 2t29_........ Sales or exchanges made or contracted 1239,
betwoen related parties, for after enactment. .
Education programs for armed forces..._ 2130......... Amounts received in calendar 1976-79 Pubdlic Law 93483,
for those receiving training in 1976, ).
Swap stock funds ... _............... Seesec.905-908. ... ... ......... +- 3684a).
Partnership contributions. ... _......... 2131(b). ... ....... do....... . .. 721,
Gommon trust funds_.._...._.. . ..go... . %e)
PO 1 K [ C) T 0..... A
Contributions of government publications. 2132.. On enactment._ .. 1221,
Tax incentives study. . _......coeeeeeon. 133 ;mal report Sept. 30, 1977 e
Prepaid legatexpenses. ..._........... 34 .. ax years beginning after 1976 and 120,
. ending before 1982,
Charilable contributions of inventory.... 2135......... Contributions made after enactment 170(e),
- in tax years ending after that date,
Grantors of options. .. _............... 2136, ........ Options granted after Sept. 1, 1976.... 1234, _
Exempt interest dividends of regulated 2137(a)...... Tax years beginning after 1995 .. 852(s).
_investment companies, ) .
Dividends paid deduction.__._......... 2137,
Exempt Interest dividends.............. 21371

Disallowance of deductions. ............ 2137

~ Mr. EuvBaxk. We see this problem on buy-sells all the time. Let’s.
say there are two business owners and they aﬁ'feed some time ago that.
on the death of the first, the other would buy him out; and they agreed
on a fair price of about $300,000. Each business owner had to agree to
that price and ask, will this be enough for my wife and children; andi
he reached the decision that it will be enm:fh.

The new tax law comes along and he dies and he is bought out for
$300,000; but his family has to pay a capital gains tax on that, and-
they do not net $300,000 from the business.

he new tax law has changed that bargain. He can go to the other
partner and say, now please amend this. The other one may not be
willing to because of the reasons Lew just mentioned. He may see he
has a bargain, and he may be a hard-nosed bargainer and just not agree
to the chang ‘ '

Senator Byro. I gather that one or more of you have looked into the
proposed technical amendments that have been considered by tho Ways
and Means Committee,

What concerns me about the proposed technical amendments is that
we will find ourselves worse than we are now. '
. Mr. CosteLLo. In preferred stock particularly, because tlie pmﬁosal
in the technical corrections bill is moving exactly opposite to all the
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prior law, specifically to say that preferred stock will not be redeemable
and will suffer ordinary income tax consequences, which is exactly
opposite to Congress stated law and the Treasu? r¥ulations in effect.
enator Byrp, If it does that in that particular field, there may be
dozens of examples where the average taxpayer, the average citizen,
the average small businessman, the average small farmer may be in an
even worse position than he would be if we had left the thing alone. .
“This is the problem with these new tax laws. People always come
out worse off than before.

Mr. KARTIGANER. I see three major areas or problems in the tech-
nical amendments, three significant adverse effects on the small
individual.

One is the pro%osed change to 303 and 306 that Mr. Costello just
addressed. The other is the so-called anti-Byrum amendment. Byrum
was a case in the Supreme Court of the United States, Byrum v. United
States. It caused consternation in the Treasury.

They enacted an amendment to change the results of that case. It
became known as the anti-Byrum amendment. It was technically defec-
tive. Everybody recognizes that, and the technical corrections bill seeks
to make a change in that amendment.

The change again levels the elephant gun against a relatively small
problem and the net effect of the amendment would be that nobody, no
client of mine, certainly, will make any transfer of any interest in a
closely held business to anyone unless he disi(})]ses of the entire busi-
ness. He could not give any portion of his stockholding to his son or to
a third party, and it does not matter whether he gives it outright or in
trust. He cannot dispose of it.

Mr. EuBank. It comes back in hisestate?

Mr. Karr1eaNer. It will come back into his estate, even though he
has transferred it, even though he has lived 3 years, even though he has
paid a gift tax on the transfer.

It is a very serious problem. T think everyone I have spoken to has
stopped, we have frozen, because the amendment is retroactive to
June 22, 1976.

" Senator Byrp. That has not been adopted yet.

Mr. Karticaner. I thought the thrust of your question was, what
is coming through.

Senator Byrn. Yes.

Mr. Karricaner. The third one is the amendment of the contempla-
tion of death rule which has a proposed provision that any transfer
within any one year to an individual which would require the filing
of a gift tax return would automatically be brought back in.

That means if ‘an individual gives $3,000 of IBM stock to his son,
he cafn look at the newspaper and find a precise value for that stock. He
is safe.

If he gives $3,000 of stock in his own business—and everybody knows
how difficult it is to value stock in a closely held business—and the
agent is successful in arguing that the stock was not worth $3,000 but
worth $3,001, the $1 change in value will bring the entire transfer back
in. So a $1 change in value creates a tremendous differential in tax
impact. '

It is an invitation to litigation. It means if you give $3,000 in cash
to your son and he is an adult and you take him out for dinner, and
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you did not have an obligation to suﬁport him so it is technically a gift,
you are now creating an increase in the estate tax liability.

It is a dangerous provision.

Mr. EuBank. I call this the necktie provision in the technical cor-
rections bill. If there is a $3,000 gift, the agent is going to go out and
look for a Christmas gift, say a necktie, that raises the total gifts for
the year to over $3,000 and brings all the gifts back into the donor’s
estate. o

Mr. CosteLLo. We cannot believe that Congress intended this ludi-
crous results and we really need somebody to say so. The constituents, I
amdsure, are saying so in some way, but surely Congress did not in-
tend it. .

Senator Byro. I do not think that that was the intent of Congress at
all. T do not think that what has happened in the estate field was the
intent of Congress, as I understood the discussion by the Committee
of Finance in this room when it was being marked up.

As a matter of fact, most of the matters we have discussed today did
not even come up in the markup sessions or in the discussions on the tax
bill of 1976. This is why I think that it is very important to have the
views of people like yourselves who deal with this day after day and
who know just how individual citizens are being effected by it. We
need discussions like this and have the 1éroblems brought out in the
open so that at least the Members of the Congress will know about it.

Whether they will act wisely on it is something else. At least they
would have the opportunity to know about it.

Senator Hansen {

Senator HanseN. Let me say this. I think that this is an extremely
worthwhile hearing this morning. I share completely the view that has
been expressed by many. I certainly did not know the monstrosity that
we were creating, although I did harbor some fears that we might very
well be doing that.

I recall, when we considered the effective date in the bill of 1976, if
I remember correctly, we had 4% printed pages of effective dates. I
think I can say, without fear of contradiction, that not one member
of either the Senate Finance Committes or the House Ways and
Means Committee could have identified those specific provisions in
the Code that would be affected by those effective dates.

I have heard repeatedly what the effect has been on our making
retroactive changes in the tax law, the imposition of the minimum tax,
on planning that people had donein good faith, going along, operating
in consultation with their fax attorneys and accountants. This seems
to be an act of a reasonable person, only we have changed the rules
of the ﬁame and made them retroactive to an earlier date.

With specific reference to the energy industry, oil and gas particu-
larlly, I know a number of independent operators who found that they
could not have pursued a more unwise course of action than they were
following at the time, because they were going along with what the
law said. We changed the rules as far as that goes, and we have since
made some adjustments and moved the effective date of some of those
laws that dealt with depletion, intangible drilling costs, and the tax
preference items that we had included in the law so as to obviate some
of the damage.



42

But I think that we have really created a veritable briar patch for
people who were trying to do a reasonably good job.

I do know this. As I receive mail from my constituents, they are
made painfully aware of what we have done and what we are doing
and they would certainly hope that, before we take any further action
that we ponder for some period of time the observations that you have
made here, because I think that we could add further injustice upon
the American people. .

Theres is one other thing, Mr. Chairman, that disturbs me too. Mem-
bers of the panel have pointed out how difficult it is, how the amount
of time that is consumed by professional people, accountants and tax
lawyers, in trying to figure out what we have done.

Itis a‘.JI)retty easy thmﬁ for someone to conclude that it is becoming
sobodifﬁc t to operate a business these days, why worry, why bother
about it.

Is it not a better way to have money invested in something and put
it in tax-exempt municipals?

I think that realistically it is fair to say that more and more people
are going out of business these days, with OSXIA, with all of the re-
ports, the paperwork that we put on business, and with the compli-
cated tax laws that we are adding to everyday, for people to say,
why bother at all{ It is better to be employed, it 1s better to go to work
for someone than to try to run a business. For example, we have had
a couple of ERA bills—economic development bills. I voted against
both of them because they did not seem to make much sense.

They were intended to put people to work. Actually, I think they
are going to miss the mark. I can see the money that is scattered aroun
the United States, My little home county in Wyoming would have
received about $6 million. .

‘We happen to live in a resort area. We do not have very aany
people living there permanently. A part of the young people who are
there like to play in the summertime and work in the win‘ertime,
and as a consequence, they are unemployed part of the year.

There is another group that likes to work in the summer and play
in the winter. As a consequence, according to the rules of the legisla-
tion passed, we would have gotten about $6 million.

Well, EDA has said now that they are not quite sure that these
rules are as wisely thought out as they thought they were. They called
upon Members of Congress to recommed changes,

I have voted against the bills, as I said. I did not think I was
competent to make any changes. I did not want to try to add my in-
eptitude to a law that thou?ht was poorly devised in the first place,
and if anybody should be able to determine where the money should
be spent in Wyoming, it should be the State officials and the local
citizens. :

You cannot hire anybody for love or money in Jackson’s Hole
today. We have more jobs than there are workers, and yet EDA was
going to dump off a $6 million expenditure in there, just to get money
spent. It did not matter how the hell you spent it, just get it spent,
so people are going to be put to work.

I am definitely worried that this tax maze that is made more
complicated day by day will have the effect of driving people out of
small business activity that you spoke about.
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In the long run, that is not going to help anybody. It is going
to make it more difficult trying to find a job, because I have to believe
that the jobs worth a damn are jobs in private industry. I do not mean
to depreciate a lot of fine Government workers, but. the ultimate suc-
cess of this country has to be based, I think, on private business
activity. It cannot be based on an expanded governmental role and a
decreasing private role.

I would hope very much we would heed the observations that you
all made here this morning and see that others, too, are made aware
. of what has been the practical effects of these changesin tax law.

. If we do not, we're going to be in & worse situation than we are
in now. -

Senator Byrp. I concur with your remarks.

I just have one additional question. It is prompted by the reference
that has been made to preferred stock. I do not understand this
situation.

Has there been a change in the way that preferred stock is handled
as a result of the 1976 tax law, or are you speaking now of the pro-
posed technical amendments?

Mr. CosteLro. Both.

Senator Byrp. I wonder if you could do this, if you could say what
the situation was prior to 1976, what it is under the 1976 law, and
what it might be under the proposed technical amendments?

Mr. CosteLLo. Prior to 1976 when preferred stock was issued with
regard to common during the lifetime of the person to whom it was
issued, the owner of the business, if he disposed of that stock or re-
deemed it in the corporation, the result was ordinary income. It was
to keep him from issuing preferred stock to himself and selling it to
somebody else for a capital gains rate, and that person redeeming it
back from the corporation, thereby converting accumulated earnings
and profits on what would have had to have been a dividend, if he
had been paid it in cash, to a capital gain.

Tht is the so-called preferred stock bail-out or hot stock or tainted
stock or however you want to talk about it. Hlowever, under both the
code and regulations prior to the Reform Act, death cured any taint
on that stock. Its basis got stepped up just as the common stock got
stepped un, and the two together specifically under the provisions
of section o> could be used in the redemption in order to get the
money out to pay the estate taxes.

So that requirements were that to be & closely held business quali-
fying, it had to be 35 percent of the gross estate, or 50 percent of the
taxable estate composed of this kind of stock.

All right, under the 1976 Reform Act and carryover basis, you
t1)1‘;‘)8 longer had a step up basis in 306 stock. There was an adjusted

is.

You have the percentage increased to 50 percent. of the gross estate,
less specific exemptions or deductions, that wonld have to he used to
qualify for exemption and no longer is the automatic curing of the
taint on the death of the decedent evident,

Articles have been written saying it does or does not get cured on
the death of the decedent. This is true whether or not you are com-
bining it with 803. Under the Treasury’s view, if you took all of the
preferred and all of common and redeemed it pro rata, you would still

95-026—77——4
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have ordinary income problems with the preferred. If you did it
separately, you would have ordinary income problems with the pre-
ferred, and there are two sections of iie code cited in my statement
that are in o&)position.

Well, to do us a big favor and to clarify it, the technical correc-
tions act would £ay, ha-ha, heads we win, tails you lose. It says that
abso(llutely the taint is not cured and it will be ordinary income when
you do it. ) )

This is right over the top of the enterprises that have taken steps—
and I have at least four in my practice that are directly affected by
this, and some of the major industries in my area are affected by this.

It was accidental. It reverts back so that the correction is moving
in precisely the wrong direction. Even the Treasury in its regula-
tions—and I cited that in here previously—a that death curied
any taint, and there ought not be any taint, because both the provi-
sions, 3038 and 306, said that where ordinarily you would have had
ordinary income on the redemption of the stock, or where you are
keeping most of it on the 306 stock, we are ﬁoing to have n¢ gain be-
cause you would be able to redeem it to get the money out to pay the
tax. -

Presumably, since both of those distributions, whether on common
or preferred, would be on ordinary income, there is no philosophical
reason that it should not cure the taint.

This is an area you not only failed to give us any relief, you took
away a lot of what we had already.

Senator Hansen. Mr. Chairman, if I may ask one further question
I think that there was testimony to the effect that it would be a dan-
gerous thing to give away any part of a business, even though you paid
gift taxes. I am just thinking about agriculture. I know it has been
& common thing in the West, and I suspect in the East as well, for
parents to give some land to members of their family.

Do I understand the situation now to be that a gift of some land
that might have been made as far as tax treatment purposes go again

~become part of that estate?

Mr. EuBank. We were talking there about this proposed amendment
in the Technical Corrections Act to section 2036,

It would apply only in the case of closely-held stock.

Mr. Karrieaner. It would have to be incorporated.

Mr. EuBank. The problem we were mentioning would not apply to
a gift of land, but if the land were in a corporate form, then it would.

Senator Hansen, you were mentioning a minute ago the maze and
the briar patch. I feel maybe I should add one brief comment about
the maze and the briar patch that I handed out in the appendix in my
remarks. I got to looking at the mathematical calculations, and there
are many, many pages of them. I did not review them in detail in one
situation until last night. I am afraid if somebody goes through these
calculations step by step, they are going to find an error. I think I
spotted one, and T apologize for that.

As far as I can tell, it does not affect the overall totals very much
at all, and they are still good examples. But the fact that an experienced
CPA-lawyer made a mistake and had difficulties in situation 2, which
is the small estate of $70,000, does, if anything, prove my point about

complexity and difficulty.
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There is an error on page 9 or 10 that affects the factor and carries
forward. Overall, the totals are approximatel{ correct,

Mr. CosTELLO. In enswer to your question, I do not think it has been
co‘x‘?letely covered—in answer to egour question about giving out
land, yes. Slices of land can be deeded off in smaller than-$3,000 incre-
ments, but the correction that you are talking about, anything that
came to $3,005 worth of land—presumably you are not going to go
through all of these shenanigans unless you are going to get $5,
or $10,000 of the land—will come back in under this technical cor-
rections bill at the time of death.

Any gift over the amount will be valued at its fair market value
if death occurs in 3 years, to the estate, regardless of the value that
was given away, and after 3 years, it will be valued at the value
placed on it for gift tax purposes and will be brought back into the
estate; yes.

Senator HANSEN. If a person were to g'sve a gift of land in excess
of $3,000 and then died within 3 years after the time of the gift, the
gift is Eresumably made in contemﬁlation of death, even if it has a
value that is agreed upon by the IRS, it will still come back in the
estate.

Mr. CosteLro. Interestingly enough, it does not gather a stepped-up
basis, consequently the valuation that is brought back into the estate
does not give the recipient any relief on the income taxes.

I am advised by one of the panel members that I may have over-
steﬁged my bounds,

. Kakrreaxer. I think that is an illustration of what we are
dealing with, we who are talking are presumably experts and we are
all making mistakes, and we cannot cope.

One who just goes out on the lecture circuit and looks at the faces
and sees the lawyers who are going to thess continuing legal education
ganels to try to cope, all he sees on their faces is panic, absolute panic.

eople are saying we do not know how to deal with it, and the result
of things such as you are suggesting now is going to be disregard of the
law. It is going to be either intention or unintentiotial. In most cases,
it will be unintentional, because the lawyer or other adviser is not going
to be able to handle it. However, in many cases—unfortunately too
many—the voluntary taxation assessment £; stem we have in this coun-
try is going to break down. o .

Senator HanseN. Did I understand you to say that the situation
you have just described would obtain if these technical amendments
are passed, or is that the law now.

r. CosTELLO. I was describing the law as it already has been passed.

Senator HanseN. In 19761

Mr. CosteLro. In 1976, yes,sir.

Senator Hansen. I would venture, Mr. Chairman, that not 1 tax-
payer out of 100 has any idea what many of the provisions at law are.

nator Byrp. I am not sure that there is one Senator.

Senator HanseN. Iknow one who does not. .

Senator Byrp. Are you saying under the present law that if an
individua] gives away certain property, or stocks, or whatever it might
be and pays the gift tax on that, that that then still comes back into the
estate.
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Mr. EuBaNk. Yes, sir, it does. That is a part of the-unified transfer
system. That is, it comes back into the estate in a special way. The gift
tax value is brought back in and is added to the taxable estate at death
for a total, and then the estate tax is calculated on that. And then
there is a subtraction for the gift tax that has been paid.

That is all very complicated, but the way I think of it is this: If 1
i)ay no gift tax when I make the gift, or a relatively low gift tax when

make the gift, then at my death the Treasury comes back in for
another whack which is equal to the difference between the estate tax
and the gift tax.

Let me give you this example. Say I die and my estate is in the 32-
percent bracket and I have made a gift and have paid a 10-percent gift
tax. g.‘he Treasury comes back in for the difference of 22 percent at my
death,

Mr. CostELro. The reason the gifts have been stopped in this area,
Senator, I would like to draw a circle around it here. )

If you injudiciously pick an asset that is not appreciated, that
actually depreciated, it is brought back into your estate after 3 years
or outside that period. It is brought in at the value you declared it
for gift tax purposes, and the tax is to be assessed at the value, with-
out regard to its actual value at that time, as we understand the law.
Nothing is going to be done to correct that. The reason you do not
dare make any gift is that you have to be certifying that you have a
24-carat gold appreciating asset to your client, or he is going to come
back after you withanax.

As an example in my statement shows, if you assume a fellow is
60, you have to assume he has 6, 8, 10 percent appreciation and all the
multiplications. You cannot do it. - ‘

Mr. EuBang. This result we have been describing is a result of the
unified transfer system that is now built into the 1976 act. We have
not even talked about that this morning.

We are able to live with that. That is not a major problem, com-
pared to the others,

Mr. KArTIGANER. I have seen some very funny results. I cannot
understand any policy or reason underlying the legal structure that
would justify penalizing somebody for giving money to his spouse.
Under unification, there was a big bonus given allowing $100,000 to
be transferred by an individual to his or her spouse without any gift
tax, but the-arithmetic works out that as soon as you get over that
$100,000 and you give more to your spouse, which is presumably
something that should be encouraged in the law, you are paying
a significant tax penalty '

This is something that does not appear from the face of the law.
This is a part of the complexity that I am concerned about and the
complication that I am concerned about that is a result of unifica-
tion, and the net effect is that people are being told, do not give
money to your wife. I cannot understand that to be sound, congres-
sional policy, but that is the effect of unification.

Senator an.. The staff asked if you would explain that further,
because the staff is not clear as to what you are saying.

Mr. KaRTIGANER. Let’s take some simple numbers, Let’stake a per-
son with $1 million in cash—get rid of carryover and all of the rest.
He has $1 million in cash, Assuming he makes a transfer of $400,000
to his wife, he gets a marital deduction on that transfer of $200,000.
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He pays a gift tax on $200,000 of the transfer but his wife now has
$400, 030 g y )

When he dies, he has $600,000 left, putting aside the gift tax that
he paid. Brought back into his estate will be the so-called adjusted
taxable gift, the unification concept, of $200,000, the amount that he
gave over and above the marital deduction.

That means his tax bracket will be as if he had $800,000 of taxable
assets, but he only has $600,000 left. So his marital deduction when he
gives the property to his wife, is only $300,000. That means he has a
total marital deduction on the transfer of $200,000 when he made it
during his lifetime and $300,000 at death, the $500,000 total being
exactly the same as the marital deduction he would have had if he
had given nothing to his wife during his lifetime.

Look at the wife’s situation. She has received $400,000 during his
lifetime, plus $300,000 at death. She now has $700,000 to be taxed
when she dies, as opposed to the $500,000 which she would have had
taxed when she died, had he given her nothing during his lifetime.

The arithmetic works inextricably to say that it does not make
sense—unless you have Mr. Costello’s 24-carat gold appreciating as-
set—to give a spouse more than $100,000. That just does not make
sense, and that is the kind of thing that I think would have been
picked up if somebody would have said, let’s see how this works in
practice, : .

What are people going to start telling their clients? What they are
going to be telling them is that a law has been passed that works
against inter-spousal transfers.

Mr. EuBank. I never understood why we have to pass tax laws so

uickly, When we were building our cruise missiles, we did not build
t(}mem directly from the blueprints or drawing boards without a lot
of extensive {esting. In the tax law, that is exactly what we do. We go
right from the drawingboards into enacting laws with effective dates
" that, in effect in some cases, are retroactive. .

‘Senator Byro. Unfortunately, that is what we do with new Govern-
ment programs also. I have often thought that what we ought to do
before we go into a major pro%ram is to have a pilot project first, test
it out for a year or two, and see how it works. -

What you are saying is that you would apply that principle also
to the tax laws. I think that hassome merit toit. °

Thank you, all of you, very much. I think it was very helpful and
very enlig’hber;igg.

[The prepared statements of the preceding panel follow:]

STATEMENT oF J. THOMAS HUBANK, JB.!

The four panelists today have been asked to discuss actual problems being
-encountered by taxpayers under the estate and gift tax and carryover basis rules
of the Tax Reform Act of 18676. We have been asked to emphasize those affecting
the average estato and those containing interests in small or closely-held busi-
nesses. Each of us is engaged in the private practice of law and regularly repre-
sents such taxpayers. We are in the trenches at the front, and we plan to talk
about actual problems that Congress ought to consider,
I start by emphasizing that Congress should carefully reconsider many of the
‘provisions of the 1076 Act that affect the transmission of property at death.
These hearings today are a step in the right direction, but only a step.

_ 3These remarks are by Mr. Eubank individually and not as a re&)rexentﬁtlon of any
-organisation. Mr. Eubank is engaged in the private practice of law at 3000 One Shell Plaza,
“Houston, Tex. 77002,
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Incredible as it may seem, the new law was passed without public hearings:
on the bill. Shortly before the bill was introduced, a few people actually prac-
ticlng in these tax areas were permitted to testify before the Ways and Means
Committee; but they had to do so {n a vacuum because they had no bill avail-
able to them. Various hearings had been held on these subjects during the 1960’s ;
but none of those at the 1976 hearings knew the subject matter of the bill or
the form or language. When the 1976 hearings were closed and before the
transcripts were prepared, the bill was introduced. Obviously, the hearings,.
such as they were, meant nothing. There were no hearings on the actual bill,
only executive mark-up sessions with no testimony. This process is in sharp:
contrast to the development of the 1954 Code, when there were full hearings
after the bills were introduced and then hearings on revisions.

Concelved, developed, and borne In haste, the 1976 Act was imposed upon
the American citizens with no adequate development beforehand of the real
and practical effects upon the citizens—effects in many instances that can be
described only as calamitous and surely unintended for broad segments of our
citizens and indeed our soclety.

The leap in the dark has already occurred. Although we cannot repeair all the
injuries from that unfortunate leap, we can examine in the dawning light what
we landed upon, bring more light to bear on the subject, and then mitigate and’
repair the injuries by careful and deliberate reconsideration. Congress has a
prime duty to do that.

Many of the changes made have been advocated for years by some in academlia.
These ideas seem to have had a heavy influence upon the staff of the Joint
Committee on Taxation and others and in due course upon the Act itself. Many
of these ideas may have looked fine on the drawing boards, but:

(a) they @id not look fine to those who had the benefit of much experience-
at the practical, applied level; A '

(b) they should have been tested extensively to determine their actual effects:
@énd ramifications, as new ideas are normally tested first in most other flelds:
of endeavor; and T

(c) many citizens feel that inadequate consideration was given to many
broad policy questions in the Act concerning the continuance of our private sector
economy as we know it and our ways of life.

Before I proceed with some examples, I should mention some of the public
concerns about the transmission of property from one generation to another,
for my examples need to be viewed In this broad context, Most estates even of a
modest size go through a process which we call probate. Ten or so years ago,
the American Bar Association Section of Real Property, Probate, and Trust
Law, of which I am an officer, recognized that probate was in critical need of
reform. It needed stmplifying and streamlining to eliminate unneeded features.
that cause complexity, delay, and added expense. That Section was instrumental,.
with others, in developing the Uniform Probate Code, which 18 a guiding light
for all efforts to simplify the transmission of property at death., During this
time, the public and many writers began to cry out against probate and to-
demand reform, My point here is that we had underway fn 1876 a strong move-
ment toward simplification of the processes for transmitting property at death—
& movement demanded by the public.

Then came the 1976 Act, which reversed the movement and forced properties.
at death through new processes with complexities almost beyond description.
When the 1976 Act was about to be passed, I met for a day with about tenr
persons from throughout the nation who are considered very knowledgeable
about probate and taxes. After discussing it, I asked at the end of the day how
much the overall processes for transmitting wealth at death would be compli-
cated. If the pre-Act complexity was 1.0, what would the new complexity be,
1.1, 1.2, 1.5, 2.0, or what? The lowest answer I got was 2.0. The highest was
8.0 for many situations. Doubling the complexity overnight!

First take an estate of $60,000 or lese. The new law has injured this estate.
Under neither the old law nor the new law does it have to go through the
estate tax process. But under the new law, it has to go through the new carry-
over basls process. The decedent’s basis in each asset must be determined ; then
the fresh start adjustment must be made; then the $60,000 minimum basis
edjustment must be made. The process is complex and may be expensive for
an estate of that size.

Next take an estate between $60,000 and $175,000. As to the estate tax process,
the new law has benefitted this estate by enabling it to by-pass that process. But
the new law forces this estate through the new carryover basis process. The
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process itself is going to be complex and expensive for an estate of that size. In
addition, the capital gains tax of the beneficlaries may be very substantial. It
may be less than the old estate tax would have been, or about equal to it, or
even more, For example, say a parent dies and leaves to his child his only asset
remaining after expenses, a farm worth $175,000 with an adjusted basis of
$60,000. The gross estate tax under the old law would have been $25,200; and
under the new law there is no such tax after 1080, If the child sells the farm
and realizes a $115,000 capital gain, that child’s tax may well exceed the old
$25,200 estate tax. The combined effect of the process expense and the capital
gains tax will materially injure, rather than benefit, many such estates.

Now take an estate over $175,000 that has to file an estate tax return. The new
law has injured it greatly. First, he estate tax process has been made more
complex for it. Second, it has to go through the new carryover basis process.-
Third, it may have to go through another new process, the generation-skipping
process. Even where no generation-skipping was ever really intended, many
medium estates are now forced through the new generation-skipping process,
under cus{omary wills when there is an unusual order of deaths and the tech-
nical requirements for the $250,000 exclusions have not been met. Fourth, the
probate process has been made much more complex and uncertain because of the
conflicts that have been created@ among the beneficiaries, as to carryover basis,
elections as to employee beénefits, and other changes. It is doubtful that Congress
was ever given these crucial probate and fiduciary problems for consideration.
Fifth, the combined estate tax and capital gains tax will be surprisingly high for
many medium estates. In that connection, somewhere and somehow, Congress
needs to consider the inequity of imposing capital gains taxes upon those gains
attributable to inflation, which, of course, are not true gaing, Small and medium
estates are especially vulnerable here as to residences.

I liken these processes to the wringer of an old-style washing machine, which
squeezes the fabric passing through, forcing out substance sometimes properly
and sometimes improperly, but which in every case frays the fabric by causing
delay, processing expense, and uncertainty, and which sometimes catches in-
nocent fingers. .

Now I want to give two {llustrations of estates golng through the carryover
basis wringer. We should look for what he wringer has squeezed out as a new
capital gains tax and for any damage the wringer has done to the fabric, in the

_form of delay, uncertainties, and expenses.

As I cast about for examples, I found them in my own backyard. May I suggest
to all that it i3 truly an eye-opening experience for anyone to see the calculations
that would have to be made upon his or her death. About ten years ago, I started
buying stock in a particular mutual fund periodically. Now, I have a little over
$20,000 of value in this stock. This, of course, i8 a typical investment for many
millions of Americans. I elected to have dividends reinvested, a common practice.
The actual calculations are set forth in the Appendix to these remarks. To make
the examples typical, I have assumed hypothetically in Situation 1 that I have:
an estate of $525,000 and in Situation 2 that I have a small estate of about
$70,000. Y have also had to assume my demise on a certain date in near future,
which I assure you I hope is very hypothetical. Except for that and the value at
that time, the mutual fund situations are real, concrete examples.

‘What do these calculations show ?

In Situation 1, the shares comprise 78 lots. Each lot is divided between Mrs.
Eubank and a trust, and the shares in each lot have four different basges, two for
gain and two for loss. Thus, there are 812 bases. The totals are as follows :

For galn For loss

Mrs, Eubank’s shares 12,322.26  $11,999.61
The'trust's shares... s131754.31 s13.' 460.35°

TON. ot et ce e em e e e er et e e aae e e e eeneae 26,077.13 25,459, 96"

These ealculations took 17 hours, by a capable and eficlent individual who is
‘ both a OPA and a lawver, accustomed to performing services of this kind. That
time does not include any time necessary to research or learn the tax law, nor-
m ;1; l;‘llcgude }!;om-s tx;leededtfiox-sc;)20ol"x-ecﬂAon:!hand refinement. ‘At his normal billing
per hour, the cost {8 $1,200. At the estate’s nal estate tax rate of"

32%, this cost 18 borne as follows : marel

Y



By the Federal Government. ... -
By the Eubank family ... - ' 816
Total . 1, 200

Under the law before the 1976 Act, the basis in these shareés would have been
$26,060.45. Under the 1076 Act, the total gain basis is $26,077.18. The difference of
$613.32 is what the new law is intended to tax as a capital gain that would not
have been taxed under the old law. If the Eubank fami%were to sell all these
shares, the capital gains tax on that gain might be about $200.

Thus, in Situation 1, the Federal Government has recelved $384 less in estate
tax to get about $200 in capital galus tax, if and when the shares are sold. More-
over, it bas inflicted upon the Eubank family a net cost of $5816 for the extra
professional expense,

In Situation 2, the shares also comprise 78 lots. The shares in each lot have
two different bases, one for gain and one for loss. Thus, there are 156 bases. The
totals are as follows:

Mrs. Eubank’s shares:

For galn. oo oo —— e —————————— $20, 712, 44
For loss - - m———mm———— 21, 133. 86

These calculations took 12 hours by that same person under the same condi-
tions. At his normal billing rate of $70 per hour, the cost is $840.

At Mrs. Eubank’s marginal income tax rate of, say, $20%, this cost s borne as
follows ;

By the Federal Government - $168
By Mrs. Eubank - - - 872
Total .- -—- 840

Under the law before the 1976 Act, the basis in these shares would have been
$26,600.45. Because the total gain basis under the 1876 Act, $26,712.44, happens
in this case to be about twenty dollars higher than what it would have been under
the old law, the new law may or may not cost Mrs. Eubank a capital gains tax,
depending on what she sells. But, it has inflicted upon Mrs. Eubank a net cost
of $672 for extra professional expense to determine this complicated result. Also,
the federal government has received about $168 less in income taxes because of
that extra professional expense.

Keep in mind that these calculations, about fifteen pages for each situaulon,
are only one asset (except that in Situation 2 it is necessary also to calculate
the basis of the residence to determine the $60,000 minimum basis for all assets
involved). The calculations for other assets may be much simpler or even more
difficult. An interest in a closely-held corporation or partnership or an interest
in a farm or ranch with improvements continually being made and depreciated
can involve great complexity also.

It is easy to imagine the dismay, and reaction, when 8 widow realizes she

has to pay for and cope with calculations like these, The anger will be vented
in offices such as mine, and I do not think Congress will be immune either,
Although I cannot speak for all lawyers and accountants, who presumably will
get those fees, I am convinced that lawyers and accountants relish neither this
new work nor those new fees from the 1976 Act. It is not professionally enjoy-
able to wrestle with such problems that should not exist. I belleve, contrary to
certain suggestions in the press, that lawyers and accountants as a whole favor
simplification. .
- It is true that the exenses indicated above may be reduced by using a computer
properly programmed. The recalculations resulting from estate tax audit changes
will especially be easier with those computers. Nevertheless, the expenses will
remain substantial, and many of the taxpayers facing the carryover basis
process will not have access to those computers without employing certain
banks, accounting firms, or law firms which have them.

Focus on some other problems the carryover basis creates in Rituation 1.
Until the estate tax has been finally settled, each asset will have a ‘‘suspended
basis,” because any estate tax sdjustment will affect the basis of every asset
in the estate. This means that any income tax return filed during this period of
two or three years or more involving a sale of those shares will be wrong if
any adjustment is made to the estate tax. Moreover, there are likely to be crit-
ical fiduclary law and tax law problems in connection with the seleetion of prop-
erties with differing bases for the marital deduction gift and other gifts.
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How much more complex can the tax laws become before the voluntary self-
assessment system bogs down, and before the tax laws go beyond the realm of
reasonable compliance and enforcement? Have some of these new tax laws gone
beyond that realm? I answer that carryover basis in its present form has with-
out a doubt gone beyond that realm—that it is too complex for taxpayers to
comply with and too complex for the government to enforce. It opens the door
for disregard of the law and enhances the services of tax advisors who improp-
erly might counsel that it be disregarded.

These criticisms, I fear, may be misconstrued as encouraging the adoption
of other alternatives, such as the capital gains tax at death or the appreciation
estate tax. These alternatives have serious problems also, which I do not discuss
here but which might be discussed later in these hearings. .

I am not an expert on the legislative history of our tax laws, but I have always
thought that perhaps Congress in the past realized these insolvable problems con-
nected with bagis at death and opted for estate tax rateg high enough to justify
a new basis at death, in the interest of simplicity and workability., Admittedly,
while this approach may be fair for taxpayers as a whole, it may not be fair
in individual cases. But complexity itself creates inequity. .

I understand that Congress is recelving many complajnts about the con-
templation of death law. This is not surprising, because the old law was a thorn
to taxpayers, as well as to the Internal Revenue Service, and the new law has
problems too. What is surprising, at least to me, is that a much simpler approach
was not taken in the new law. Under that approach, subsections (a) and (b)
of section 2035 would be repealed, so that that section would consist only of
the subsection (¢) provision ‘about gift taxes on gifts during the last three
years of life. The substance of the repealed portions would be picked up auto-
matically by the unified transfer provisions of section 2001 relating to ad-
justed taxable gifts. This would solve the knotty $3000 problem by disregard-
ing both appreciation and depreciation in value between the date of the gift
and the date of death, The only material problem regarding appreciation, from
the government’s point of view, involves gifts of life Insurance by the insured
near the end of life. A provision on that could be included with the other provi-
sions on life insurance in section 2042, so &8 to include in a decedent’s gross
estate any insurance on his life if he had any incident of ownership within
three years before his death.

Then, the law would be that there is no difference as to the treatment of
gifts, regardless of whether made before or during the three-year period, except
m; l:g insurance and the gift tax amount on gifts within the last three years
of life. .

In these remarks, I have emphasized the complexity and expense of carry-
over basis. Other panelists will emphasize other problems with carryover basis,
as well as a second area of our greatest concern, which involves family-owned
and other closely-held business, including farms and ranches.’

APPENDIX A

REMARKS OF J. THoMAS EUBANK, JR.,, CONSTITUTING—ACTUAL CALCULATIONS OF
THE CARRYOVER BASIS OF STOOK IN.A SINGLE MUTUAL FuND REQUIRED UNDER
THE TAx REFORM Act OF 1976, ToGETHER WITH STATEMENTS OF COSTS -

DESCRIPTION OF THE ESTATE

All of the facts used regarding the mutual fund stock are real, except for
the value of $9.50 per share on the decedent’s date of death. See Tab 3 for the
actual account statements. Mr. Eubank, the hypothetical decedent, emphasizes
fihathall other facts are intended to be hypothetical, especially the date of his

eath. . . . .

Situation 1 is designed to fllustrate an estate with an estate tax, both before
and after 1976 TRA. The gross estate has an estate tax value of $525,000. It
includes 2,809 shares of the mutual fund stock having & value of $26,600. Mr,
Eubank leaves his surviving wife a maximum marital deduction gift of $250,000.
l;ﬁilbalance, after taxes and expenses, he leaves in trust for his wife and
children.

Situation 2 i3 designed to illustrate a small estate with no estate tax, before
and after the 1976 TRA. The gross estate has an estate tax value of $70,600,
consisting of the same mutual fund stock ($26,600), a residence ($40,000),
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Shousehold goods and personal effects ($3,000), and cash ($1,000). Mr., Eubank
‘leaves his entire estate to his surviving wife. )

. 'The mutual fund Investment is, of course, highly typlcal for medium and
small estates. The periodic investments and dividend reinvestment features
are also typical. This situation 18 neither the simplest nor the most complicated
-of slmilar common situations.

For example, if the investments had been monthly rather than every other
month and if the mutual fund had pald dividends quarterly rather than
.aznnually, the length of the calculations would have more than doubled.

This example is not imited to mutual funds. Any sharcholder of many listed
common stocks can now elect dividend reinvestment, and he or she typlcally
Tas acquired the shares in varlous lots. This example does not illustrate all
-of the serious problems arising from carryover of basis. It illustrates only one
very typlcal general problem,

BUMMARY OF RESULTS IN SITUATION 1

The shares comprise 78 lots. Each lot is divided beiween Mrs. Eubank and
the trust, and the shares in each lot have four different bases, two for gain and
“two for loss.f’l‘hus, there are 312 bases, The totals are as follows:

For gain For loss

FMrs. EUDANK'S Shares. .. o ceeneeeceeectaereecaneecnersccerroansannaannnne $12,322.26 $11,999. 61
The trust’s Shares......cee oo ocicicenccraccemecacerannceecrensacnsnnanmnccsene 13,754, 87 13, 460. 35
: L R S 26,077.13 25,459, 96

These calculations took 17 hours, by a capable and.-eficient individual who
is both a CPA and a lawyer, accustomed to performing services of this kind.
"That time does not include any time necessary to research or learn the tax law,
nor does it include hours needed for corrections and refinement. At his normal
billing rate of $70 per hour, the cost is $1,200. At the estate’s marginal estate
-tax rate of 32 percent, this cost is borne as follows; -

By the Federal Government - $384
‘By the Eubank family - 816
Total 1,200

. Under the law before the 1976 TRA, the basls in these shares would have
been $26,690.45. Under the 1976 TRA, the total gain basis is $26,077.18. The
-difference of $613.32 {8 what the new law is intended to tax as & capital gain
that would not have been taxed under the old law. If the Eubank family were
;(éos;ll all these shares, the capital gains tax on that gain would likely be about
Thus, in this example, the Federal government has received $384 less in estate
tax to get about $200 in capital gains tax, if and when the shares are sold.
Moreover, it has inflicted upon the Eubank family a net cost of $816 for the
~extra professional expense.

SUMMARY OF RESULTS IN SITUATION 2

The shares comprise 78 lots. The shares in each lot have two different bases,
one for gain and one for loss. Thus, there are 156 bases. The totals are as follows:
“Mrs, Eubank’s shares:

For gain $26, 712. 44
For loss 27, 188. 86
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These calculations took 12 hours, by a capable and eficlent individual who is
%oth & CPA and a lawyer, accustomed to performing services of this kind. That
time does not include any time necessary to research or learn the tax law, nor
-does it include hours needed for corrections and refinement. At his normal
‘bilting rate of $70 per hour, the cost would be $840, .

At Mrs. Eubank's marginal income tax rate of, say, 20%, this cost would be
-borne as follows :

N

By the Federal Government . $168
By Mrs. Eubank 872
Total . 840

Under the law before the 1976 Act, the basis in these shares would have been
.$26,690.45. Because the total gain basis under the 1976 Act, $26,712.44, happens
in this case to be about twenty dollars higher than what it would have been
‘under the old law, the new law may or may not cost Mrs. Eubank a capital
-gains tax, depending on what she sells. But, it has inflicted upon Mrs. Eubank
-a net cost of $672 for extra professional expense to determine this complicated
result. Also, the federal government has received about $168 less in income
“taxes because of that extra professional expense.

SrTuarioN 1
Calculation of Decedent’s Federal Estate Tar and State Inheritance Tad

+Gross estate - $525, 000
Less : Debts and expenses. 25, 000
“Marital deduction - 250, 000
" Subtotal 7 ; ' 275, 000
- Taxable estate. - 230, 000
.Adjusted taxable gifts ——— 0
———-  Total 250, 000
‘Tentative tax. 70, 800

Less: Gift taxes paid
Unifled credit....._. 80, 000
‘Credit for State death taxes 30, 000
“Net-estate tax payable 36, 880
‘Estate tax.. . 86,880
Inheritance tax —— 8, 920
Tofal taxes. 40, 800

AVERAGE TAX RATE—TOTAL TAXES
GROSS ESTATE—MARITAL DEDUOTION
$40,800 $40,800
$525,000—$250,000 $275,000
RATE OF ASSETS PASSING TO SPOUSE
$250,000
$525,000

14384

4762
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CALCULATION OF DECEDENT'S BASIS, ROWE PRICE NEW HOMZONS FUND, INC.

Number of
Date of Numberof  shaves afer
Lot No. purchase shares  odjustments Cost besls
—neean ... Sept. 18, 1967 19 57 $481.08
e Rt m B BB
R T TS seme ' . . .
4 - 0 1.992 23.;75 53.89
5 Feb. 1,1 7.888 23.664 200.00
6 Apr. 1,1 3116 21,348 200.00
1 Nov. 2,19%3 186,000 $58. 000 5,903, 64
] - June 31968 6.628 19.878 200. 00
9. 1, 1968 7.054 21,162 %oo
L Y 1, 1968 6.329 18,987 . 00
| Dec. 2, gg 5,895 17.535 200. 00
n Dec. 3,1 6.575 19.728 200. 00
13 14,991 u.973 45409
1 | 1. 569 4,701 47.52
15 oA 1,0 6.978 20934 %.w
i gl G REE mE
T I w. 15, 1& 114.000 342,000 2.sn.g
190 - 11 7.340 2.02 200.00
20, Ll JIloec, 1,1969 6.894 20, 682 200,00
Subtotal. ...cevuunnnnnnn eeemvemnenssranenmneaennn 436.83 1,310,508 12,720.18
21..... P S Fob, 2,170 7.650 22.95 200.00
2 R N I
4 Apr. 1,19 7.769 23.307 200. 00
8 malR RE EL B
- - AL J . . d
%?_ i w 54. 370 18. 142 20.426 200, 00
280 9,1970 8.708 26,124 200,00
29. Dec. 14,1970 2. 400 25,200 200,00
0. - Fab, 5,1971 772 23.316 mgg
31 1 . 282 27.846 200.
32. ) . 229 9,687 83.82
3. 12,19 . 844 20.532 200. 00
u. 7,1971 . 656 19.63 200.00
T S 9,197 057 2.1n 200.00
3.0l -4, 18M . 081 18.243 200, 00
37. 5,1971 . 028 18.084 200. 00
5 8 -2 48 8
bl J - o . -
40 . 719 .03} 5.193 200.00
491,483 1, 7M.752 16, 881.98:
4,637 13901 200. 00"
4397 13.191 200. 00
4510 3.5% 200. 00"
4,904 Wi 200.00
4,590 13770 200. 00°
1167 99.501 1,278.59
2.007 6.021 77.38
5,265 15.795 200.00°
) ug.g;g 18631 200.00
A
B ol m
19.608 19. 608 200.00°
13.434 18,484 200,00
25.284 28,284 200,00
14,691 14.691 112.97
2&&2 8.302 63.84
7 26.667 20000
4,150 44,150 200. 00"
Sudtotal............... emtmeseemreeraeeeeeneinennaannn 2,230.180 2,234,180 21,414.76
6l... .. Dec. 4,1974 40.816 40.816 200.(0°
62. - = ) 42.348 42348 207.93
63... Fed. 3,1975 36. 166 36,166 200, 00
64 .- - Apr. 1,1975 30.960 30.960- zm.oo
[ S May 30,1975 27.510 22.510 200. 00
Ll 12 July 31,1978 28.169 28.169" 200. 00
67... 6,1975 31.008 31.008: 200. 00
- Dec. 1,1975 28,986 28,986 200. 00
...... . 26.964 26.964- 185.51

See footnotes at end of table.
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CALCULATION OF DECEDENT’S BAS!S, ROWE PRICE NEW HORIZONS FUNO, INC.~Continued

Lot No.

ssssssgesss
gdigsgsssg

Feb.
.- Apt.

LreLLoinnn
PPN OO
[NRTR oo
NmAOn G G
Lo :
g58354 5358
Lr << -—
. .

!

.

L1 D

8882833232883 32338R8238

For loss

25, 198,66

12,720.18

C.

Basis after fresh start

, 808,563
For gain
12,720.18

2

SUIRIN233RVEN

INEINRL2IVIILBNSI=NG

Vatuve for
estate tax

 Z5SiRzEIsNgaecnnige

808.563
12, M9.82

2

ITZIINEINRLB2TNLBI2N
ot b bt t b T

JT O

Valye on
1976

Dec. 31

g9rS3gNs3sgdRgdxdnidgs

. 9,592.92°

8883283288832 3833888

basis
12,720.18

Decedent’s

CALCULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, IN

(T

Lot No,
Subtotal. . cneiiiiiiiicniianeaan

| S,

-

B8REZSBRNTTAERZR2RIL

—
—

828228228353 8SSI22US

2 S X

3...

1 New shares apportioned to pilor lots.

1 Dividend.

16,881.98

8, 960,97

1

68

16, 888

883.19

12

16, 831.98

Subtotal. ...ooeieiaaanenes
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CALCULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, INC.—Continued

For loss.

For gain

Basls after fresh start

Lot No,

288ssinas sgsstzssss
sggsgi~ga-gasandaseg

-a

£288223%38 823885388

gRggen~gg-gagsudsss

-

ZARGNSEY SRIVRTIeno
nnwnmwunounmwanmmnu
I-qll\u 3‘

et NN

132.15

S5ZRISUT_LINBITLWA=
2 B R A At

Ll =T P g

282882288 28888538288

gRggrsred Rdegoddee

eccsacs

T T ]

| OO

-7 (R

58

[ Y

2L,41.76

SUBIOAL. oo eeeonena

21,414.76.

63

m

21,224.76

16,344.21

838888885888882428.8

200.
207
200.
200.
200.
200.
200.
200,
185,
200
200,
200.
200,
200,
200,
190
200,
200
200,
25,198. 66

REXISRRERVELHRGS 888

#53cagnNogsRdsgsgss

25,876.24

RERNGTRSEIENCERR=85

RTF2LRESLARILTEAIRE

26,690.45

RETRBRRRABFCISINTS |~
gaggzssNendngzzezs 3
gz8ssssessegsssysss s
gdsddsgaddangdsgsg (¥

.
.
.

Total.oueeeronencecrennanncen

L T

n..
N....
5

76

7

B
n..

n..
..

Ad]usted basis
For gain

Estate tax adjustment

For loss.

loss

For

For gain

Basls for galn  Basls for koss

Lot No.

ssuNdz38ms8sengeass
gez gaingsens gdsees

EYNNBTIS2SSRT U LRI

gee gzdnsnagy-gdnaage

JE
-

58933 2 528 &

#eis ‘vidoo .00000001&1»0“.

S8N2BT = =38 S

“&L ‘eoo .00000001&..”0&

YHSGNR] 8 332

m wznmoo..ooooooonm&om

YNREYUR 3 332 8

mmmz.d ﬂ.-.ool.ooooooom.um.«nvm

ccemesccccscacnana




8NTRR25 88888008
zggisggggdans

For loss
17, 025. 8%

mwm&5597uww1MWﬁ&m

Adjusted basis
For gain
.

17,

NmEmeNeo .00000

143.82

For loss

BORRRGI2L2RY

z7139a’75.&&l

Estate tax adjustment
132.09
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CALGULATION OF CARRYOVER BASIS, ROWE PRICE NEW HORIZONS FUND, INC.—Continued

loo .ooooo

968.87

;1;:7unuaza

uusuommmmuamoo cocoo
-3 ~ :

Apprecistion from—
890,11

Basls for galn  Basis for loss

enscsevccee

laescatasanusccene

Lot No,
Sabtotal..........

4 DO
1 TN
-] P

2
.

3

288384388 =885H453R<R

mmmmm ~EE°RESEZERIL

8888873888 =88%ZHTHINE

mmmmmmnmmommmms«mmms

.11
97
23
2
20
56

1
97
95
23
92
15
n
23

~ 8333588

ooccococosoroaggvdigy

sececese
mmenee

ceecescmnrasecnce

4

. I,

,649.23

1,51%.70 190. 4} 2.4 21.902.04 21

1,283.06

Sudbotsl.........

e el
mzummmuunmmmum =iot=d

BRER2TIRLEERE2RESTR
2“2&’&‘]&&7&1"'1’»1.

o et o p—t=t= -t

RRRYFSIIVRGELLRIBIL2
Hso=cSddddderadoao el

) e

RRRNRCRRETBRTERI=SS

SXIITCANLRTBENGIRIN

= o vt ot

ENITRTBAVTSLI2R2DBS
HeNCacSYRESERdggNIN

25,697.57

289.75

3,36L.49 383,51 498.91 26,

2,584.12

Total............
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DISTRIBUTION OF SHARES

Numberof  Sharesto  Basisfor  Basisfor Remaining  Basis for Basis for
Lot No. shares spouse ain less shaies pin hess
$229.09  $229.09  29.8566  $256.69 $256.69
95.24 95.24 12,1469 106.34 106.34
95.24 95.24 11.5938 105.56 105.56
25.66 25.66 3.1302 28.45 28.4
95.24 95.24 12.3952 106.69 106. €
95.24 95.24 12,7535 107.18 107.19
2,811.31  2,811.31  292.2804 092. , 092,33
85.24 95.24 10.4121 104.76 104.76
95.24 95.24 11. 0847 104. 104.84
95.24 95.24 g 9454 104.76 104,76
95,24 95.24 , 2634 104.76 104.76
95.24 95. 24 10.3320 104.76 104.76
216.24 216.24 23.5569 237.85 237.85
22.63 22.63 2. 4655 4. 24,
95.24 95. 24 10. 9652 104,76 104.76
95.24 95.24 10. 8520 104.76 104.76
95,24 95, 24 12.203% 106. 42 106. 42
1,419.06  1,419.26  179.1396  1,581.82 1,581.82
95.24 95. 24 11.5341 105. &7 105.47
9.1 95.24 10. 8332 104.78 104.76
6,057.35  6,657.35  686.4442  6,697.8 6,697. 86
) 10. 9282 95. 95.24 12.0212 106. 16 106.16
22. 60.183 28. 9551 249.62 248.62 . 5239 2718. 27 218.27
23, 10.533 $.0158 43. 6! 43.69 5.5172 48. 48.70
4. 23.307 11.0988 95.24 85.2¢4 , 2082 106. 106.43
25. 30.273 14. 4160 105.53 95. 24 15.8570 121.21 1.5
26 32.058 15.2660 1nL75 95.24 16.7920 128.3 112.89
30. 426 14. 106. 95.24 15.9011 121.81 111.68
26.124 12, 4402 95.24 95.24 13.6838 108.5 108. 51
25.200 12. 0002 95.24 9s5. 24 13.1 107.82 107.82
23.316 11.1031 95.2 95.24 12.219 106.43 106.43
27.84? 13.2603 114.75 114.75 14.5857 128.05 128.05
9,68 .61 39. 39.92 5.0741 4.5 .50
20.532 . 7113 95. 2 95.24 10. 7547 104.76 104.76
19.968 . 5088 95.2 95.24 10, 4592 104.76 104.76
21111 10.0816 95.24 95.24 11.0894 104, 104.85
18.243 . 6873 95.2 95.24 9. 5557 104.76 104.76
18.084 3.6116 95.24 95.24 9.4724 104.76 104.76
4. 860 . 3143 30.2 30.21 2,5457 33.24 33.24
21.3% 13.0431 170. 30 170.20 4. 3469 182.32 182.32
15,093 . 1873 95.24 95.24 7.9057 104.76 104.76 _
Subtotal. ........ 1,727,752 846.5655  8,076.82  8,039.20  931.1868  8,953.35  8,918.08
4. .. 13.911 . 6244 85. 24 95.24 1.2866 104.76 104.76
42, 13191 . 2816 95.24 95.24 . 9094 104.76 104.76
43, 15 530 5, 4425 95.24 95.24 1.0870 104.76 104.76
M. 14, 12 . 0059 95.24 95.24 1.7061 104.76 104.76
45, .. 13,770 6.5573 95.24 95.24 1227 104.76 104.76
48 99. 501 47.3824 608. 36 '608.86 52.1186 669.7 669.
a7 6,021 2.8672 36.85 35.85 3.1538 40. 40.
3 15,795 . 5216 95.24 95.24 8.2734 104.76 104.76
gg lg. 681 3. 8959 98 4 93. U 8 7851 103. 76 10;. 76
51 22.548 10.7374 95.24 9524 11.8106 105.87 105.87
52. 19. 608 3373 95.24 95.24  10.2707 104.76 104.76
53, 18,484 . 8021 95.24 95.24 9.6819 104.76 104.76
4. 25,284 12.0402 95.24 95.24 13.2438 107.89 107.89
5. 14,691 . 9959 53.80 53.80 7.6951 6124 61.24
56. 8. 302 . 9534 30.40 30.40 4,486 34, 34.61
g. 26.667  12.6988 95.24 95.24  13.9682 08. 108.91
. 28 13.4712 98.61 95.24 14.8178 13 10.10.
[ B 39, 18.7113 136. 96 95.24 20.5817 51.31 18.23
(-1 R, 4,150 21.0242 153.90 L 1) 23.1258 16.76 21.81
Subtotal....... - 2,234,180 1,063.9166 10,339.08 10,197.7t 1,170.2637 11,472.30  11,339.84
40.816 19,4366 142.27 95.24 2137134 163.41 19.3%
2.8 20.1661 142.62 9.02 221819 169, 55 24.03
36,166  17.222 126.07 95.24 18,9438 44. %0 15.92
30.960 14,7432 1%92 .24 162168 23,96 19.85
21,510 13.1003 . 89 9%.24 144097 10.14 09. 53
28169  13.414 18.19 9%.24  14.7589 12.78 10.01
31.008  14.7660 108.09 95.2¢ 16,2420 24.15 12.11 -
28.9%  13.831 101,04 9%.24 15,1829 16.05 10, 62
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DISTRIBUTION OF SHARES—Continued

g Basisfor Basis for
shares gein less

in loss

spouse

Numberof Shares®  Basisfor  Basisfor Remainia
shares

Lot No.

BINDNRIY2IR
ggddddgdd o

0 0 ot et Gt e e e #vme et Sued

. 8IRIYIBINIRS

sSgedciLs=d
22Szonn2sas

S

dd b G Sl

0 0 Pt Ot 9t 50 it et S s

SAIIJIJIJIRIIS

gdggdggssds

g - -

gedgdss g

$g295mzSe8E
alnicnictoiefeiclotf ol

0 gt 9t vt 9t 0 g pmd o v

E5ENBITRET
LlgdinNgngs

Totol............ 2,0808.563 ),337.4378

13,754.87 13,460.35

471,125

999.61 1,

12,222.26

SITUATION 2
CALCULATION OF DECEDENT'S BASIS ROWE PRICE NEW HORIZON'S FUND,

INC.

Coat besis

Number of
Number of  shares sfter
adjustments

shares

5288233222833 4282KES

gegsiidgasRd-Rdanag

=32338RURERTIIREY

R e pR e B

~S¥BES53RECRAS B8R

“7.7..!.7.&“&7.&&.&““1»&&7.".7.&
- -

1967
1967
1967
1%
1968
1968

323388838

g 0 ot 90 g P g TG St g oo
ol Teielef e I-I-l'ﬂml-l:
-}
n
23

D

Nov.
eamceeneeane- FOB, }

- Apt.
Dec
JAuun
oct
Dec.

Dec.

. Apr
June
ey VT X

18....
19

H
H
H

]

m i
© >

- e

1,310,508

436.836

12,720.18

SRX2E228385388888222

gr-gegdgge<agdgddoag

2BIRRESSRSEENISIIRRE
Sgsdsidsfdan o gaSgsnvu

‘

2E-ReBSRINNNISuEEESE
PO R RIS

ot e

SccBEBEBREceEREEE £
Yy el Gl .Qulvhoq*.ﬁ -
PR o

mmuwmmm.m.wm¢

craessssessessmcsaanrannnsncasacansreasaacncnses F

16,881. 99

L, m. 7

592.584

SO« et et

Soq footnotes st end of table.

"' 95026 O-~T7——08



¥ Cost basis

Number of

Number of  shares after
shares  adjustment’

SITUATION 2—Continued
Date of
purchase

CALCULATION OF DECEDENT'S BASIS ROWE PRICE NEW HORIZONS FUND, {NC.—Continued

12,720.18

12,720.18

12, 49. 82

9, 562. 92

12,720.18

888222888 2888533832 |2 | SRS83888588888839288 |3 § | sssass3882888u888RAR
geggdn~ad gaddidgdds |3 | ddddndgassedanseig ¥ MR
= & = _ g = ©
SSPIRSSRS J8IIGNGRRES |8 | c3s¥comgvsessigsEs3|z | ¢ | E|g | 3ssussyssssssussssss
Snac: lomm | EEEEEGR | ||| seeeasmeeeneereta
e : o~ 5 “ b .
SRS3ECEANEIEIRGNEARS (& | S3333288I%52IER £| 3| suneussssssasronases
TRSIACEANEARIENGNNS B | ShEommmRaeniil®| B If | ssenssdsedusssses
- - i
- ~ o~ W >
H : 8] s2 | ITBTNIKIVRIV2SILRIAR
m | &) 2% Sgddpsgdddnsgideedes
: g == - o~
M m g £
2| gz | ssssssassssssussszss
3 mm sEdvggdsdddg-aagsgd
m g
&
S
5
2
3
3

Lot No.

* Now shares apportioned to prior fots.

(| D
1 Dividend )

P 4
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CALCULATION OF CARRYOVER BASIS—ROWE PRICE NEW HORIZONS FUND, INC.—Continved

Basis after fresh start

Vajve for

Valve on

Decedent’s

For loss

For galn

estate tax

basls Dec. 31, 1976

8RrE88883835138888208

segggdgdadugdagddng

R8CBRESBSUSEES3 2

mmnmummmmmunmmmmmamm

N4wuﬂ“wlwbﬂuﬁﬁnﬂﬂ"nﬂ

SEENRRdnsEYgEgTnYgd

Nﬂmﬂﬂwnunwnﬁwmﬁﬁﬁﬂuﬂ
dgrssanssdassdsdndgs

ot o= g ot et ot ot o

SR2=88882885NE8888208

g3-gdgdddgduddgdndng

12,063.19  16,888.68  16,960.97 16, 831.98

16,881.98

Subtotel....eoe et

882832888 3888533888

gaggdsrag-gedd=ddanse

S8828RR88 S88853I88u=

gedsgerde-gdndvgass

SumsgsaroZergasddrs

NN ——

m SRRannS? IRSRBEIREL
<3

et NvtesON. N

SRBIASIN SIKRBIRIBIR

T LR T

RPN e emtoemiemdvme | vt

wmmwwﬁumm mmww 38888

,414.76

2

n.e

2,

%

16,34.21 2, gu.

21,414.76

L1 | O

83888888588

88884888

grggdsdidaddasgadas

REXISRA=NES.

gazgcestaRe

2ERNBCRSET

agdgerTndte

REXQIGER=BES

gggtreszesd

O vt et g,

85888888588

MNNT“NMN

3R]

sacsRs=es
b

SRESHEIS

-4k e

888289888

grggedegaddddsgegag

25,198. 66

25,876.24

25,198.66 20.5!7.72 26,690, 43

Total. .ol
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Caloulation of Fresh Start Adjustment to Residence

Falr market vAlUe. oo ccccmmcm——e e $40, 000
Decedent’s basls e e m——e e 20, 000
Appreclation o e ccreeeeaaaea 20, 000
Number of days in holding period:
1074 __.. - e meeememeeesemeceeommememecmeemmemesmemen 19

[ Y
Apportionment of appreclation:

750 over 1,753 times $20,000_ _ o mmama—ae $8, 556
Decedent’s basis. e cccccmaa 20, 000
Fresh start adjustment. . oo e cemm———- 8, 556

Fresh start basis. - oo 28, 556
CALCULATION OF TOTAL BASIS AFTER FRESH START ADJUSTMENT AND REMAINING APPRECIATION
Fresh start basis Remaining
itom Estate tax valve for gain apprecistion
000, 556, 00 1], 444,00
‘2‘2.' 690. gg ‘gg: 876.24 } 2,564,18
1, 000. 00 1, 000. 00 G
67,690, 45 55,432, 24 14,008, 18
Frosh start basis Remaining
Estate tax valve for loss appreciation
ROSIGONCE. .. ...oooonaiiicenanracmccrirennnaenan $40, 000, 00 $20, 000. 00 $20, 000, 00
Mutasl fuRd. .. oo eeeiea e 28, 690, 45 25,198, 66 3,261.72
[T 1, 000. 00 1,000, 00 0
To). e peeereiiecii o et et e e 67,690.45 46,198, 66 23,261.72

Note.—The remaining apprecistion for the mutval fund does not equal the differences between the estate tax value of
the mutual fund ead the fresh start basss decsuss not all of the Jots of the mutual fund are apprecisted carryover basis

Carryover basis of residence for gain:

Fresh start basis - e e e e mme e mmemm— e $28, 556. 00
‘Minimum , basis adjustment: $60,000 minus $55,432.24 over
$14,008.18 times $11,444 .. 8,781. 89
Adjusted carryover basisforgain. o oo 82, 287, 89
Carryover basis of residence for loss:
Fresh start basis forloss. ... ___._. e — e ———————————— 20, 000. 00
Minimum basis adjustment: $60,000 minus $46,198.66 over
$23,201.72 times $20,000. . -« e 11, 866. 00
Adjusted carryover basis for loss._ ... oo 31, 866. 00




0. 8261
0. 5038

fromloss Ad
basis

Apprecistion

i
aain

63

Minimum basis adjustment factors for mutual fund
$60,000 minus $46,198.68 over

0.3261)

Adjustment

Ap’nclntbn
rom gain
basis

CALCULATION OF MINIMUM BASIS ADJUSTMENT TO MUTUAL FUND

$28,261.72 e ea

$14,008.18 oo

Adjustment factor for gain: $60,000 minus $55,432.24 over
Adjustment factor for loss

Lot Neo.
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CALCULATION OF MINIMUM BASIS ADJUSTMENT TO MUTUAL FUND—Costinued

Ca
i
loss

ustment
(0.5833)

i

Appracistion
from loss  Ad
basis

Cme«
Adjustment basis for
(0.3261) ain

s

Lot No.

BE2IITTRNISBSIIRISIL
xau&nu&u unmuuu

RASIICRRTISIIRISIT
SHEERIRITARIIINNILT

ﬁmuuxsnss4unaw 285
REEE S SRS R R S

R2SIIRIRATLT=ITB2RT
HERI=8RASTENRARENRN

¥oRS83IS=ILIRRLIZRS
gdNddddsddENgeSsnNg
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4N EdREScedgdnIE

1,935.19

27,133.88

836,20 26,7124 3,261.72

2,564.18

Totel............
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ROWE PRICE NEW HORIZONS FUND, INC.
ONE CHARLES CENTER

BALTMORE, MARTLAND 21201

TELEPHONE 339-1992

Angs Coos 101

Certificoteld) VAN be registered os follows:
433-36-
r 36-2840

J. Thomss Eudbank, Jx.
1600 Zsperson Building
L!ounoa. Texas 77002

-~

DOWT PRCE 1 W PO AN, D

We are pleased to accept the

. Rove Price New Homzows Funp, Inc.

——. r

following subscription to the Capltal Stock ‘of the

2

.

PYRD] NUMDRR
DVOIEE MO, ?ﬁ: g of sunts

OF FERING

3
priCE/MIIARE]  TOTAL COST

LANCE UK FUND
auorn Pad | %4 ¥

22892 gith 67 19

25.32

481.08

500.00 18.92-

SPECIAL NOTE%: 1f you a1e interested {n purchasing shares of the Kev Horizons Pund on @
wonthly basis

, please complate_ths enclosed Syskematic Investing Applicstion Form
(in duplicste) and return to the Pund.

accordance with your instructions.

You will then

be sutoosticelly dilled in

Remittance due within seven (7) business days alter acceptance of order. Make check payable to New Horirons Fund.
<rock certificatels) and sny refund will be forwarded by the Transfer Agent in about two weeks alter receipt of pyment.

\-—-———-——-A

" ROWE PRICE NEW HORIZONS FUND, INC.

SYSTEMATIC INVESTING PLAN
WAPORTANT Retoin this advice for eny nn‘od-ee;«\ﬁv' . bex purpesas.

¥ J THOMAS EUBANK JR

1800 ESPERSOM BUILDING

HOUSTON TEXAS 77002

NOTL Dl NUMBER OF BHARES S1OwN IN et BOK a1
bt ’l Toria & Ot O,
PAY} PREVIOUS ¥ DATE OF $U8S

Lt
s

~.

MARYLAND NATIONAL SANK
©. 50K 907 BATIMORE. MATYLAND 21363
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SYSTEMATIC INVESTNG.

IAPORTANT Retein his advice lor omy rovded onsvatog o¢ W porposes. r:’
1
V¥ J THOMAS EUBANK JR » v Aveata T 1)
uoo ESPERSON BUILDING -,ﬁ'j—;""m-;' ““’m?"'“g“?l
HOUSTON' TEXAS 17002 L TRy S e a
. WA SURICAPTON DAL

=
14258450

o ——

o -~ . R

ey ;ROWE PRICE NEW’ " HORIZONS FUND,’ INC. .

the 3 eeting Pon na-nhnu-l-n-ﬂn- dh-unonnnu
below, . ponding this Codirmetian, Yov Your Srvtoneic lnresing Plon sctmvet hes beos Sudiind vih e synder of bk ond
bun-dAa---ua.u-neﬂttiud-lc woloe 00 o poyment dete, 00 thowa by B dutnt hereln

ol b .
J THOMAS EUBANK JR ) S Lazseaso
1600 ESPERSON BUILODI * DIVIOEND REINVESTMENT CONFRMATION

NOUSYON TEXAS 17002

. ’ MARYLAND NATIONAL BANK. AGENT
P. ©. %08 W BAIRNONE, MAIVIAND 11208

g MWV.k:

340108
NOTH FUSCHASES O MEDAMPRONS AR S6COMD BATH AM 10T BIPLICTSR IN TOTAL PNARSS.

ROWE PRICE NEW HORIZONS FUND, INC.

. SYSTEMATIC INVESTING PLAN
WPORIANT Retein this advice for ony needed sccounling or h purpeses.

Mo oy JETRE MR

600 oot e S14TEIR 0 MAFAAS Bl

HOUSTON TEXAS 77002 o i ﬂlﬁﬁlummmmm‘n-
MAXYLAND NATIONAL SANK

Wbrlitwuuwuhw P. O DOR $7 BALRMOM, MAIVAND 31280

14258450 24,980
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- "' _ROWE PRICE NEW HORIZONS FUND, INC.

SYSTEMATIC INVESTING MLAN
IMPORTANT Astein this dvise for ony seedad assovativg or tox porposce. T¢s '."".
,..
v .
J THOMAS EUBANK JR 0 e
: 1600 ESPERSON BUILOING m %%E%‘E%
/ HOUSTON TEXAS 77002 & % s B ) SV bty
- S e o , ST o
» B 7 140 Y
33:.104 !
]

ROWE PRICE NEW HORIZONS FUND, INC.
-— ONE CHARLES CENTER
Basvowone, MarvLaND 21201
. TELEPIIONE 339-1992
Lerificate(s) will be registered as follows: Amga CODR W01

r 0 >

J. Thomas Rubenk, Jr.
1600 Zsperson Building
l_louno-. Texas 771002 N .

BANK WOTE: Systematic Plan

We are pleased 10 accept the following subscription to the Capiiat Stock of the

Rowe Price Nuv Homzows Funp, inc.

WVoICE M. P&:ﬁ;'}:ﬁ‘;"ﬂ'{n rarciame ] torat cost awotwy pam | BALARCE oUT FUND
w3s |nirzies] 186 316 | so0s.en .00 | 5903.64
SPECIAL NOTES:
~

Remirtance due wichin seven (7) business daya after acceptance of order. Nake check payable o New lorizons Fund.
} and any relund will be forxarded by che Transler Agent in about two weeks after receipt of payment.



SHAREHOLDER COPY

Rowe Price New Horlzons Fund, Inc¢.

SYSTEMATIC INVESTING PLAN
RETANN THS ADVICE FOR ANY NEEOED ACCOUNTING OR TAX PURPOSES

[yt A
433-36-2840 M

s sctordonce oilh you Suthoruohon, we hove sriod ot your opent
ntered

gt Romitonce it Sus withen seven (N Brsnens Diys b e
Troneartion Bote

SUMMARY OF YOUR ACCOUN
mu-uv'mt FORCURRLaY riaR S INARLS YOU WOW OWW
Wi GRERL T NS RENEETTS A 7 sendene |

L2/702768 19,000 59.008

YL OF ool mice BUARES Ty
TRANSACTION suoyut PR suaRL TRANSACTION

=30-68
e '3§§
Bl 1mae w8

ORI T GO T G T G TN

200, 00 [ WITHIN SEVEN (7: BUSINESS DAYS AFTER THE LAST TRANSACTION DATE

STATE STREEY BANK AND TRUST COMPANY PO BROR 2I37 BOSTON MASS 02107

YEAR-TO-DATE CONFIRMATION STATEMENT [ LV
Rowe Price New Horizons Fund, Inc.
DIVIDEND REINVESTMENT and SYSTEMATIC INVESTING PLAN

bty g e v
000258-450-6 $33-36-2840 NN

THOMAS EUBANK JR
{atiraiPeited fylfme

IMMARY
oATE oF i e Wan - JoftaL )
STATIMENT PAID THIS YEAR PAID THIS YEAR #ELO OY YOU WELD BY BARK SNARES OWNED

12731768 19.000 245,008 264,008

BMARES YOU MOW OWN

'0.- bar gk s"ll‘g:mo‘ . . AMOUNY PER SMARE llk:f:‘ '“.(': :
ﬂ it ‘;g;v B8 %% 3
i ERERL., weoua gl R

et A S Tk A S ¥ ot L N

STATE STRELT BANK ond TRUST COMPANY PO _BOX 2337, 8010 :

}v OO TN T HE TN B9 T T B TN T 8 TN T 48 T Vlb\/‘ o8 T




SHAREHOLDER COPY

Rowe Price New Horizons Fund, Inc.

SYSTEMATIC INVESTING PLAN
RETAIN THIS ADVICE FOR ANY NEEDED ACCOUNTING OR TAR PURPOSES

[y A
©33-36-2840 (14 XIL]

PHARINOBE
Ta ateprduncs with pour sulpsionion, we have srnd s yow ogent
THIT4AS FURANX J® llosing the lout prochase iremserkas ontoved vader ~roneartion
600 'S‘"’Ex“‘ lllfh"l‘!ﬁ s Sl strerhingmiratareriger s wiog
HOPFTNY TEXAS YY)

"SUMMARY OF YOUR ATC SUNT_ —
OIS TRIBRTIONS 1ON CURRLAY YLa®

natg o VIDENDY camtan camd | [cremacanis T o7 Tegim ,
LU CILL A Tuty YIAR 2010 T (a8 "D BT YOV NLLD BT Qawn Saw g oastie

12701769 $47,%2 44 54,0% 19, 000 417,836

TRANBAC 1ON DATE
- Oar

¢ OF PO PRICE SRARES Tons -
TRANSACTION PER SuARL TRANSAC DN

BESEH aadBar - e
N

IpND

0 03 gﬂ F L x]

H"'Hm
erg MU({:_H'
nEC ANIAHT
0

DEREX

USTMFYT 8701767
FS unGRT
2ES ARNGHT
H
il Al
BEE ANYRHT

3.8

27,18
2R, 9%

DO IO= DD D
—— ) Pt b £ P )
AAIAAS ALY
TINTI ITX~—
POl >

80 259

NO IDPRAAEVNNY
A —— ——wva o
ARA A AAROR
22 299 2INvOD

FIFASEREMT |$ 200,00 | WITHIN SEVEN (7) BUSINESS DAYS AFTER THE LAST TRANSACTION DATE

STATE STRECY BANR AND TRUST COMPANY PO ROX 2)37 ROSTON MASS 02107
- ¢

| ReEYIeemy rvo, e SYEAR-TO-DATE CONFIRMATION STATEMENT [ avmromssy vy mers, v o=
| Rowe Price New Horizons Fund, Inc.
DIVIDEND REINVESTMEKT and SYSTEMATIC INVESTING PLAN

A " A Toni

]

Sefer %o Acsovnt Number Socoal Secwrivy or

e 00258-280-6 43373872840 MM 1487 1
‘ SMARENOLDER

1, THONAS EUDANK JR

500 ESPEESON BUILOING
i HOUSTON TEXAS 77002
| SURMARY OF VOUX ACTOURY
Dr3TRBUNIONS FOR CURREN) YEAR SHARS YOU NOW OwN

oarg of .1 U L O LTI I B (C01)§ S eman T | ey T T e |
/) e Tk MR T i £ R L O

Yo s Sk

NARBACTION DATE TI0L OF bOLLAR e SHARESY THIS 1074L
“0  pav TRANSACTION AWOUNY rrR Swand TRANSACTION SHARES
ALANCE 12-31-69 436,838
L o2-02 ?Hklﬁg BOUEH? ;99.50 26.08 T1.050 4 §.286
%-20 CAP GAIN 24.20 26.13 20.061 464,547
-2 lVlg ND 91.;§ 26.13 %.Sll 6? .059
4-0 HAR BOUGHY 199. 0 25.68 -369 A7%.82
{ ?—0 HAR Ogh HY 99.50 19.77 10,091 485,918
-29 DIPOSIT SHY YO CTF ) : 466,000 §85.9l!
-10 HAR agu H }99. 0 18.67 10.686 4 6.606“
0-563 3MARES Souen 33:38 328) g R
5‘ {2'14 NARS HOUFEHT }99. %3.7; g-‘OO 523.8;6%

A

, .
¢ STATE STRELT GANT ond TRUST COMPANY PO BOX 2337, BOSTON, 02107 ‘
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3
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CUMULATIVE STATEMENT
1973 CALINDAR vEAT 10 DATE

ROWE PRICE NEW HORIZONS FUND, IN

J THDMAS EURANK JR
ONE SHELL PLAZA 29TH FL
HOUSTON TEXAS TT002

STATE STREET BANK
] L] PLEASE REFER TO THIS ACCOUNT “Tnarta Acon
; —J- .0. 50X 2237
un e, 25048008 EUBANK=J-T w-l:‘:c';umimm YOSTON. Ma. 42191
o ——
BEGINNING MALANCE 615,87
2/086 2706 CAP GAIN REINVEST 2,076 1:278,59 . 38,55 33.167 648.7
2/06 2706 INCOWME REINVESY 125 T7.38 3R.5% 2.007 650.7
736 2716 SHARES PURCHASEN - f 200,00 37.9% 5,265 656,0¢
~/02 4702 SHARES PURCHASED 200.00 32.12 6.227 662,27
4/30 5701 200% STOLK DISTRIBUTION 1e324,.57%8 IR LI
1046 6/04 SHARES PURCHASED 200.00 R.AT 22.540 2.009.61
70% 6705 CERTIFICATE ESSUED 1+401.000 2.009,41
/06 A/08 SHARES PURCHASEN 200,00 tn.20 19.608 2.029.0/
i7/0% 10705 SHARES PURCHASED 200,00 10.82 1R, 684 2.047,%¢
106 12706 SHARES PURCHASED 200,00 7.91 25,284 24072.7¢
fﬂ?ﬁﬁ“ﬂﬁﬂ???1171r [
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StarEMENT O LEwis M. CosTELLO, WINCHESTER, VA,

BACKGROUND

Mr. Chairman, I am Lewis M. Costello, an attorney in Winchester and Fred-
erick County, Virginia, Although I am immediate past President of the Boasd
of Governors of the Section on Taxation of the Virginia State Bar, that orga-
nization is an official arm of the State Supreme Court and a creature of statute.
Therefore, I am not authorized to speak on bebalf of that organization. I am
asking as an individual and a tax practitioner.

Both my practice and experience may be of some interest to the Subcommittee,
since I am not a theoretician.

For the most part, I represent clients in a basically agrarian and small busi-
ness community. Much of my practice is in cooperation with other attorneys and
OPA’s. This essentially problem-uolving practice extends over a broad area of
the Seventh Congressional District of Virginia and the panhandles of West Vir-
ginia and Maryland.

My background is as an Economics Major, Lawyer and a Certified Public
Accountant. Primarily, I am engaged as an attorney in all phases of tax plan-
ning and the implementation of those plans for small businesses and farmers.

Presumably, I work with many of the people for whose benefit special provi-
sions were inserted in the Tax Reform Act of 1976, (hereafter, TRA '76) and
for whose benefit several provisions of the Technical Corrections Bill of 1017
are included (hereafter TCB '77).

It may come as a surprise to you to realize how the entire small business and
farmer community has been set back by these two bills. The Estate and Gift
Tax portions of the TRA 1076 are virtually incomprehensible to the business
community generally. The only thing certaln fs that it is the law of the Pharisees
and not the Philosophers. The philosophy is frankly inconsistent and confusing
to the point of frustration. Personally, despite 15 years of practice, my back-
ground education and over 70 hours of continuing education in the past year,
I am incompetent to explain the law or its logic.

As a result, I suggest to you that in the small business and farming section
of this nntlon there has arisen an annoyance with the practitioner (be he Attor-
ney, CPA, Banker, lnsnnnce Advisor or Estate Planner), a contempt for ‘the
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Congressional process, and a loathing for the Pharisalc Government in Wash-
ington unmatched in modern times, even by OSHA,

\

I. CARBYOVER BASIS PROBLEM

The single biggest problem is the complication from the carryover basis. The
other speakers wili cover this dificulty in detall. I attach to this presentation
an article by Byrle M. Abbin entitled “Carryover Basis: Opening Pandora’s Box.”
Ac:a. Mr. Abbin, & CPA points out, the complications will exist well into the 21st

fury.

My comunent on this grievous bit of legislation is practical, not philosophical
Three queations my clients keep asking are: ’

1. With regard to the taxation of the step up in basis at death—how large a
“loophole” exlsts when an individual must die to get through?

The common man’s conception of a loophole 18 a speclal tax section which
gives unfair tax advantage to one who has advantages already. It is very dificult
for the common man to understand that his death gives him such an unfair
advantage. o

2. How long may my government pursue me for bad recordkeeping and when
do I know I have satisfled the government?

In our heritage of law, it has historically been recognized that a Statute of
Limitations was a desirable and useful thing. It was a statute of repose. It put to
rest conflicts between the parties. Problems of proof, of duty, of penalty and
of records are forever stilled b‘y such statates. It is recognized in our tax law as
to asaesa:‘nentu and collections,® as well as refunds * for criminal® as well as civil
purposes, -

- Essentially, the same function has historically been performed by the step up
In basis at death under the Internal Revenue Code.* Fach generation knew it
could square away all prior errors and omission by properly reporting the assets
and paying the tax. Now, thanks to carryover basis, there will be no end to the
strife, and the sias of the fathers will carry over, according to Abbin, even unto
the third and fourth generations.

Certalnly has been killed. My clients feel that thereby a tremendous tool of
political oppression has been placed in the hands of government. Not only is the
power to tax the power to destroy, but also the ability to adjust is the ability
to harass by government license.

8. Doesn’t anyone care about the complications involved, the executor’s duties,
the recordkeeping, the problems generated for years to come?

I earnestly submit that the American small businessmen and farmers, together
with all Americans, ought not have such burdens placed upon their backs. They
are entitled to certainty, and a statute of limitations on basis, and to have their
deaths regarded as more than the selzing of a loophole.

The elimination of earryover basis would solve most of the distressing problems
I'now intend to describe for you.

1. CRUEL HOAX

The TRA *76 has perpetrated a real hoax on the Farmer and Small Business-
man. Real difficulties have been engendered for businessmen and farmersby: -

A. The emasculation of prior relief provisions; .-

B. The false impression of new relief given by Congress and the proponents of
both TRA '76 and TCB *17;

ﬂc. te'l}le vitlation of present reasonable commercial agreements that has been

effected ; ‘

D. The removal of certainty in transactions.

A. Emasculation of prior relief provisions

The only source of funds for the payment of taxes for small businesses and
farmers Is often the business or farm that has been the source of decedent’s livell-
hood, often the family’s primary support for several generations. For the farm,
this has historically been accomplished hy selling part of the homepiace or bor-
rowing the funds.

1LR.C. § 6501-6504.
'I'R.C. | 8511-6515.

EC g
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But for the small businesman, the source has generally been the corporation
ftself, quite often by redemptions (so-called 808 redemptions).® The validity of
this source of financing was specifically recognized when accumulations to meet
such redemption requirements weie specifically exempted from any possibility of
unreasonable accumulations tzx.' -

(1) But TRA '76 has frustrated this source of funds because the purposes of
redemption for which exemption 1s provided do not include the payment of
federal or state income taxes. It only speaks of Section 303 redemption needs.®
Therefore, such redemption will now constitute ordinary income to the extent
of such redemption necessary to pay federal and estate income taxes and, pre-

- sumably, an accumulation to meet such redemption would@ not be exempt from

unreasonable accumulations tax at the corporate level. Both of these are reduc-
tions of prior relief provisions now in effect whereby all taxes plus interest caused
during administration could be raised by the redemption without fear of dividend
treatment® and without fear of unreasonablé accumulations tax on the small
business entity.”

(2) More importantly, the carryover basis has caused a significant hardship on
small corporations by creating a prvblem which did not previously exist. His-
torically, when the father wanted to turn his small business over to his son, he
would often freeze his equity in the worporation by issuing preferred stock * and
then selling or giving his common stock to the son. By this method, the father’s
lifetime of work stayed somewhat protected by the preferred position, and at the
same time, the son reaped the gain or loss that his management caused.

The preferred stock so {ssued was called “hot stock” or 808 stock and resulted
in ordipary income if sold or redeemed by the father during his lifetirae.”* This
prohibited the removal of earnings and profits of the corporation by this device
during the father’s lifetime,

However, on death the taint was specifically removed because the basis of the
stock was stepped up to market value pursuant to the basis adjustment sections. -
This preferred stock, together with common stock, could then be used by redemp-
tion to pay death taxes. Regulations specifically sald so.”*

Under TRA '76, we have a distinction not previously existing. The basis of
suc. preferred stock no longer gets adjusted to market value. It receives adjusted
decedent’s basis plus adjustments for death taxes pald on appreciation and fresh
star’ adjustments. Preferred stock now appears not to qualify for 303 redemp-
tion.* I say “appears” because the Code is not consistent between 303 redemption
for taxes and expenses giving capital gain and preferred stock redemptions giving
ordipary income.*

There is absolutely no rational reason that it shoald not so qualify. The pur-
pose of Section 308 was to prevent a bail-out of earnings at capital gains rates
rather than dividend rates. This is the same reason that distributions essentially
equivalent to a dividend (ordinary income) results from a distribution with
respect to common stock on an unqualified partial redemption. Section 303 was
enacted as a relief provision to permit sale or exchange treatment rather than
dividend treatment when stock was redeemed to pay Estate Taxes and expenses
and recognized that this sale or exchange treatment would be income tax free
due to the stepped up basis. To continue the exemption under § 803 but to exclude
$ 808 s tock makes no philosophical sense when the true purpose of § 303 is con-
sldered. It does render § 806 stock treacherous.

Further, the TOB 77 is moving in precisely the opposite direction of prior-
exlsting relief. Proposed changes would make it clear that 808 stock cannot
be used for 303 purposes, a treatment which is completely opposite to the pur-
poses behind both § 803 and § 30&.* ‘ ‘

A small business, therefore, completely transferred to the next generation
with the father holding only preferred stock (his only asset) to provide him

\

YLR.C. § 408.

IRG Jerm .

sTRG. £ 587(a) (2).

:'Iipftc(é. aos(%)g((lz).

nrR.¢ aoc{ N

wERG. § 508, --

18 Reg. § 1.808-3(e), Reg. § 1.803-2(d).
u?.i‘.c!tsoeu( gb:“ @

{
1 Compare I.R.C. (a) and LR.C. § 8068(a) (2).
» Rex.”l 1.803-8(:) clearly indicates the s { c intent to exempt from tax as a dividend
or distribution to which 808 is lpplluble‘o ereby specificall germmtng a switch under
prior law from ordinary income treatment to no gain because of s epYed up basis. Presently,
a transfer from ordinary income otherwise required to capital galn under the new law.
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income and security in his old age is faced with estate tax, income tax and all

- ordinary income tax to boot where there was no grevioua impediment, It is
redundant to again point out that the accumulation by the corporation to make

such redemption would also-be-exposed to unreasonable accumulations tax.

Because the ordinary income taint of préferred stock was removed at death,
many small businessmen have already used preferred stock in their estate
planning. The vast majority of these plans were put into effect long before
TRA '76 was even considered. These plans, implemented long ago, now carry
very serious-tax detriments with them, and these adverse tax consequences
cannnot now be-avoided in many cases. To 80 penalize such prior planning is
grossly unfair.

(8) A new bite has been put on small businesses also in that the percentage
tests have been raised to qualify for redemption at all in solving the liquidity
problem. Old tests of 35 percent of the gross estate and 50 percent of the taxable
estate have been replaced by a test of 50 percent of the value of the gross estate
of decedent over certain deductions.™

The reason for such higher percentage is not apparent since no particular
evidence of widespread abuse existed under previous ratios and they worked.
Since the same ratios are preserved elsewhere under in the Code under the
caption “Extension of Time for Payment of Estate ‘fax Where Estate Consists
Largely of Interest in Closely Held Business,” * it is difficult to understand why
such large interests will no longer qualify for redemption.

Obviously, attempts by farmers and small businessmen to cure theilr own
liguidity problem may alter ratios in estates sufficiently to disqualify any
redemption. Attempts to give or sell to a family any portion of the stock would
do the same. The reduction of a business interest immediately prior to death

.by adverse business conditions would further result in a compounding of the
estate liquidity problem in a failing market by such disqualification under
the redemption section even while the Code and Congress acknowledge the inter-
est to be large and closely held under another Code Section regarding the time
for payment of the taxes. -

Small businessmen and farmers need to have the benefit of at least thelir
prior status even if you are not really helping them now. Therefore, all 308
taint should be cured on death in closely held businesses, and we need you to
say so. Redemption without dividend treatment should be permitted on all
taxes imposed because of death and consequent redemption including all state
and federal income taxes resulting therefrom, and it should-be made clear that
all accumulations for these purposes are exempted from unreasonable accumu-
lations tax. The ratios should be returned to the former § 303 requirements
of 35 percent of the gross estate or 50 percent of the taxable estate,

B. False impreasion of New Relief

Most of the so-called relief for farmers and small businessmen under TRA
'76 1s i1lusory. There are many reasons but the naive Treasury attitude toward
farmers and farming may be responsible. Very few farmers in my area are liv-
ing and farming today who started in the last twenty years, and have bought
all their own land, equipment, livestock, and supplied their own working capital
and are now making a living. Gifts, death {ransfers, bargain purchases or grow-
ing up in the business have been the primary ways such farms have been estab-
lished. Farming today is a low profit, high volume, capital intensive business.
A typical 200-acre farm in my area now will cost for land $200,000 to $350,000
and require extensive additional investment otherwise. Financing i{s a continuous
process. No farmer starting out, nor any heir, of even the oldest and most sktlled
farming family will get by without financing.

TRA 76 was built by theoreticians in an “other world” concept without ade-
quate comprehension of real world problems. )

(1) A 15-year payment period for taxes will not really benefit farmers much.
No lender wiil advance funds to an heir without this tax being paid, and virtually
no farming operations with which I am familiar have gone 15 years without
refinancing. This provision without the ability to refinance the tax llen will not
help a great deal in the practical world.”

. : ge: 8’16tsx‘bl)leform Act of 1976 (TRA), Public Taw 04485, § 2004(e) which amended
"4 1.R.C. § 8186A. Section 6166A was amended by the TRA bit the old percentage require-
ments were not cha . -
1 IRS News Release 1823, June 2, 1077 purports to provide some relief for this problem.
52&’&"’ banks and other lenders may not rely on a news release when they would rely on a
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(2) The problem of a minor beneficiary, without the legal capacity to consent,
and the duty of the Executor to get approval and file necessary elections for
special use valuations is likewise a substantial impairment.® Elections will not
be available in many cases where needed most.

{8) Elections even if available theoretically will be of limited use. The farm
family most often has more than one child, and the children are to be treated
equelly. One child willt normally have to buy out his brothers and sisters. Where
the purchase is made from the estate under will provisions permitting such a
purchase by one or more of the helrs, the qualification for deferred treatment may
be jeopardived, and use valuation will be lost, sinve the property would neither "
be “acquired from” nor “pass from the decedent”® and the additional income
tax and estate tax triggered.

The disqualification of leased lands may force older parents to dispose of the
family farm since the lease, even to a family member does not appear to qualify.

The test is the same as the self-employment income test. Therefore, the lease ™
may lead to disqualification and the pressure to sell results. The loss of the in-
dependence of property ownership by the older generation is a questionable
virtue. There i3 no discernible reason that a cash lease to a qualified helr ought
not be adequate, but this treatment is not clear from the statute.® Nor that
active farming of a Virginia farm, while leasing out a Georgia farm, while the
Virginia farm is going through a 8-year rezoning and subdivision process for
disposition, should lead to the disqualification of the Georgia real estate, par-
ticularly where a tax free exchange of a portion of such Virginia farmland
acquired the Georgia property. This would be the result under present law.

.(4) The existence of a valuation trap will militate against the use of special
valuation. This trap is sprung if valuation of a farm results in election and later
a disposition triggers a recapture of tax. In Loudoun, Fairfax and Prince Willlam
Counties of Virginia, and certainly elsewhere, this unintended disposition has )
been caused by fantastic property tax increases to the point tbat farms are made i
wuneconomic. The triggering by disposition apparently results in a recapture of ‘
estate tax, & loss of special valuation, and a capital gains tax but without any
stepup in basis that would otherwise occur if the higher valuation was used
o

1ly. :
(6) The bill pretended to cure “unwarranted discrimination” against those
who sell before death as opposed to those who sell after death. TRA '76, by thie
carryover basis, was intended to remove the substantial “lock-in effect.”” HOR
8/2/76, p. 86 and 37. With adverse results of a poor selection of assets for gifts,
the gamble involved in changing stock ratios or improving liquidity so far as
both deferred tax payout provisions are concerned (6168 and 6188A) and for
redemption purposes (303) the exact reverse is the result. There is absolutely
no incentive for transfer by sale or gift unless there 18 a lead pipe cinch substan-
tial Increase in asset value avatlable,
Gifts have dried up in my practice since January 1, 1977—a far cry from the
facilitation of transfers promised. It was a hoax, pure and simple.

O. The vitiation of reasonadle commercial arrangements

Buy-sell agreements were converted by the TRA '76 into sginificant tax traps
!ordth:h' unwary. The Act left reasonable businessmen with a hopeless dilemma
on dea

(1) Bxecution of a buy-sell agreement now carries not just estate tax but in-
come tax consequences. The estate must either accept substantial tax penalty for
short-term payout, or continue financing by long-term payout a closely held
business no longer under the control of the executor or heirs. Long payouts in
allosely llled businesses seldom make sense. Crippling taxes in the short term are

e resu T

(2) Insurance Buyouts for such businesses are also suspect because the dece-
dent’s estate may not be able to afford the sale. Certainly the insurance held in
the entity will cause a problem it less than total redemption occurs since the
limited usefulness of the capital gains redemption ® and the danger of attribu-
tion will always be present in family buyout situations. The problem will exacer-
bate in the future when inflation against a relatively fixed tax table (Estate, Gift
and Income) makes the tax result on the business an ever-increasing multiple
grab by the Internal Revenue Service.

®LR.C. § 2082(4)(2) uires consent of “all persons in being” having any interest In

e G '5&*‘:‘1’{:{ (3) 858 perbaps 6168(g) (1) (D)

s LR, . )
s#ILR.C l”lo&su b

| REST COPY AVMLABLE |
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(8) Entity buyouts, which are clearly the most convenient in many cases, will
be severely restricted. This will occur not only because of the reticence of the
decedent’s estate to sell for the reasons already given, but also because no basis
adjustment results from the buyout on the subsequent death of the survivor.
The Individual will be forced to consider, for income tax reasons alone, the
bolding of insurance at the individual level to fund the buyout. Despite its
adverse income tax result to the shareholder, he will do so simply to retain the
family business. Therefore, heirs wishing to retain a family business will do so
because of family and emotional reasons, and despite the serlous tax trap in-
volved. They will, in effect, incur tax penalties by keeping the business rather
than selling to outsiders, I sincerely hope that Congress did not intend this result.

{4) Asin the situation with preferred stock, many farmers and small business-
mexn entered buy-sell agreements long before TRA *76. In many cases, the income
tax results of these longstanding agreements may be extremely harsh. As indi-

cated by example,™ it is possible for the income tax resulting from a buy-sell

agreement in an estate totaling $120,000 to exceed the estate tax on a prior law
estate of $303,000 and & current law estate of $469,000.

. I hasten to point out that because the current business situations under some
of these old buy-sell agreements may be far different from the situations existing
at the time they were executed ; it may be impossible for the parties to agree to a
change in the agreement. Even if the agreement can be changed, one party may

--now have great bargaining advantages he did not have at the time of the
agreement. '

D. Removal of oertainty in estate planning transactions

(1) I am not competent to'advise clients on the transfer or preservation of their
farms and closely held businesses. This lack of competence is not due to my own
lack of knowledge or_experience, but is due to the manner in which the uncertain-
ties of the future will affect the estate of a farmer or small businessman.

(a) Stight variations in the_values of the individual assets cf an estate can
greatly affect the tax elections made by the estate. As previously explained, this
problem is very serious after the death of the individoal.-Now, imagine what
dificulties are involved when you are not contending with just the possibility of
an agent’s valuation adjustment -but with an estimate of future values. Without
knowing even the date of death, much less the future economic fluctuations over
an unknown period, the fact is that these estimates of values cannot be made,
Without these estimates, the success or failure of my advice to clients becomes
& random event. A coin toss may well be as accurate.

. (d) To begin any disposition program is very dangerous because of the per-
centage requirements. The question is: should the farm or small business assets
be disposed of or should other assets be disposed of ? If you dispose of the farm or

- small business assets, the benefits, such as they are, of capital gains redemp-

tions,® and, worse, the benefits of the speclal valuation® and installment pay-
ment provisions ¥ may be lost. If you keep the farm or small business assets, these
percentage requirements will be met, but the clinet will not have sufficlent liquid-
ity to live in his old age, much less to pay taxes, If farm or small business assets
and other assets are disposed of pro rata, the individual will probably lose his
liquidity and is still likely not to qualify for the benefit provisions. -

After these considerations are explained to the client, if they can be explained
at all, the client s most likely to make absolutely no lifetime transfers.
'76 was intended to have exactly the opposite effect. I submit that the “lock in”
effect of uncertainty 18 far more serfous than the ‘lock in" effect of the old
law and {s far more unfair. What can possibly be more unfair than making a

% For example, assume tw%.brothen formed a purely service partnership with a zero
basis on January 1, 1972 and concurrently execated an insurance funded buy-sell agree-
ment to buy out the other at fair market value as of the date of death. Azsume the first
brother dies on December 81, 1081 with his partnership interest being worth, for estate
tax and buy-sell purposes, §120,000. Under current law there would clearly be no Federal
estate tax Bayable. But, adsuming the decedent’s basis remained gzero at his:death, his
eatate wonld receive & step “f of 60,000 in basis (one-half the apnrecigtion based upon
the date of acquisition and death), and his uugs would have a capital gains tax of $11,150,
and a minimum tax of $3.000, a total of $14,150 in Federal tax. By comparison. assuming
maximum marital deduction under prior law an adjusted gross estate of $893,000 a

na
* bnder current law as of 1081 an adjusted gross estate of $469,000 would both have paid

T | o
»ILR.C 30 A,
' LR.C. § 6166 and § 6186A.

i
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farmer or small businessman sit on a fence for the rest of his life simply because
he cannot decide upon which side to get down!

(o) Similarly, any attempt to diversify investments for balance or liquidity
would be fatal to a family plan. Of course, not to do 8o can be equally as fatal
because farming and small business both involve great economic risks. If an
estate is balanced and diversified, the provisions intended to provide relief
will not be avallable. If it is not diversified and balanced, even a short period
;):d})xilness decline or economic downturn can have disasterous effects on the

ual, . v
m’l‘h%re th!ey are again, the farmer and small businessman sitting together on .
at fence! - ’

(2) Even if the farmer or small busiuessman is able to decide to imple-
ment & gift or other lifetime transfer program, he must then gamble on the
selection of assets for such a prograin, He does not dare to give away an asset
which might decline in value because, if he does so in a taxable gift, the
previously high value will, in effect, be included in his taxable estate because
of the gross up provisions. Of course, the donee's basis would not be edjusted
for any post '76 appreciation since it is a lifetime transfer. A gift of property
which increases in value {8 taxed at its lower value; but, again, at the cost of
lower basis in the hands of the donee. But, the non-tax effects of giving appre-
clating property are far more important.

If an individual gives away all of his appreciating assets, he will be left with
only depreciating asset until they are fully depreciated. Then he will have
nothing, It iIs smsall consolation indeed that he also has no estate tax problems.

Which side should I tell my clients to get down? What I feel I must tell
clients is to keep depreciating asset and transfer only a small portion of their
appreciating assets. Again, a substantial “lock in” effect is the result.

(8) Even if a plan can be developed from the estate and gift tax point of
view, then income tax and, therefore, basis fmust be considered.

Basis may only be ‘“considered.” It cannot possibly be determined because
of a myraid of adjustments, all of which can be determined only after death,

To properly consider basis, the date of death must be first estimated, usually
by way of several hypothetical dates of death. Then the effects of inflation or-
deflation or both must be estimated. The best economists in the world cannot
do this well, much less the farmer or small businessman or their estate advisors.

This process is cumbersome, very expensive and imprecise. By way of example,
suppose you hypothesize dates of death, five, ten and 15 years in the future (for
a 60-year-old man, you should probably add 20 and 25 years), and inflation rates
of six percent,-eight percent and ten percent (the addition of four percent and
twelve percent would not be unwarranted). Then you hypothesize gifts of (1)
farm or small business assets, of (2) other assets, and (8) of a combination.
If you stop hypothesizing right here, you must work 27 examples. If you add
the possibility of the wife not surviving, you now have 54 examples. Considera-
tion of gifts of appreclating property, depreciating property, or both requires
162 examples. If you then think about 303 redemption or no 303 redemption (324
examples), special or regular valuation (648 examples), and deferred or non-
deferred tax payment (1,206 examples), any further consideration becomes
totally academic because the bill for the estate planning will be a significant
portion of the estate. :

The point is that unless you can do estate planning with a substantial degree
of certainty, it 1s the work of soothsayers, not rational ‘men.

The transition from logical thought to fortune telling has occurred. The ordi-
nary taxpayer can accept_the fact that he cannot understand the tax law in

_general, but I doubt that he will long accept the fact that he cannot understand

the tax law as it relates to him and bis family.

(4) I realize that to this point I have been addressing planning problems and
that, necessarily, planning must involve some uncertainty. However, the uncer-
tainty is not gone even when the farmer or small businessman dies. ‘

The executor or administrator of the farmer's or small businessman’s estate
will be faced with an unprecedented number of elections and choices to make
respecting both estate and gift and income taxation. Some elections may preclude
the making of other elections, some may, not with the result that the personal
representatives will be faced with permutations and combinations of elections
in a magnitude of possibilities which boggle the mind. )

Furthermore, the valnations reported in._the estate tax return and upon which
the personal representative bases his elections will be subject to e¢hange wpon

B
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examination of the estate tax return by the Internal Revenue Service. In many
cases, such & change will either disqualify an election or render it less advan-
tageous, In order to protect against such changes, the personal representative
will need to file a large number of protective claims for refund, protective claims
for election, and amendments, all of which will be prospective in nature.

The problems of carryover basis will be the most difficult. Carryover basis can
never be determined until the final estate, inheritance and succession taxes are
determined, but the time for making such elections usually expires with the
time for filing of the estate tax return.

The personal representative’s determination of basis i8 not subject to a statute
of limitations until the property is sold, perhaps a time well into the 21st cen-
tury.

At the other end of the spectrum, if the property is sold immediately after
death, it is possible that the reporting of the sale will be required, and the
statute of limitations on the sale will have run before the basis can finally be

~"determined. ~

The hardship which can result is that if after the statute of limitations has
expired on the income tax return the estate tax is adjused upward, not only
will the additional estate tax be payable, but also, an otherwise proper income
tax refund resuiting from increased basis on account of increased estate taxes
will be denied by the statute of limitations.

IV, RECOMMENDATIONS

-— (a) Do away with carryover basis and most of the problems are solved.
(1) 808 stock is again eligible under 803. Closely held stock and farm land
again can be so0ld in an amount necessary to pay the tax.
(2) You get what you pay for in the reevaluation of closely held stock and
farm land.
(8) Special valuation elections make you pay the penalty later in income tax.
(4) The entlty purchase financing problem is alleviated because the insurance
value is reflected in the stepped up stock value.
(d) If you cannot do that, thdn at least:
(1) Cure the 808 taint on death for closely held business. And clearly say so.
¢ (2) Permit 303 redemptton for all taxes, including state and federal income
axes.
(c) Reduce 303 redemption percentages tests to the old 35 percent of gross es-
tate and 50 percent of taxable estate. It worked. It could be understood.
(d) Permit refinancing under tax liens.
. (e) Permit altered elections on disqualification of special use valuations and
/ allow basis adjustments therefor.
(1) Consider special treatment for lump sum buy-sell agreements settlement,
perhaps by ten-year averaging or other lump sum relief provisions.

" [Reprinted with permission]

CARRYOVER BasIS: OPENING PANDORA’S Box
(By Byrle M, Abbin*)

History in replete with instances where the “last item affecting a major ¢om-

promise” har become more significant than all of the issues originally considered.

As radical as such changes as unification of the transfer tax system, the increase

of the marital deduction, and the taxation of certain generation-skipping trans-

fers now appear, it is very possible, in time, that the carryover basis provisions of

-~ - the 1976 Tax Reform Act will prove to have the most far-reaching impact upon
the taxpayer, . :

Agitation for estate and gift tax reform has been around for several years.

In 1969, the Treasury Department joined the reform “band-wagon” by issuing

a lengthy study of the estate and gift tax law, together with recommended

~- - changes.' Most of the changes approved by Congress in the 1976 Tax Reform Act

were forecast in this report. Among these recommendations was a change in the

¢The author, a C.P.A,, {s a tax partner in the irm Arthur Andersen & Co., Chicago, Mr.
Abbin recently spoke at the Chicago Estate and Gift Tax Seminar, sponsored by Trusts &
Eetates. The author wishes to acknowledge the valuable assistance of David K. Carlson, tax
manager, also in the Chicazo office.

1Tax Reform %t:dlu and Proposals presented December 1968, publisked February 8,
1969, jointly by Committee on Ways and Means and Committee on Finance of the U.8.
Senate. For an excellent summary and bibli%upa{ blequound to the 1960 TRA, see
“Bac und Materials in Federal Estate and Gift Taxation” published March 8, 1978, by
Committee on Ways and Means. .
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law which had accorded a “‘tax-free” step-up in basis to certain assets included
in the gross estate of a decedent.

The “tax-free” step-up basis has been consistently presented by many reform-
minded commentators as one of the major tax loopholes In the Internal Revenue
Code, It afforded a taxpayer a means of avolding the payment of income tax
upon the unrealized appreciation inherent in an asset by simply holding it until
death. The arguments for and agalnnt the basis step-up have been chronicled in
many articles and position papers.®

Essentially, the attack upon the basis step-up normalily rested upon two argu-
‘ments, both of which were ultimately cited fn the various Committee Reports
Issued jn conjunction with the 1976 Tax Reform Act. First, it was contended
that ity discriminated against those who sold appreciated property during their
lifetithe, and were thereby forced to build their estate with aftertax proceeds, and
favored those who chose to retain their assets until death. Second, it was found
to create a “lock-In” effect that induced individuals, who might otherwise dis-
pose of appreciated property, to defer disposition until death.

In recognition of the probabflity of change, the American Banker's Assoclation
proposed an alternative entitled, “The Additional Estate Tax” (AET).* This
“alternative” represented a flat rate capital gain tax upon unrealized appreciation
which was camouflaged and collected as an estate tax.

THE COMPROMISE

The give and take of the legislative process, including strong pressures for
rellef to farmers and small businessmen from “excessive” transfer costs and
liquidity problems, resulted In an increased marital deduction (i.e., for estates
of up ¢to $500,000 and for the firet $200,000 of gifts), a unified credit in lieu of
the prior gift and estate exemptions, and a speclal use valuation for real estate.
However, the benefits assoclated with these measures would have been severly
reduced, or eliminated by a provision requiring the immediate income taxation
of the appreciation in a decedent’s assets at death. Thus, a last minute com-
promise was effected, resulting in & carryover basis subject to modification for
December 31, 1976 value.* Two ostensibly palatable aspects fiowed from this: (1)
delay of taxation until a transaction of sale or exchange, and (2) minimization
of the impact of the change for some time as a result of a December 31, 1976
“fresgh-start” valuation date.

Stated simply, the 1976 Tax Reform Act under Act Section 2005, which adds
Section 1028 to the Internal Revenue Code, provides that wiih certain modifica-
tions, a decedent’s predeath Federal income tax basis now will carryover to his
estate and ultimately the beneficlary thereof, irrespective of the value of the pro-
perty actually reflected in his Federal estate tax return. It is sigmificant to
realize that this change affects only the income tax port'‘n ‘of the Internal
Revenue Code (Subtitle A, Chapter 1, Subchapter 0). It -, affected by, and
determined with reference to, Chapters 11 and 12 under Suotitle B comprising
estate and gift taxes, but does not create an estate or gift tax liabllity. Thus, the
carryover basis provisions have application only to the recipient of the trans-
ferred property, and Irrespective whether or not the estate is subject to a trans-
fer tax.® A complementary carryover basis provision affects lifetime gift trans-
fers; however, the mechanics differ somewhat in application.® In either event,
it,he transoéerors holding perlod will carryover and tack on the tmnsteree‘s hold-
ng period.

“Oarryover Basis Property” is defined to be any property aoquh'ed from or
passed from a decedent and which is not speciﬂcally excluded by the new pro-

'Couy. “Possible Changes in the Basis Rule for Property Transferred by ‘Gift or af
th,”” 50 Taxes 881 (1972); Cove {“Burrey, and Westfall, ‘‘Perspectives on Suggested
Revisions ln Federal Estate and Gift Taxat on, ' 112 Trusts & Estatee 102 (1878) ; SBomers,
“The C or a C; uu Gains Tax at Death,” 52 American Bar Assoclation Journal 340
21986) ser, ‘T e Case Agalnst a Capital Gains Tax at Death,” 51 Amerjcan Bar
lsochhon ournal 851 (1065 )
mmentary on Pro K.osed 'ax Reform Affecting Estates and Trusts, The American
Bnnkers Assocutlon 107 Aggendlx A, Section 2, included in background material footnote
1. ‘Sggen, at avlgea 881, 43
1 1

See, 1028 n;.
¢ Bec. 1015¢d) (8). , .

v
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visions.” These exclusions from the application of the new carryover basis prop-
erty rules include: (1) income in respect of a decedent; (2) life insurance
proceeds; (3) certain joint and survivor annuities and payments received under
certain deferred compensation plans; (4) property included in an estate but
which has been disposed of by the transferee prior to the donor’s death in a
transaction where gain was realized; (8) stock or stock options to the extent
income 18 includible in gross income; and (6) property relating to foreign per-
sonal holding companies.® Additionally, household goods and personal effects may
:fgludeg from this characterization if the executor elects, up ¢o a limitation of
,000,

‘Property acquired from a decedent is defined in a broad, all-encompassing
context, including revocable transfers, property passing as a result of an exer-
cise in a decedent’s will of a general power of appointment, a surviving spouse’s
interest in community property, obviously property acquired by bequest, devise,
or inheritance and any property acquired from a decedent by any means if
estate tax is imposed on such transfer. /

FOUR ADJUBSTMENTS TO CARRYOVER BASIS

The adjustments to a decedent’s basis are four in total, two of which are pri-
mary. These are amounts which may add to the decedent’s basis for use in deter-
mining gain or loss upon sale by a transferee and for purposes of computing
depreciation, depletion, or amortization." The two primary adjustments are (1)
a “fresh-start” adjustment to the December 31, 19768 fair market value * and (2)
an adjustment for death raxes comprising both Federal estate tax and state
death taxes (estate or inheritance), attributable to post-1976 appreciation?® Ad-
ditionally, to the extent applicable, an aggregate minimum basis adjustment of
$60,000 is provided,'* and lastly, basis can be increased to the extent of death
taxes attributable to post-1976 appreciation paid by the transferee (recipient) of
the property.**

These adjustments are to be made in the order set forth above, i.e., beginning
with the December 31, 1076, fresh-start and progressing through to the addition
for death taxes paid by the transferee of the property.’® As these adjustments are
made, except for the “fresh-start’ adjustment, they may not accumulate (l.e.,
increase) the basis above fair market value of the property? on the date of
death or the alternative valuation date if that is elected. This upward limitation
also includes a special use valuation for certain farm and business real property
where the election to reduce the value from its highest use to special use has been
recognized in filing the estate tax return.’®

FRESH-START

“Fresh-Start” Adjustment.—As noted above, the December 31, 1976 “fresh-
start” adjustment was a compromise thrown in at the last minute in order to
obtain passage of the estate and gift tax reform, avold immediate taxation of
appreciation as a capital gain at death and yet utilize the carryover method in a
manner amenable to the more conservative elements of Congress. The rationale 1s
tbat in order to accord the estate and beneficiaries of all decedents dying after
December 381, 1976, a transitional approach into the carryover basis, a “fresh
start,” providing a stép-up in basis for purposes of determining gain only, is

avallable for all assets which a decedent is treated for estate tax purposes as .

holding on December 81, 1676. Under this “fresh-start” provision, the stepped-up
basis qf qualifying property will be the higher of (1) the decedent’s adjusted cost

7 8ec. 102321) {1 .
8 8ec, 1023(b) (2).

® Sec, 1023(b) (8).

10 8ec. 1023(f)(1); Sec. 1024(b) ; Since the surviving spouse’s share of, communitg
property is considered to be uired from a decedent, it woul npll)le;r that consistent wit
marital deduction transfers, tLe “fresh start” and $60,000 minlmum basis adjustments
(but not the death tax add-on) would apply.

u gee. }?8 a) (1) ; Sec. 167(g).

95-02¢ O <177
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basis or (2) the fair market value of such property on December 81, 1976.* In
other words, the “freshstart” adjustment increases the tax basis under the second
alternative from the decedent’s cost basis to the falr market value on the “fresh-
start” valuation date, It is important to note that the adjustment for December 81
1976 “fresh-sart’ value is applicable only for the purpose of determining gain.
If the original cost basis in the hands of the decedent is higher, that basis carries
over under the new provisions for purposes of boh determining gain and loss.
This distinction can be better understood through the example in Exhibit 1. As
will be discussed below, one ambiguity in the 1876 Tax Reform Act involves the
computation to determine the amount of the death tax add-on when the “fresh-
start” valuation is involved, since basis for purposes of determining gain only is
affected by December 81, 1876 value.

Property acquired on or after January 1, 1977 will have a basis of cost even
it this exceeds the date of death value. Cost basls will be increased by the amount

of the death tax add-on, only if the total does not exceed fair market value at date
of death.®

EXHIBIT |

A B c

$300, 000 , 000 $300,
400, 000 ’ﬁ,m zoo%
100; 000 500, 000 100, 000
50,000 .........v.... 130,000/
56, 000
400, 000 500, 000 230, 000
150, 000 500, 000 159, 000

1 Death tax on apprecistion element should differ when determining dasis for gain and foss since fresh-start value is
utilized only in determining dasis for gain; thus, the spprecistion slement is greater in determining basis for loss compu-
tation, resulting in & grester death tax add-on.

Faols

Assume a decedent acquires unimproved investment real estate on June 80,
1970, at a cost of $175,000. If, upon his death on May 81, 1979, the real estate had
a Federal estate tax value of $925,000, the December 81, 1976, basis adjustment
would be computed as follows:

Step One: Ascertain total appreciation occurring over period during which dece-
dent held property: .

Exasrr II

Federal estate tax value..._.._.. e ————— $925, 000
Adjusted cost basis of property. oo ccoeeeee (175, 000)
Total appreciation. .. - - —aew 150,000

Step Two : Determine number of days decedent held property prior to January 1,
1977, and total days held: -
June 80, 1970 through December 81, 1976, oo 2,876
June 80, 1970 through May 81, 1070 8, 257
Step Three: Compute ratio; 2,876 days divided by 8,257 days equal 0.7295.

Step Four: Apply ratio to total appreciation; $750,000 by .7295- - 7,
Step Five: Determine adjusted basis : )
Decedent’s adjusted cost basis._ . _____________________________ $116, 000
December’ 81, 19776 adjustment—_ . oo ... ———— - 7,125
“Fresh-start’’ basis (before death tax add-on) ... ___.____ 722, 125

Further, the “fresh-start” basis would be $722,125 even though decedent had
appraisals (or more concretely, a firm purchase offer for $1,250,000) indicating
that the properties December 31, 1976, fair market value was $1,250,000.

1 Sec. 1023(h) ; Sec. 1028(a (12 s Fair market value limitation applies only to Sec.
1028 (c), (d) and (e) ; See, 1028 f)(l). Committee Reports to the contrary have been
tegng:el'eiigzea tl:))l:el;n error'.th 1 f determing ain.”
« « « ‘then for purposes of determinin, n.'

R Rec. umft)m. parp : 88
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The method of determining the “fresh-start” fair market value at December 81,
1976 depends on the nature of the particular assets. A different approach is in-
volved for marketable bonds and securities and all other property.”

MABRKETABLE SECURITIES

“The normal methods previously employed for the valuation of listed securities
for Federal estate and gift tax purposes are to be used to ascertain the valuation
of any security held by decedent on December 81, 1076, for which there was on
such date a market on a stock exchange, in an over-the-counter market or *other-
wise,” ® Based on the Conference report,* the definition of market would not seem
to be restricted just to listed securities on a demonstrable market, but seems
broader to include “securities for which market quotations are readily available’
and “common trust fund units.”” As will be discussed below under problem areas,
undoubtedly this definitional problem will become & inajor area for contention
because of the differing interpretations espoused by the drafters and that which
probably will be set forth in regulations and the taxpayers' broader viewpoint of
what that term means.

It should be noted that the “fresh-start” valuation rule applies only to asset
that have passed through an estate.”® Thus, if assets held on December 81, 1976,
are the subject of a lifetime gift transfer before a decedent dies, the donee does
not get a “fresh-start” step-up and his gain or loss will be based on the gift tax
carryover rules. However, if such donee holds the assets to his death, the “fresh-
start” basls adjustment will be applicable. On the other hand, marketable se-
curities owned on the “fresh-start” valuation date do not have to be included in
the decedent’s estate directly so long as the property in his estate actually re-
flects the basis thereof, i.e., a substituted basis resulting from a tax-free stock
exchange.® It is evident that under extreme circumstances reference may be re-
quired to be made to the December 381, 1978 values many years after the com-
mencement of the 21st century.

Mandatory daily basis Formula.—For all property other than marketable
bonds and securities discussed above, a mandatory formula valuation approach
1s provided in order to avold the necessity of obtaining appraisals for such prop-
erty held on December 81, 1876, ¥ .

Under this formula the amount of appreciation occurring prior to Decem-
ber 81, 1976, for which a step-up in basis is granted, is calculated by multiplyin,
the total amount of appreciation occurring over the entiire period during whiec
a decedent is treated as holding the property by a ratio. This ratio i{s determined
by Qividing the number of days that the property has been held by decedent before
January 1, 1977, by the total number of days that he (she) held the property.
For an example of the computational steps required, refer to Exhibit II.

The principal assumption underlying the special valuation method is that ap-
preclation occurs with reference to the property at a constant.rate over the
entire holding perlod. It is evident that this formula may result in substantial
inequities. For example, if expert appraisals from a number of reputable ap-
praisers indicated that as of December 81, 1976, the fair market value of real
estate was $500,000 dollars, and that at the time of death In 1879 depressed
market condtions resulted in a reduced valuation of $350,000 dollars, the “speclal
valuation method” still would require a basis calculation such as that delin-
eated ahove. Thus, the tax basis of the real estate carried over to the trans-
feree would be limited to a percentage of $350,000 dollars in spite of the avall-
abllity of experts’ appraigals reflecting an amount substantially higher. On the
other hand, if, under the facts above, the property consjsted of shares in lsted
companies, the “fresh-start” basis would have been at the higher amount of $500,-
" 000 dollars. It should be evident, however, that the correlative also is true. The
.Inequity may be in favor of thie taxpayer and his transteree as well as contrary

12 e, 1028(h) (1) and (2).
33 Ran, 10230h) (2V(B) (1),
2 “Marketahle bonds or securitles are . . . securities locally traded for which ouota-
:lot;: fc‘a:d readily be obtained from established brokerage firms; and units in a common
rust fund.”
% “If the adjusted basis immediately before the death of the decedent . . .” Sec. 1023(h) ;
i 5::2'1“2‘:/ g; /sfse._'lozs: Carryover basis for certaln property acquired from a decedent dying
» Sec, 1023&{(1). If the adjusted basis , . . of any property . . . reflect the :dJthed
" basis of any marketable bond or security on December 3{ wa' o
# Bec. 1023(b) (2) (A), 7 ' ‘
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to the best interests of the Treasury, if the dsset being valued under the formula
had a depressed value on December 81, 1076, and substantial growth occurred
after January 1, 1077. .

Undoubtedly, the main area for contentlon between the use of the market
value approach and the mandatory formula approach for determining Decem-
ber 31, 1876, value will involve buy-sell agreements. Often, buy-sell agreements
set a valuation in terms of book value. Disregarding the propriety of using this
approach, if it is assumed that on December 81, 1876, the book value of a com-
pany was $800,000 and $1,000,000 in 19885, when the decedent died and the com-
pany repurchased its shares, under a narrow interpretation the mandatory spe-
cial valuation method calculation will be required since the corporation stock
was not Hsted on an ascertainable market.® Even though the market value of the

~ shares of decedent was fixed and determinable as of December 81, 1976, the book-

value formula would be ignored. Thus, while most of the appreclation occurred
prior to 1976, the Tax Reform Act mandatory formula requires-the arbitrary as-
sumption that the appreciation occurred at an even rate over an entire holding
})erltg.mlbx} this situation, a result occurs that both is economically untrue and
neq e.
" As another complicating factor, a substantial improvement to property is to
be treated as an acquisition of separate property.” As a result, the determination
of the December 81, 1976 basis-adjustment for one property entity may involve a
number of separate formula calculations whenever substantial improvements
have been made. It will remain for the regulations to amplify upon what {s meant
by & substantial improvement to property.

Depreciadle/depletadle property.—For depreciable or depletable property, the

. same mandatory formula described above applies. However, this formula is

amplified by subtrecting from Federal estate tax value of the property the

amount of depreciation, amortization or depletion claimed for the entire period .
the property has been held by the decedent.® The net difference between the

adjusted Federal estate tax value and the decedent’s carryover basis is subject

td the daily basis fraction. To the amount deemed as occurring prior to January 1,

1077, i1s added the amount of depreciation, amortization or depletion claimed

prior to December 81, 1976. The result is to exclude from the “fresh-start” adjust-

ment depletion, depreciation or amortization claimed subsequent to December 31,

1976. To follow the mechanics of this computation, refer to Exhibit III.

DEATH TAX “ADD-OK” (2)

The second major adjustment to the decedent’s basis is the “death tax
add-on.” * This Mmited step-up in basis is provided to the extent of Federal and
state death taxes allocable to the unrealized appreciation element only (the
excess of fair market value at the date of death over cost basis, or if applicable,
the excess over the “fresh-start” adjustment). As noted above, the death tax
add-on 18 considered after the *fresh-start” adjustment, if any, {8 made. The
amount is computed based on the ratio that the appreciation element is to the
total fair market value subject to the estate tax. This calculation is made on
an individual asset-by-asset basls and there 18 no netting of appreciated and de-
pr::liat.fd assets to determine the unrealized appreciation for the estate as a
whole.

Facts

If decedent’s real property in Exhibit II was used in a trade or business and,
therefore, subject to depreciation, the “fresh-start” valuation adjustment calcula-
tion 18 a modification of the basic approach. It is assumed for purposes of the
example that the original cost of the asset was $175,000; that its adjusted cost
basis at decedent’s date of death, May 81, 1979, was $50,000 (original cost, less
$125,000 depreciation claimed) ; and that its adjusted cost basis at December 381,
1976, waa $100,000 (i.e., $175,000, less depreciation claimed $75,000). The adjust-

EXHIBIT III

sl mmE:
® See. 1023(h) (2) (B} (1) and (11).

% Sec, 1028({c)

"?ge: “. .. the adjustment is lmited to the portion of the Federal Estate and State
Estate taxes that is attributable to the appreciation . . . that portion for each individual
carryover basis asset is determined . . .”
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ments to basis are solely attributable to depreciation and the Federal estate tax
value of the property was $925,000.
Adjust the Federal estate tax value of realty for total depreciation

taken by decedent between date of acquisition and date of death:

Federal estate tax value._._.__._ emeceemmcmacmmee——aa $028, 000
Less total depreciation taken by decedent ($175,000—$50,000)... 1285, 000
800, 000

Federal estate tax value, a8 adjusted oo ooeeeeeecoe-

Determine the amount of appreclation inherent in asset values, as
adjusted :

Federal estate tax value, asadjusted o _____ 800, 000
Adjusted cost basI8_ e 50, 000
Total appreciation .. oo e 150, 000
Determine number of days decedent held property prior to January 1,
1977, and total days held: - - ,
June 80, 1970, through Dec. 81, 1076 ________ 2, 876
June 80, 1970, through May 81, 1979 _ . el 8, 257
Compute ratio: 2,376 days divided by 8,257 days_ . _____ 0. 7205
Apply ratio to total appreciation : $750,000 times $0.7205.. ... $547, 125
Determine amount of “fresh-start” basis: o
Decedent’s adjusted cost basis® ____ e $50, 000
Depreciation through Dec. 81, 1976 . oo meeeeeem 75, 000
“Fresh-start” adjustment for appreciation through Dec. 31, 1976__ T, 125
“Fresh-start” basls (before tax add-on) oo oo _ 672,125
“Fresh-start” basis of property not subject to depreciation._..___. 722,125
“Fresh-start” basis under-above example____________ eimccmecenae 072,125

Difference—l.e., amount of depreciation taken by decedent be-
tween Dec. 31, 1976, and date of death.___________________ 50, 000
No basis adjustment was accorded for the $50,000 depreciation taken by decedent after

Dec. 81, 1876. This can be demonstrated by comparing the ““fresh-start” basis of the unim-
proved realty computed above.

No basis adjustment is to be made with reference to property for which a char-
itable or marital deduction is allowed (or the surviving spouse's share of com-
munity property), since these transfers are considered not subject to estate tax.®
This computation is exemplified in Exhibit IV, The amount of the adjustment,
under this computation, 1s determjned with reference to the average applicable
death tax rate, Thus, each asset is accorded equality of treatment without re-
quiring & decision as to the first and last asset on a stacking approach, )

Minimum $60,000 basis—The third adjustment to the decedent’s basis is the
860,000 minimum basis.” * If the $60,000 exceeds the aggregatte basis of alt
carryover property after both the “fresh-start” and death tax add-on adjust-
ments have been made, then the basis of such appreciated carryover basis prop-
erty will.be increased by this difference up to $60,000. Again this adjustment is
;equlre;l b*t: tl)e apportioned to all appreciated carryover basis property on an asset-

y-asset basis.

Suocession tazes paid by transferee.—The fourth and last adjustment which s
to be made only after the other three have been made in consecutive order, is that
for certain state- succession taxes paild by a ¢ransferee of property.® Thus, a
tranferee recelving appreciated carryover basis property will be entitled to
increase the basis of such property for the state succession taxes attributable
to post-1976 appreciation. In order to quality, the transferee must receive prop-
erty from a decedent and pay death taxes with respect to such property for which
the estate is not liable.

\

814,
 Bec, 1023(d).
% Sec. 1028(e).

\
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Reconstructing unknown bdasis—For those many situations likely %o exist
where decedent’s basis is unknown, it is considered to be fair market value on
date of acquisition by the decedent assuming decedent pair fair market value.™
If the decedent was not the acquiring party, basis will reflect that of the last
preceding holder whose basis was determined in a taxable acquisition.” Thus, it
is impartive to ohtain all information with respect to acquisition date and acqui-
sitlon coet basis Of all property heid on December 31, 1976. Falling exact infor-
mation, reconstructions with as close approximations as possible would appear
to be a necessary act for all property owners.

EXHIBIT IV

Assume that decedent’s total estate subject to tax was $6,150,000, and that
US and State death taxes totaling $3,583,800 were pald on the asset in Exhibit II.
. The amount of tax add-on adjustment based on the prior example is calculated
in the following manner: )

Determine baeis of property :
Decedent's cost basls e $175, 000
“Fresh-start” basis adjustment J— e m— e —— 647, 125
Adjusted basis_._.. —— - ——— 722,125
Ascertain total appreciation subject to add-on adjustment:
Federal estate tax value. . o 925, 000
Less: adjusted basis_ e -— (722, 125)
Net appreciation subject to add-on.________._____ 202, 875
Calculate amount of add-on: $202,875 (net appreciation) over
$6,150,000 (total estate subject to tax) divided by $8,6388,800.._.__ 116, 578
Determine basis of the real estate : ' T
Decedent’s basls . cc—c————— 176, 000
“Fresh-start” basis adjustment . o 547,125
Tax add-on adjustment . oo 116, 573
Total basls. e 838, 698

As noted above, the “fresh-start” adjustment is relevant for determining tax-
able gain only. The decedent’s carryover basis, plus the tax add-on adjustment,
however, are relevant for determining both the taxable gain or loss from a sale
or exchange. Thus, a taxable gain would be recognized from a sale of the real
estate at & price {n excess of $838,698, while a taxable loss would occur only as a
result of a sale at a price delow $605,051 (l.e., $175,000 (decedent’s carryover
gas;;) 53&11:00 $4380,951 (tax-add-on adjustment)). $750,000 over $8,150,000 divided

y 0 'y 5 .

Household goods exclusion.—A special exclusion is also provided for personal
and household effects of the decedent to the extent that the falr market value
does not exceed $10,000, if so elected by the executor.”

New basis rules for gifts.—Similar but not identical rules are provided to in-
crease the carryover basis for US transfer tax (but not state gift tax) allocable
to the appreciation element only of lifetime gift transfers.® This new rule sub-
stantially reduces the carryover basis for lifetime transfers, since under prior
law the bagis was increased by the entire amount of the gift tax incurred (limited
80 the adjustment could not provide a basis in excess of the assets’ fair market.
value on date of transfer). Thus, there will now be complete parity in adjustment
for lifetime and death transfers. In lifetime transfer situations, net appreciation
is the excess of fair market value over the adjusted basis of the donor immedi-
ately preceding the gift.

PROBLEM AREAS

Prodlem arcas—Estate executors are now confronted with expanded duties.
They must ascertain with reference to “carryover basis property.”
The decedent’s adjusted tax basis for all property includible in his estate,

= §ec. 102 3).
"lgc 8 () (3)

SR -
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The fair market value of all such property as of the date of death, the alternate
valuation date, and In the case of listed securities, a8 of December 31, 1976, and
eaggn;g:ette, on an asset-by-asset basis, the amount of appreciation inherent in

Calculate the December 81, 1976 basis adjustment for all assets other than listed
securities using the “Special Valuation Method.” Modify the basis of such aesets
to reflect the tax add-on adjustment, consldering the effect of revenue agent
adjustments. ’

Keep estaté beneficlaries informed as to the correct Federal income tax basis
of property received from a decedent.”

Noncompliance Penalties.—Moreover, the executor must furnish the IRS with
basis information as well as providing such information to each reciplent of
preperty from an estate, Failure to furnish required information may result in
renalties of $100 for each fatlure to furnish to the IRS, the total of which cannot
exceed $5,000; and $50 for each failure to furnish to each beneficlary, the total
not to exceed $2,500.“ It can be anticipated that the detailed duties of the exe-
cutor, as a result of the carryover basis rules, will be most substantial, not to say
frustrating.

DEFINING “MARKETABLE SECURITY”

What is a marketable security? The definition of marketable securities, espe-
clally those falling within the “or otherwise"” category, is likely to engénder &
substantial amount of litigation. Mentioned above was the buy-sell agreement.
Where the agreement covers a few shareholders or partners, it would appear
likely that regulations wiil conclude that such agreements do not create a market.
On the other hand, substantial organizations, such as brokerage and advertising
tirms, also use the buy-sell agreement extensively. In such larger firms, the com-
pany may, in essence, create a market by redeeming out retiring and/or deceased.
shareholders under a consistently applied formula approach. The number of
transactions occurring annually under these circumstances may be substantial.
It appears that this type of situation should qualify for more liberal treatment,
reflected by the Conference report which seems to go beyond a demonstrable
market.

Similarly, at the current time it is uncertain whether owners of interests in
investment partnerships or personal holding companies, whose entire asset
makeup consists of listed or marketable securities, can qualify for the “fresh-
start” approach based on underlying asset value, rather than be required to use
the arbitrary daily allocation approach. Clarification will have to await tem-
porary or proposed regulations and, again, perhaps ultimately court action. It
appears that listed securities held by trusts should not have the same problem
and the typical valuation methods would be utilized for determining Decem-
ber 31, 1976 value.

UNCERTAINTY REGARDING NEGATIVE BABSIS PROERTY CALCULATIONS

BECTION 808 DILEMMA

A very crucial problem arises with respect to the status of Section 308 stock
under the new carryover basis rules. Under prior law, little concern was given
to this stock, provided it would be held by the owner until death, since it was
considered that death cleansed the Section 306 taint. Actually, the taint was
not removed by death, but because of a new stepped-up basis. Since the provi-
slons of Section 308 will continue if the basis of the stock is “determined with
reference to the decedent’s basis,” * substantial concern exists that through the
mechanics of the carryover basis rules, as now written, basis will be determined
with reference to the decedent’s basis since the ‘‘fresh-start” adjustment and
the death tax add-on are merely additions to such decedent’s basis. This being
80, the Section 806 taint may continue indeflnitely until one of the disqualify-
ing transactions is effected, such as a complete termination of interest that
avoids ordinary income treatment.

Although an argument can be made that at least to the extent of the “fresh-
start” adjustment, the taint has been expunged, this approach does not carry

® All of Sec. 1028 ; see Footnote 41 infra. - ——
11 Sec, 6604 (a) and (b)-

# 8ec. 306 ; Regs. Sec. 1.8306-8(g).
# Regs. Bec. 1.&-8(0). (®
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certainty with it. Whether or not it was congressional intent to provide for
conjectural, but it would appear a change in treatment could not be accom-
plished by regulations, but rather would have to be done, if at all, through

amendatory legislation.
S8ECTION 808 REDEMPTION NOW CREATES CAPITAL OAIN

To the extent that Bectlon 808 stock is redeemed under a qualifying Secticn
808 redemption in payment of estate taxes and administration expenses, the
taint status is not overruled and the provisions of Section 303 will not control
completely.* Additienally, it would appear that when a Section 303 redemption
takes place, basis will be recognized to the extent of (1) carry-over, (2) the
“fresh-start” adjustment, and (3) the death tax add-on. This will reduce the
amount of taxable gain (usually ordinary income) upon effecting the redemption.

At the same time, it must be recognized that any Section 303 redemption
effected on or after January.-1, 1977, automatically may create capital gains
tax. In fact, this will affect all buy-sell agreements whether they involve cor-
porate redemptions or cross-purchase agreements. Thus, in obtalning funds to
pay the death taxes, a capital gains tax will be incurred which cannot be
funded through a further Sectfon 308 redemption, since the provisions are limited
solely to providing for death taxes and not to income taxes generated in order
to fund the death taxes. As a result, additional consideration will have to be
given to a required lump-sum redemption or buy-sell which will bunch the capitat
galns and preference tax resulting therefrom into one taxable period. Addi-
tionally, consideration will have to be given to an installment payout, so that
the capital galns tax may be at the 25 percent rate or less if spread out over a
sufficlent period of time. .

_UNCERTAINTY REGARDING NEGATIVE BASIS PROPERTY CALCULATIONS

An especially acute problem, likely to be the source of substantfal controversy,
affects what typically has been termed “negative basis” assets. These ordiqarily
involve tax shelter type investments. owned either in outright form or quite’often
as a general or limited partner. Fecause of leveraging (l.e., substantial mort-
gage or other borrowing), the property owner’s tax basis is much higher than
his direct, personal equity investment.® Because of accelerated depreclation
and other operating expenses, including interest, usually deductions occur more
quickly than does the mortgage amortization that builds up additional equity.
As a result, after a short period of time, many of these investors (whether
owning in outright form or as a partner group venture) have realized more
tax deductions than their own direct equity investment. As a shorthand descrip-
tion, this is usually referred to as a “negative basis.” *

For outright ownership, it is possible to make the December 31, 1976 mandatory
formula calculation, although it is unclear what is the appropriate approach,
inasmuch-as it i3 necessary to deal both with positive and negative numbers.
For partnership interests, the problem is more acute inasmuch as the tax basis
not only reflects depreciation, amortization or depletion, but it also is affected by
other operating expenses, including interest, that generate the loss which reduces
the partner’s basis to a negative status. The accounting problems of determining
the amount of loss due to depreciation, amortization or depletion, as contrasted
to other items, could prove to be most difficult, if not insurmountable.

Even under the simpler example of direct ownership, it is possible for at least
four approaches to be used in determining the “fresh-start” basis as of Decem-
ber 81, 1976. One involves applying the daily ratio to the negative “appreciation
element” and offsetting this negative number by the positive dumber derived from
:h%:dd-ba;ek of pre-1977 depreciation. (The decedent’s cost basis is consldered

o be zero.

The other alternative positions regarding the carry-over basis of tax shelter in-
vestments are:

If the investment has a “negative” basis, the carryover basis should be zero,
since basis cannot be more than nor less than zero.

4 Regs. Sec. 1.808-8(d) should be read in context of the bal ;
primarily affects Sectfon 808 stock created after deatxb. ¢ ¢ balance of the paragraph; it
:ga" " 331}333- (ﬁgﬁ ’é.‘tlz‘ g“%f‘l?’ 92}51‘1- 770, at 863 (Dec. 1978); Th
; e Tax Bhelters, 'axes a X : The
Tax Reform Act of 1976, with the exception pri f  situ-
T Reform Act “‘Nnor. (rith the & D primarily of real estate, eliminates this situ
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The carryover basis should be equal to the cash sales price adjusted by the
applicable daily fraction.

A direct carryover of the negative basis to the transferee assuming that the
daily ratlo cannot be applied. This 18 the least desirable and the most strained
interpretation with respect to assets acquired prior to 1977, but would appear to
be the most likely approach applicable to assets acquired on or after January 1,
1977.

Flower bonds less desirable.—Based on a draftsmanship flaw, it would appear
that deep discount or flower Treasury bonds acquired on one’s death bed could
result in short-term capital gain: " it is understood that this is a very lkely item
for amendment in the 1977 Technical Amendments Act. Even so, the utility of
using these bonds, acquired at a discount for payment of death taxes at par, has
substantially been diminished because of the inherent capital gains taxes now
payable.

Obtain appraisals.—Should appraisals be obtained in spite of the unambiguous
words of the Section 1023 and Committee reports to the contrary?* Many are
reading the words or “otherwise” broadly ; in addition, some are suggesting that
this section is nonenforcible due to retroactivity or is unconstitutional for other
reasons. Others suggest that this segment is so complex that it is likely to be
amended and/or changed dramatically.” In any event, obtaining appraisals of
assets that may or may not fall within the definition of a marketable security
concept would. not appear to be harmful. However, one must evaluate the addi-
tional cost and likely benefit. =

Other prodlems.—One other problem area {nvolves the qualification for the
marketable security “fresh-start” valuation of stock subject to blockage valuation,
restricted stock under SEC Rule 144, and items such as certain corporate and
many municipal bonds for which quoted prices are not available. Qualification of
these items for the market value approach will, of course, have to awalt clarifi-
cation in regulations.

Lastly, during the perfod of administration, the tax basis of various assets
floats or is suspended, since all factor necessary to make a basis determination
will not be avauable with certainty until completion of the estate administration,

--including tax audits both by Federal and state authorities. Thus, any change
in estate tax payable or the valuation of included assets will affect the basis
step-up of every asset. As a result, protective refund claims and amended returns
lkely will become a common occurrence. The ultimate determination, too, is
affected by the fact that property finally distributed to satisfy a marital-trust,
or a charitable distribution, does not really receive a step-up, but until this de-
cision is made, it 18 impossible to know where the tax add-on and other adjustment
factors will be taken into account in allocating basis. .

Many planning aspects have become apparent to cope with the new carryover
hasis rules. First, with respect to lifetime gifts, it would be advisable to consider
as a subject of gifts, property acquired on or after January 1, 1977, that is not
affected by the “fresh-start” basis. When pre-1977 property is involved, it is well
to consider high basis assets litle affected by the “fresh-start” approach and those
that have substantial probability of appreciation.

8econu, avold where possible creation of Section 808-stock either from a pre
ferred stock dividend or an inappropriately planned corporate reorganization.
This especially should be the course of action until more liberal interpretation
in regulations is obtained and/or an amendatory code provisions is enacted.

Third, give special consideration whether to elect the special use valuation
afforded real estate used in farms and other businesses, inasmuch as the subse-
quent basis for sale is dependent, at least in part, upon this value, if the prop-
erty is held beyond the 15-year special use recapture period.

Fourth, because of the carryover of recapture (Sections 1245 and 1250) status,
consider a bequest of such property to low bracket heirs and devises. In fact,
because of the uncertaln nature of negative basls assets, perhaps the appropri-
ate consideration should be the transfer.of such type of assets to one's most
unfavored family member or enemy! On the other hand, conslderation should
be given to providing for a disclaimer of such Interest by one not desiring to step
into the recapture and negative basis shoes of the transferor.

“ See, Iouid; 3 sec, 1223(11). —
# ec. 1023(h tz;i
Fomel 8I*‘uture of Tax Reform: A Talk with Expert sr\anley 8urrey, December 15, 1976,
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Fifth, can advantage be taken of the mandatory dally basis formula by trans-
ferring, for business reasons, assets held a short period of time into existing
. corporations, partnerships or other business entlities that were created many years
prior to the “fresh-start” valuation date of December 31, 1976? The benefit, of
course, {8 to obtain the substantially increased numerator in the fraction, while
the denominator has been affected much less so proportionately. .

Sixth, a planned sale in contemplation of death under appropriate circum-
stances, where the transferor and his estate will be in the highest tax brackets
and it is known that assets will have to be sold to pay death taxes, may provide
lower overall taxes and other costs. Whether to do this depends on considera-
tion of the Federal and state income tax rates, preference taxes costs of admin-
istration and similarly affected items when contrasting the mathematlics of a
sale before and just after date of death. Income.taxes generated before death
become liabilitles of the estate and affect not only the tax liabilities, but also
distributions based on adjusted gross estate, 1.c.. marital deductions, amongst
others.

Seventh, subsequent to death, i.e, post-mortem, it may appear advisable to
effect a step-up in basis by making distributions in kind where discretionary
trusts are in existence. This will “wring out” distributable net income from the
trust and in the process step up the basis to fair market value in the hands of
the distributee. Similar considerations may be involved with distributions,
whether final or partial, from an estate where absorption of a large amount of
distributable net income through property distributions in kind will result in
step-up in basis. Likewise, trapping distributions from one fiduciary, i.e., estate
or trust, to another, may result in a step-up in basis to the extent that fair mar-
ket value of the asset exceeds its basis and the amount distributed is covered
by the distributing entity’s distributable net income.

Eighth, consideration must be given, consonant with local law, with respect
to a distribution of assets with differing tax basis among estate beneflclaries.
It 18 obvious.that amounts passing to charity should absorb low basis assets if
investment considerations are somewhat neutral. Similar considerations may
affect the funding of a marital trust on the basis that wasting assets such as
low basis property will reduce the amount remain{ng at the surviving spouse's
death. Obviously, this can be accomplished only if the.decedent provides such
flexibility, since fiduciaries may be concerned about their duty of impartlality
otherwigse and make distributions on a pro rata basis without specific instruc-
tions allowing them to do otherwise.

In general, it would appear that in drafting the appropriate will and trust
documents, more discretion should be considered to provide for the executor’s
and/or trustee’s capabdility of accomplishing a number of the planning consid-
erations mentioned above. Inflexible drafting will result in less capability of
post-mortem planning, let alone the possibility that violating the requirements
could fnerate capital gain, i.e., on a sale or exchange basis. In this context, it
would Appear evident that any marital deduction to be funded basad on a con-
sideration of decedent’s tax basis should be redrafted. Distribution of low basis

. assets to the marital trust also preserves higher basis assets in the residuary
as a source of immediate sale to pay death taxes and other expenses. The result,
of course, will be lower capital gains tax during the perfod of administration

It is evident that'the carryover basis is an extremely complicated area, one
fraught with substantial administrative problems, let alone technical drafting
problems as now written. It 18 one which does not satisfy those favoring the prior
law, let alone the reformers who are alreadying calling for its repeal in favor of
their desired capital gains tax at death.® In spite of all of the discussion and
haranguing over other changes of complexity and restriction, such as generation-
skipping trusts, it i8 suggested that carryover basis provide the greatest amount
of concern in the future. No longer will estate planning be a once or twice in a
lifetime act done with some expedition. Lifetime planning must give consideration
to carryover basis, the nature of gifts, the amount of potenttal capital galns to
heirs and the estate and fiduciaries powers in executing documents. Likewise,
similar considerations must be involved to accomplish effective estate administra-
tion and post-mortem planning.

- A
8 Footnote 49 Supra. also see Lensinger, Death anu Taxes—Drastic Changes in Rules
will Aftect the Market. Barrons, December 20, 1976,



03 N

STATEMENT oF Doris D. BLAzZEK, COVINGTON AND BURLING

[This statement is made by me as an individual, practicing attorney, and it does
not necessarily reflect the views or posttion of any organization or group with
which I may be assoclated or of which I may be a member.}

I. INTRODUCTION

Carryover basis is, without question, the most far-reaching and important pro-
vision in the area of estate planning and estate administration in the Tax Reform
Act of 1876. What Congress achieved for the surviving spouse and the small
estate in the form of the increased marital deduction and the increased exemp-
tion as a credit, it took away in the concept of carryover basis. .

The provision is an administrative nightmare. It affects every estate which
has an asset other than cash and insurance which has appreciated in value; this
is true even if there I8 no executor appointed and no federal estate tax return
is required for the estate. The cost of compliance to the taypayer will often
far exceed the amount of tax dollars at issue,

The economic impact of carryover basis is great. Though apparently meant to
place the taxpayer who sold an appreciated asset after death in the same posi-
tion as the taxpayer who sold such an asset prior to death, that objective has
not been achieved. Just as Congress “corrected” the inequities of the single tax-
payer who paid more tax than his married counterpart by creating a tax penalty
for married persons, so too the carryover basis provisions may operate, if the
adjustment to December 31, 1976 values is not applicable, to impose a greater
tax on the appreciated asset if it is sold after death than if it were sold prior
to death., Sales in contemplation of death will become a new estate planning
technique. Moreover, the post-death situation carries with i{t the necessity of
raising funds with which to pay the federal estate tax obligation of the estate.
As a result of carryover basis the esttae must now pay a capital gains tax to
ralse those funds. It is a tax which is generated by a tax. To that extent the
pre-death and post-death situations are inherently dissimilar.

Remember too that it is in the post-death situation that the family of the de-
cedent is required to cope with the debts of the decedent and the expenses of
administration, which too generate the need for liquidity and further capital
gains taxes, as well as the loss of the family’s main wage earner or the guiding
force in the family business.

In their efforts to plug a loophole perceived in the tax law, tax theorists forgot
or ignored the practicalities of estate administration and how people actually
live. To make certain that no dollar of appreciation escaped taxation within eapl-
tal gains concepts, all property (other than a few items specifically expected)
passing from a decedent is subjected to the new tax concepts and reporting
requirements. Intricate provisions were designed to acheive a precise equity
under the tax law (though not, in fact, achieved, as noted above and discussed
more fully on pages 20-21 below) at the sacrifice of simplicity. The current carry-
over basis provision is a law which invites evasion rather than compliance.

II. THE ADMINISTRATIVE PROBLEMS OF CARRYOVER BASIS

A. Determining the deocedent’s basis

Under the law as it existed prior to the 1976 Tax Reform Act, it was not neces-
sary for the executor or other recipient of property from a decedent to estab-
lish the decedent's basis in property held at death. Rather, one simply established
the value of the asset at the date of death or alternate valuation date and used
that value for both the federal estate tax and the basis for income tax purposes.
Under the carryover basis provision the date of death and alternate values will
have to be established, but now the executor will also have to establish the
decedent’s basis in each asset. Any “substantial improvement” {8 to be treated
&8 a separate asset. That is not a simple or easy undertaking.

Consider the decedent’s home. How many people have records from which the
cost and capital improvements over the years can be easlly and readlly deter-
mined. The answer is very few-—even among those sophisticated in tax matters.
Those records are required of the taxpayer if he sells his house prior to death,
80 why not require them after death? The answer is that the decedent is not to
reconstruct the facts needed; his special recollect'sn of what transpired is gone.
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However, the new carryover basis provisions place an afirmative burden on the
“executor”, often as a stranger to the decedent when-it comes to such intimate
personal financlal detafls, to establish that basis.

Consider the stock of a single corporation purchased in several lots. Each
lot is a separate asset for basis purposes. Stock splits and dividends complicate
the basis pleture. Congider the mutual fund investment in which the elderly
decedent opted for a dividend reinvestment and systematic monthly withdrawal
program. The basis of each share is aff< ted by each withdrawal and calculation
of basls is an intricate, complex, time-consuming matter.

While the taxpayer must deal with complex basis problems during his life, it
is unlikely he will have to fix basis in all assets at one time, To the extent he
hus accounting or legal fees in assisting in that determination, they will generally
be spread over his lifetime and be borne from his income. The carryover basis
provision means that the effort to establish basis of all of the decedent’s assets
must be met at death. The costs of that undertaking will often be significant. At
brokerage houses and transfer agents are swamped with requests for data on
decedents’ accounts, they will have to charge for this service which they now
provide free. The spectre of huge data banks as a new business has already
been ralsed. Who will bear these costs? The decedent's surviving spouse, his
children or other legatees, and since administrative expenses are a deduction on
the federal estate or fiduciary income tax returns, the Federal Government will
bear the cost. -

B. Household and personal effects

The carryover basis provision exempts $10,000 of household and personal
effects selected by the “executor” from the carryover basis provisions. In addit{on,
any such asset which has depreciated in value may not have a basis greater
than its federal estate tax value for purposes of determining loss,

Assets in the category of household and personal effects present speclal and
significant problems in this area. First, the problem of establishing the decedent’s
basly in such assets is particularly acute. As a prospective decedent, your aunt
may not be offended if you ask her the basis of the few shares of stock she
gave you on your sixteenth birthday, but consider her reaction when you ask
her what she paid for the large silver tray she gave you for your wedding.
Compliance with the new carryover basis provisions would require you to do
80. It is in this area especially that the new law invites evasion. Rather than
meet these imponderables, the silver tray will simply not appear on any inventory
of the decedent's assets.

How many persons kuow what they pald for the table in their dining room?
Perhaps it was acquired from others in the family. Even if they know what
they paid for the table, how many have a recelpt or records to prove the price?
Some would suggest that there Is no piroblem since the table will either come
within the $10.000 exclusion or will be a depreciated asset. That is simply not
the case, however, First, the $10,000 exclusion will not cover many middle-class
households. Different traditions in the valuation of tangible personal property for
probate and for tax purposes have developed In different states. In those states
which require appraisals at full fair market value to be filed with the court, most
notably in the northeast, the value of the middle-class decedent’s personal and
household effects often exceeds $10,000. That limit on the exclusion i8 too low.
Second, the “‘executor” must, of course, know the basis of the table in order to
establish the asset is, in fact, a depreciated asset.

The election with respect to which assets are to be included within the $10,000
exclusion also creates problems. It ix to he made by the “executor”, and “exec-
utor” is defined within the Internal Revenue Code to include any person in pos-
session of property from a decedent if no executor is qualified. Therefore, if no
probate s required in an estate, there may be competing elections; each child
will elect to have his share of the household and personal effects come within the
§10,000 exclusion. Also, problems arise if the value of any item within the exclu-
sion'is raised on audit.

C. The incredidle calculations

Once basis is established the new law provides for four possible adjustments
;o basis. Each adjustment turns on caleulations made in the precedlng ad-
ustment.

The adjustments must be made with respect to each asset, and even a modest
estate will have many assets. Moreover, there may 1ot be one, but several bases,
for a single asset since the adjustment to December 31, 1976, values i3 made
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only for the purposes of determining gain, not loss. Since only assets subject to
tax qualify for some of the adjustments, assets will have a different basis if allo-
cated to a marital deduction share for the spouse than if allocated to the residue.
Basis will be suspended during the period of administration until that allocation
is made. That means there may be as many as four possible bases for a single
asset.

For example, assume that an estate of a decedent dying after 1980 consists of

two assets: Asset X, the family home, has a basis of zero and a value of $500,000
and Asset Y, marketable securities, has a basis of $500,000 and a value of $500,000.
The will contains a maximum marital deduction pecuniary formula clause, so the
surviving spouse receives one-half of the estate, or $500,000. The federal estate
tax, after allowing for the $47,000 unified credit and the state death tax credit of
$12,400, would be $90,400. If Asset Y, the marketable securities, is used to fund
the formula provision, the basis of Asset X, the house, is increased by the full
amount of federal estate tax, or $96,400, but if Asset X, the family home, is so
used, there is no basls increase for federal estate taxes paid. Thus, the basis of
each asset is “suspended” until distribution is made. Tax factors now significantly
affect decisions on which assets to sell and which to distribute to whom—deci-
sions which should turn on investment and family considerations.
. These adjustments will have to be made to comply with the reporting re-
quirements which accompany the carry over basis provisions. Nor is it a matter
of doing the calculations just once with respect to each asset. Basls calculations
will be needed after the estate is open to determine which assets to sell to raise
funds; if the basis report is due with the federal estate tax return, they will have
to be done at that time; and they will be done again when audit of the federal
estate tax return is complete. .

The elements of the calculations (average federal estate tax rate) are such
that the change on audit of one dollar in value of any carryover basis asset sub-
Ject to tax will change the adjusted basis of every such carryover basis asset in
the estate. Doing the laborious calculations will consume incredible amounts of
professional time and will greatly increase the cost of administering an estate.
Computer services may ultimately be available to expedite the procedure, but
there will still be substantial additional expense to the estate, and it may be
difficult for accountants aud practitioners in a general practice to avail them-
selves of such services. Experienced accountants, attorneys and banks are still
wondering, ten months after the Tax Reform Act passed, how they will cope
with these calculations. Again, the costs of compliance are likely to far exceed
the amount of tax at issue.

D. The reporting requirements

The Tax Reform Act requires every ‘“‘executor” to file an information report
on carryover basis property with the Internal Revenue Service and with the
recipient of the property. The requirement carries with it a maximum penalty
of $7.500 for failure to comply.

“Executor”, as noted earlier, is defined for this purpose as the recipient of any
property acquired from the decedent. It is this requirement which hits the sur-
viving spouse who receives $500 in joint carryover basis property from her de-
ceased spouse, If there is no asset which must be probated, the survivor may not
he advised of the reporting requirement. There is clearly no federal estate tax
return due, yet the spouse will face a penalty of $100 for her failure to report to
the Internal Revenue Service the basis of this asset. Presumably she would not
be assessed a penalty for failure to report to herself as beneficiary.

The, reporting requirement penalties have made banks and others reluctant
to serve as executor. Often the decision of whether to serve must be made be-
fore full financial information can be developed. Rather than risk not being able
to comply with the reporting requirements or to be able to do so only after great
expenditure of time, executors will simply refuse to serve. This effect of the
carryover basis provision hits the small and middle size estates the hardest,
whose fees do not compensate for that added risk.

With all of the complex calculations and reporting requirements, two prac-
tical questions are paramount. First, what will the Internal Revenue Service do
with the basis reports? Does it have the funds and capability to match the re-
ports with the subsequent sale reported in the income tax return of the bene-
ficiary, or, as is more likely, will the reports simply be held and then ultimately
shredded as the press recently reported occurs with many forms 1089? Second,
is the beneficiary bound by the executor's determination of basis? There will be
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many {nstances in which the decedent’s basis is not clear. In those cases, it would
appear that the beneficlary is not bound by the basis reported by the executor
with respect to assets received and subsequently disposed of by him. Litigation on
basis issues is to be expected ; that will be an added burden on both our taxing and
judicial systems. Under prior law basis was established in the audit of the fed-
eral estate tax return and the beneficlary was bound by that determination.

K. More records and open {ssues

Most taxpayers like to “clean house” once in a while, It'is particularly natural
to want to dispose of a decedent’s personal financial records after his estate is
closed. Carryover basis means that accountants and attorneys must now advise
that such records may not be disposed of until the decedent’s last asset is sold,
for there must be evidence of basis. The usual case will be quite different, how-
ever. The decedent will have followed a practice of throwing out his old tax
returns every few years; the realization of thelr importance will come as a shock
to the surviving spouse or children and add to the resentment of our taxing sys-
tem already engendered by the federal estate tax.

More important than being able to “clean house” physically is the desire to
have matters settled. Prior law provided a method for final determination of basis
in a manner binding on all interested parties without disposition of the asset;
the carryover basis provisions do not provide an opportunity for final resolution
of a disputed basls issue involving a decedent’s asset short of sale.

III. BPECIAL FIDUCIARY PROBLEMS

A. New fiduclary concerns

Carryover basis creates fiduciary problems never faced before in estatehmiu-
istration. Now, if the decedent leaves a $10,000 legacy to his brother and the
executor wants to satisfy that legacy with 100 shares of XYZ Corporation, which
happens to have a low basis, the decedent’s brother may object as the asset carrles
with it a significant income tax obligation. Under prior law, of course, the basis
to the brother of the XYZ Corporation stock would have been the value on the
date of death distribution. On the other hand, the decedent’s children may insist
that the XYZ stock be distributed to their uncle since if it is sold in the estate,
they will bear the burden of that income tax.

Under prior law, assets could be distributed on a non-pro rata basis since they
had a basis at or close to their value at the time of distribution. Carryover basis
will dictate pro rata distribution of assets unless the will provides that a differ-
ent distribution scheme is possible. Thus, now if an executor has 100 shares of
XYZ Corporation with a value of $100 and a basis of $10 and 100 shares of ABC
Corporation with a value of $100 and a basis of $100, each of two children will
have to receive 50 shares of XYZ and 50 shares of ABC rather than passing all
of one issue to each of them as was possible before,

Carryover basis thus pits beneficiary against benefliciary as never before. Litiga-
tion on these new issues is inevitable. Executors will be reluctant to act without
consents of a court order. This all means complexity and delays in administration
and added cost to the beneficiaries and the judicial system,

B. Delays in completing administration

Since the basis of every carryover basis asset In an estate cannot be finally
determined until conclusion of the federal estate tax audit, estate administra-
tion will be delayed. Amended fiduciary returns and refund claims will become
the rule rather than the exception. Protective refund claims may have-to be
filed to avoid the statute of limitations. Beneficiaries already complain about
delays in closing estates. It 1s not possible to provide examples of these effects
on estate administration since estates of decedents dying on January 1 of this
year are not yet at this point, but that consequence of the carryover basis pro-
vision is inevitable.

C. Taxr planning

Carryover basis increases the importance and complexity of tax planning.
Prior to the Tax Reform Act, the post-mortem options and maneuvering done to
achieve income tax savings for an estate and its beneficiaries were limited. Faced
with the increased income tax which results from carryover basis, planning to
achleve income tax savings on carryover basis property will acquire new
importance.

Carryover basis encourages the use of multiple taxpayers to spread the taxable
gain and avoid the minimum tax provisions. For example, if gain of $200,000
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must be recognized to raise funds to pay the federal estate tax, it might be spread

between two fiscal years of the estate. In addition, it will become advantageous”

for an estate to borrow money to pay those taxes and thus delay sales for later
fiscal years or to be passed through and taxed in the beneficlaries’ returns if they
are low brackets, Multiple revocable trusts created by the decedent dAuring life-
time would accomplish the same resuit. This becomes particularly important to
multiply the $10,000 exemption from the minimum tax.

Carryover basis places a premium on tax planning. Those estates which get
competent advice will minimize this new tax and those which do not will be hit
the hardest. Again, if one must generalize, it is the small and middle size estate
that will bear this burden to the extent it 1s comprised of appreciated assets.

All estates will bear the burden in a different sense, however. To the extent that
there 1s a potential for tax savings, lawyers and accountants, pushed by the
threat of malpractice actions, are practicing defensively. They run tax calcula-
tions on eight different plans to demonstrate that they have considered the al-
ternatives and chosen the best for the client. That cost is borne by the estate and,
as suggesied earlier, in part by the Federal Government to the extent adminis-
tration expenses are a deduction on the federal estate or fiduciary returns.

IV. THE ECONOMIC BURDEN

The economic impact of carryover basis combined with the federal estate tax
will be severe on estates of all sizes with appreciated assets. Any taxpayer who
owns his own home is generally in that position.

The increase in the amount which may pass free ot federal estate tax from

$60,000 to $175,000 effected by the Tax Reform Act saves $25,000 in estate taxes. -

If there is gain inherent in those assets of $100,000 after the basis adjustments
are made and if the beneficiary has little or no other income, with the impact
of the minimum tax, the estate tax savings will disappear in the form of income
tax on the capital gains. It is not unusual for a widow or widower to decide,
for personal reasons, to sell the family home. A survivor may feel she does not
want to hold the small equity investments accumulated during lifetime be-
cause of the risks of the market, so she sells. Presto, the Government takes
$25,000 In capital gains tax. This means that the surviving spouse in an estate
of $160,000 can be in exactly the same position she was in before the increased
marital deduction, which was heralded as a recognition of the need and desire to
provide for one’s spouse.

It is not unusual for the estate of the middle class taxpayer to be in the. -

$250,000 to $500,000 range. The marginal estate tax rate in that estate, if there
is no surviving spouse, is 32 to 34 percent. State inheritance taxes range widely
and will often add another 3 to 8 percent tax—perhaps more—on the estate's
top dollar. The tax on appreciation in such an estate is roughly one-half the
taxpayer’s marginal rate on ordinary income plus 7% percent on gain in excess
of $20,000. If a surviving child has $20,000 in earned income, gain hit by the
preference tax will be subject to federal income tax at the marginal rate of
24 percent. State income tax will add another 3 percent on the top dollar. The
combined federal and state estate and income tax burden on the top dollar of
appreciation in such an estate is 62 percent. The compares with & marginal
estate tax rate under the old law of 385 percent.

As we move farther away from December 31, 1976, and the fresh start be-
comes inapplicable, it will be clear that small and middle size estates will
pay more tax under the Tax Reform Act with carryover basis than under the
prior 1aw contrary to the policy implicit in the unified credit and the new
marital deduction to permit a modest estate to pass to a surviving spouse free
of tax in recognition of her needs. For example, consider the decedent who
graduates from college in 1977, borrows $10,000 to start his own business; the
decedent dies domiciled in Virginia five years later leaving his successful business
valued at $500,000, a widow and two small children; the widow has no interest
or facility for running the business and she sells it soon after her husband’s
death. Under prior law, the federal and state estate taxes due on this estate
were $57,391; na capital gains tax was assessed on the sale. Under the Tax
Reform Act, the federal and state estate taxes due on this estate wiil be $34,208;
capital gains tax on the sale will be $161,487; total taxes equal $197,605, or
40 percent of the decedent’s assets. See Exhibit A for the calculations. That
tax is due just at the time the family has lost its sole source of support.
~ Obviously, the tax impact on larger estates is even greater. The top estate tax

" bracket for estates over $5,000,000 {s 70 percent. The inheritance and income tax

/
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brackets in such estates are obviously quite high. The adjustment to basis for
taxes paid in the carryover basis provision was apparently made to make certain
that the total taxes pald on the top dollar of appreciation in an estate did not
exceed 100 percent. Yor decedents with estates in excess of $5,000,000 domiciled
in states with high income and inheritance taxes combined estate and income
taxes will exceed 90 percent of the gross estate.

Presumably one of the objectives of carryover basis was to place the taxpayer
whose state sells an asset after death in the same position the taxpayer would
have been in if he had sold the asset prior to death, That objective has not been
achieved since the income taxes paid on sales made prior to death are not subject.
to the federal estate tax. For example, consider the estate of a Virginia decedent
consisting of a single asset valued at $500,000 with a zero basis and no surviving
spouse. If the asset is sold prior to death, total capital gains tax and federal
estate tax will be $252,620, or 51 percent of the total value, If the asset is sold
after death with no fresh start adjustment, total estate taxes and income taxes
will be $270,805, or 54 percent of total value, See Exhibit B for calculations. By
effecting a sale during lifetime there is a tax savings of $18,185. Hence, the sug-
gestion that tax planning will now involve sales from the deathbed.

The present provision not only fails technically to equate pre-death and post-
death situations, it places the penalty on the post-death side. If there is to be
unequal treatment, it should favor the post-death situation. Death is, after all,
involuntary, unlike most lifetime sales. Moreover, death carries with it the need
for liquid funds to satisfy the decedent’s debts which he has financed with his
earning power, estate and inheritance taxes and the expenses of administration.
All of these demands come together at one time to be met just at the time the
survivor faces the loss of the decedent’s earned or retirement income. These
demands mean the post-death situation is inherently not like pre-death, for there
is a necessary for the sale of assets. Carryover basis creates a tax which feeds
upon a tax.

The impact of carryover basis on equity investments is clear. A total marginal
tax rate of 90 percent is regarded as confiscatory by taxpayers. Therefore, it will
be advantageous for the taxpayer to avoid the tax on appreciation by fixed
return investments. The capital for equity investments will be reduced. Such
rates also smother the incentive to work in a family business to make it grow.
While some might suggest an estate of $1,000,000 to $5,000,000 deserves no sym-
pathy and does not represent a closely-held corporation, that is, in fact, not the
case with many successful closely-held businesses across the nation, If it is
viewed as important to permit such business to survive locally and not to have
to sell out to a large corporation, incentives to develop and expand must be
retained in the tax laws. Tax theorists failed to appreciate the economic burden
and effect of the carryover basis concept, I believe,

V. POSSIBLE SOLUTIONS

Repeal carryover basis. That is the one solution which helps the farmers, the
small businessman, and taxpayers in general and simplifies the tax laws.

If repeal is not possible, then all of the following alternatives should be con-
sidered in developing a statute which works in practical @s:

A, Exemptions

1. Exempt from its operation all assets which reflect basis on December 31, 1976,
to remove the harsh effect of having to establish the decedent’s basis when the
taxpayer was not on notice of the necessity of maintaining such records.

2, Exempt all personnal and household effects and the decedent's residence as
they are assets on which basis records are rarely malntained.

3. Increase the $10,000 exemption on personal and houshold effects to a level
which will cover the midde class home—perhaps $25,000 is more appropriate.

4. Exenipt all estates under asset value—such as $120,600 to $175,000 as the
amounts which are covered by the unified credit and do not require the filing of a
federal estate tax return; or such as $500,000 since that amount is frequently
reached in the middle class estate by the decedent’s residence, life insurance, tan-
gible personal property and modest savings during lifetime.
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B. The Calculations

1. Provide a step-up in basis for all taxes paid and forget about the intricate
caljculations. If an adjustment is made on audit, it would affect only the asset
adjusted.

2. Compute the step-up in basis for taxes paid on the appreciation in an asset at
the estate’s top tax rate rather than at the estate’s average tax rate. Estates will
generally not move between rate brackets as the result of adjustments on audit,
and thus adjustments will not necessarily affect the basis of all other carryover
basis assets, #1id then the problems of amended returns and refund claims
disappear.

3. Increase the minimum basis adjustment from $60,000 to cover the small to
gl‘fdﬂe size estates. Consider the $500,000 and $120,000 to $175,000 figures noted in

4 above.,

4. Allow the value of all assets on December 31, 1976, (the “fresh start”) to be
determined by a back down from federal estate tax value as proposed in the
Technical Corrections Bill for tangible personal property. But, write the statute
so it can be read and understood—don’t use “1.0066 to the nth power.”

5. Allow fixed return preferred stock which is non-marketable and held on
December 31, 1976, a fresh start equal to its federal estate tax value to place
preferred stock of a company with non-marketable securitics in the same position
as marketable preferred stock.

6. Provide that property taxed under the “special use valuation” have the ad-
vantages of fair market value in the calculations for fresh start and taxes paid.

7. Allow an adjustment to basis with respect to taxes paid to a foreign jurisdic-
tion and to a possession of the United States.

C. Liquidity and fiduciary matters

1. Allow or require the executor to use all of the step-up with respect to taxes
paid against gain generated in the estate and permit him to allocate any adjust-
ment not so used in the manner provided for distribution of property subject to tax
under the will,

2. Permit optional averaging or borrowing of basis between assets. Treat basis
as an asset and let the executor allucate it as he sees fit. This will alleviate the
liquidity problems at death and the fiduclary problems raised in estate
administration and yet the Government will ultimately get its tax dollars
on appreciation,

3. Change the percentage test for qualification under Section 303 back to what
it was prior to the Tax Reform Act.

4. Reverse the proposal in the Technical Corrections Act so that Section 306
stock may be used in a Section 303 redemption, as permitted under prior law.

6. Provide that all Section 306 stock issued prior to January 1, 1977, loses its
“taint” on death.

6. Expand Section 303 to have it cover capital gains taxes generated on assets
sold to pay estate taxes and administration expenses.

D. Administrative matters

1. Extend the statute of limitations on all fiduciary returns to three (3) years
after the conclusion of all federal and state estate and inheritance tax
proceedings,

2. Exempt persons not actually qualified as an exccutor from the reporting
requirements.

3. Eliminate the reporting requirements for estates which are not required to
file a federal estate tax return.

4. Remove the penalties for failure to comply with the reporting requirements
absent fraud.

5. Provide that the beneficiaries shall be Lound by the basis report within a
procedure which provides them notice and an opportunity to object.

E. Theory

1. Provide that net operating losses may be carried forward to the estate and
bheneficiaries consistent with the concept that the estate “steps into the shoes of
the decedent.”

2. Provide that capital losses may be carried forward to the estate and bene-
ficiaries consistent with the concept of carryover basis,
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ExmiBiT A

1. Date of death, 1882 ; decedent’s basis, $10,000; DOD value, $500,000; widow
with two minor chlldren surviving.

A. Old law:
1. Federal Estate Tax if decedent died prio f to December 31, 1976 :
Assets .o oo -- $500, 000
Marital deduction. ... mcemmmm—m e —— {250, 000)
Bxemptlon o e ( 60, 000)
Taxable Estate oo 190, 000
TAX oo e e 47,700
State death tax credit. oo ( 2,400)
Total tax._._._ —— — ——- 45,300
Virginia inheritance tax ———m e ———————————— 12, 091
2. Income taxes on sale of business by widow:
Galn oo 0
U.S. tax ineome. oo e e 0
Virginia income~tax oo o eee 0
Total tAXeS.- oo e e e 57, 391

B. New law:
1. Federal estate tax if decedent died in 1981:

ASSCtS e e e 500, 000
Marital deduetion. o oo e (250, 000)
Taxable estate .. ... cmcmmmmmcmmm———eae 250, 000
TAX oo cmememm e m e ———
Unified credit
Subtotal . e
State death tax credit-— ( 2,400)
TotaAl tAX o oo e 21, 400
Virginia inheritance tax. .o . 12, 808
2. U.S. income tax on sale of business by widow:
Gain ($60,000 minimum basis) ...l 440, 000
Yo galn. e 220, 000
Standard deduction e ( 2,400)
Exemptions o emeeeam ( 2,250)
Taxable income. . oo - 215 350
Tax—Head of household____ . _____ . .a. 127, 865
Mintmum taxX- o 23,410
Subtotal .. ceneeee 161, 275
Virginia income tax . ... 12, 212
Total tAXeS o oo ecccm e o 197, 895
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Exnmir B

I. DOD, 1977; decedent’s basis, $10,000; date of death value, $500,000; de-
cedent widower, two adult children surviving.

A, Sale predeath:

1. U.S. income tax on gain of . o $490, 000
Yo galno e 245, 000
Standard deduction____________ . ( 2,400)
Exemption oo ieeem ( 750)

Taxable income. . . e 241, 850
AR e e e e e e 162, 385
Credit o e ( 180)

Subtotal o e 152, 205
Minimum tax- e 25, 335

Total U.S. fncome taX e 177, 540
Total Virginia income tax_.._ _— eeew 13,738

Total combined taxeS.._.... e ER 191,278

2. Federal estate tax on balance:

Assets e 500, 000
Less income taX. oo (191, 278)

Net estate. . _____ e 308, 722
TAX o ooeeeeeemee — e 90,765
Unified eredit o e ( 30, 000)
Credit for Stafe death taxes . o ccmamcmo_ ( 3,879)

i ——
Total Federal estate tax___ 56, 888
Total Virginia inheritance tax___.__________________ §, 426
Total tRX e o o e 61,312
{51 percent of DOD value) . _.__ 252, 620
B. Sale postdeath without fresh start: o

1. Federal estate tax estate.._ .. 300, 000
T AX e e e e m—m e — e —————————— 155, 800
Unified credit e ( 80, 000)
Credit for State death taxes_ . ____ ( 10, 000)

Total Federal estate tax_ —— - 115, 800
Total Virginia 1nherit3mce A e e 8, 426
Total combined taxes . e 124, 226
2. Gain taxable to the estate:
Asset o 500, 000
Basis adjusted for taxes paid-__.___________________ (124, 226)
Galn e 375, 7174
Y gaino____ e —— 187, 887
Exemption oo oo ( 600)
Taxable income.__ .. e 187, 287
X e e ——— 116, 591
Minimum tax. e 19, 439
Total 1].8. income tax___..._.. - - 136,030
Total Virginia income tax..._.__ —— - 10,549
Subtotal e 146, 579

Total taxes (34 percent of DOD value). ... 270, 805
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STATEMENT OF JOSEPH KARTIGANER

Mr. Chairman and Members of the Subcommittee, I thank you for the oppor-
tunity you have afforded to me to address some of the problems which have
arisen in the planning and administration of estates and trusts because of
provisions in the Tax Reform Act of 1976.

I appear before you as an individual. I do not have, and indeed I did not
seek, authority to speak either for the firm of which I am a partner or for any
committee or organization which I chair or of which I am a working member.
However, I have attached a brief summary of my credentials, primarily to give
credibility to my representation that my views have been formed as a result
of travels throughout the country, hearing the reactions of co-panelists on lecture
circuits, discussion with lawyers and other professionals who have attended
lectures given by me, and studying the considered opinions of experts in the
fleld who have devoted untold hours to the analysis of the law and of its effects,
as well as my actual experience in my own practice.

~ 1. SCOPE OF THIS PRESENTATION

The submissions of, and oral presentations by, Ms. Blazek and Messrs. Costello
and Eubank will have discussed in depth important problem areas in this field.
You will have heard about the concern of the probate bar that the changes
in the tax law have significantly diminished, and perhaps completely nullified
the effects of, the streamlining of the probate process which has been under-
taken in many states and which is at least under study in many other states.
You will have heard about the difficulties and complexities the law imposes on
the estates of small businessmen and farmers. And you will have heard about
the economic impact of the law, primarily in the area of carryover basis, on all
estates from the relatively small to the very large.

I will attempt in this presentation to avoid duplicating the efforts of the
other witnesses and to avoid burdening your time with a repetition of the points
made by them. As you know, any assemblage of witnesses will, almost of neces-
sity, have a divergence of views on some points, major or minor. I can not in
this presentation give blanket approval to the views of the other witnesses.
However, since I know the general thrust of those views, I can say that, what-
ever disagreements we may have among ourselves on either technical or policy
points, we are agreed on general approach.

I would like to address a basic point which has not received the discussion I
believe it deserves. Estate and gift tax provisions, and related provision such
as carryover basis, affect almost everyone in this country. Carryover basis is a
problem which must be faced by every individual who has, or who aspires to
the acquisition of, property. As to estate and gift taxes, even though the new
exemption equivalent will eliminate all Federal estate tax filing requirements
for over 90 percent of the estates, the remaining percentage results in a number
of affected estates which is large in any absolute terms and includes an extremely
large proportion of the small business, executive and entrepreneurial population,

Unfortunately, the population affected by these provisions, in many if not in
most instances, can not afford the talents of speecialists (legal or non-legal)
and the professional who provide services for this population, in most instances,
can not afford the time required to become familiar with the arcane and ex-
tremely complex provisions now affecting their clients.

This gap between the needs of the clients and the abilities of counsellors will
inevitably result in individuals (or their estates) being burdened with unneces-
sary taxation and will give birth to a new growth industry, litigation among
beneficiaries, between beneflciaries and fiduciaries, and between beneficiaries
and the attorney or other counsel.

Therefore, in a plea for simplification and practicality, I would like to discuss
some of the provisions in the new law which create traps for the unwary, which
offer inducement to do the nonsensical, or which have built in to them unneces-
sary seeds of conflict.

Finally, exerclsing an assumed prerogative as the last witness, I would like
to offer some suggestions for change which, if adopted, would eliminate some
of the more serious problems in a manner not inconsistent with the basic policy
decisions reflected in the Tax Reform Act.



103

II. REVIEW OF PROVISIONS, CAUSING UNNECESSARY OR UNDUE DIFFICULTIES

A. “Relief” provisions which provide no relicf -

Probably because of the absence of testimony on the provisions of the Tax Re-
form Act, provisions have been added to the Internal Revenue Code which pur-
port to give relief but which, upon analysis, probably work to the detriment of
the taxpayer. Such provislons serve no useful purpose and in fact ntay generate
litigation because the unsophisticated may make use of them to the ultimate detri-
ment of family members.

1. Qualificd Joint Interests

Principal among the misleading provisions are those relating to so-called quali-
fled joint interests. Jointly-owned property has always been anathema to the so-
phisticated estate planner. However, it has always been recognized that, for the
small estate and for the family home, it is a widely used form of ownership.
Howerver, it has always been recognized that, for the small estate and for the
family home, it is a widely used form of ownership. Under the old law, assum-
ing the husband provided all of the consideration and died first, the entire value
of the property was includible in his estate and then taxed in the estate of the sur-
viving spouse when she died. However, if the wife died first, nothing would be
taxed in her estate and the entire amount would be taxed in the husband’s estate
when he died.

If the temptation provided by the Tax Reform Act is not resisted, the hus-
band will make a transfer creating a qualified joint interest, his estate tax will
not be significantly reduced (because the transfer will be brought back into his
estate, in whole or in part, as an adjusted taxable gift or the transfer will reduce
his available marital deduction) and the entire property will still be taxed in
the estate of the surviving wife. On the other hand, if the wife dies first, there
will now be a tax burden in her estate (the value of her joint interest) and the
entire property will again be taxed in the husband’s estate on his subsequent
death (since the property is held jointly and passes by operation of law, there is
no way to avoid having the property revert to him).

This is a provision which, because of its superficial appeal, will be taken ‘‘ad-
vantage” of and will, in the long run, lead to criticism of the counsellor,

2. Provisions Relating To Interspousal Transfers

The Tax Reform Act provided significant relief in permitting the transfer of
$100,000 to a spouse without gift tax consequences. Part of this relief was taken
away by the provision which reduces the spouse’s available marital deduction, but
this provision is not too onerous and does make some sense. However, the inter-
relationship between interspousal transfers and unification of gift and estate
taxes has made any interspousal transfer of more than $100,000 a losing propo-
sition. The arithmetic is compelling and sophisticated practioners have concluded
that, unless there is a strong likelihood of significant appreciation in the trans-
ferred property after the date of the transfer, the client should be told not to
transfer property in excess of $100,000 to his or her spouse. Such a result seems
contrary to any espoused policy.

However, even assuming the result was the intended result of more concern to
me is the fact that most practitioners and most clients will not preceive the
economic loss involved in such a transfer and will be faced {th a situation in
which the ultimate family beneficiaries receive less than they would have received
itntlhe transfer had not been made and, in our litigious society, more litigation
will ensue.

B. Unnccessary complexity or retroactivity causing errors and malpractice claims.
1. Transitional Rules in Generation-Skipping Tax

In my practice, I have never seen a provision affecting the lves and the plan-
ning of individuals (as opposed to business entities) which matches in complexity
the transitional rules in the generation-skipping area. Lawyers throughout the
country, even those who are looked upon as experts, have thrown up their hands
and declared an inability to advise clients concerning what they ean and can not
do within the framework of those transitional rules. Even those steps which are
clearly within the protection of the rules are required to be taken in ways which
are unnatural and costly for the client and his or her family. There has been



104

profusion of codicils as opposed to new wills and a general avoldance of the
substitution of an inter vivos trust for a will where such a trust otherwise might
be called for either to minimize probate expenses or to insure against the infirm-
ities of age.

Furthermore, and to the legitimate dismay of members of the bar and their
clients; the transitional rules were made retroactive to a date prior to the pub-
lication of any intention to legislate in this area. As a further insult to the careful
practitioner, the transitional rules were changed from those first announced on
May 24, 1976 (retroactive to April 80, 1976) until the time of final adoption in
October of 1976 (again retroactive to April 80, 1976) ; thus, even for the practi-
tioner who was watching, there are undoubtedly a multitude of instruments
which violate the rules ultimately adopted, either because of changes made from
the rules initially announced or because the rules initlally announced were of
so little benefit that clients decided they would forego that limited protection.

Lest this problem be dismissed as pertaining only to the very rich, I point out
that there are many situations in which the grandchild exclusion (which in most
cases will protect the small estate) is not available. The most obvious example
I cull from my own practice is the case of the retarded grandchild whose interests
must be protected and must be protected in a way which would not qualify for
the grandchild exclusion unless a tax is attracted in that grandchild’s estate.
Wills for that type of problem which were in existence prior to the effective date
will be protected if the client dies before 1982, However, those clients whose
lawyers were not aware of the transitional rules and whose wills were replaced
by new wills, for whatever reason (even if only to provide a legacy for a friend
or employee), will have lost the protection.

Staying with the focus of my remarks, I am concerned about the potential for
malpractice claims. It is an open invitation to litigation which serves no useful
public policy purpose.

2. Changes in Law Which Affect Preexisting Transactions

Many of the provisions in the Tax Reform Act have retroactive effect, regard-
less of their effective dates. I need do no more than point to those changes
relating to carryover basis, which spill over into matters such as plans for 303
redemptions, the economic cost of tax shelters, and the like. How will advisers
respond to the need to review files and communicate with clients concerning
the necessity for restructuriug preexisting plans to make them work? How will
the lawyer who put togethe:s a buy-sell agreement for a closely-held business be
able to identify that transaction from among the files of his hundreds or thou-
sands of clients, communicate with his client, and convince his client of the need
to restructure the arrangement (which may involve renegotiation with a third
party) '; V;Iho will pay for this? And what is the liability of the lawyer if he fails
to do this

3. Transfers of Stock in Closely-held Businesses

You have already heard that the Technical Corrections Bill introduced before
the House Ways and Means Committee contains a proposed amendment to
Section 2036. Among practitioners who are aware of its existence, the overhang
of that amendment has frozen all planning for lifetime transfers of interests in
closely-held businesses. But freezing is not enough, since the proposed amend-
ment would relate back to all transfers made on or after June 22, 1976, and
one shudders at the impact of such a change on transfers made towards the
end of 1976 at the perfectly correct instigation of advisers who were telling their
clients that unification would make such gifts less desirable from 1977 on.
And what of the adviser who, even if he has the time to study a new law once it
is enacted, does not have the time for study of pending legislation?

Quite apart from the fundamental policy error inherent in this proposed
amendment, one sees the dangers of retroactivity. I must repeat that we are
dealing with individuals, not large corporations; the clients are not being
represented by the legal giants, but by the small practitioner who can not afford
to devote the time required to stay out of the traps.

4. Gift-Splitting and Contemplation of Dcath

Unification has created still another trap, namely in the area of split gifts
as they are affected by the contemplation of death rules. Under the old law,
if a person made a split gift (a gift to a third party with the consent of the
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donor’s spouse), the death of the donor within three years could result in the
entire transfer being brought back into his or her estate. The surviving spouse’s
gift tax bracket would be increased but there would be no effect on the surviving
spouse’s estate tax bracket. UUnder unification, that same transfer would have
the rame effect on the donor’s estate but now will also increase the estate taxes
on the estate of the surviving spouse (because it would constitute an adjusted
taxable gift). Therefore, there will be taxes on 1509 of the amount of the gift.!

Again, there is a potential for an increase in litigation. It is not sufficient
to respond that people (or lawyers) should be careful. We are dealing with
concepts which are extremely complex and Internal Revenue Code provisions
which are of even greater complexity. They are being applied by individuals

who can not afford the time to become familiar with, and to understand, them.

And they wlll affect everyone, because every one dies.

Taking thie gift-splitting problem as an example, as a lecturer throughount
the country, I have noticed that an explanation of the problem has never falled
to draw gasps from virtually every member of the aundience; this means that
most of the audience members had not thought of this problem themselves and
leads me to conclude that the lawyers who do not attend these lectures (and who
constitute a large percentage, if not a majority, of the practicing bar) will
also not think of this problem,

C. Theoretically “perfect” systems which create administrative difficulties and
invite tae litigation.

1. Unification of Gift and Estate Tax Structure

Although individuals may differ on the policy decision which led to unification,
unification is at least conceptually sound. However, in the years to come it will
create more and more serious problems in administration and more and more
difficult audit procedures. This stems from the requirement that the decedent’s
executor must establish the amount of all adjusted taxable gifts made by the
decedent after December 31, 1976. The old three-year statute of limitations which
applied to outright transfers no longer applies and the executor, before verifying
the estate tax return, will have to search the decedent's records for the entire
period after 1976 to determine whether any transfers made by the decedent
constituted adjusted taxable gifts (whether or not a gift return was filed).
The costs of administration, the burden on the executor, and the potential for
conflict with an auditing agent all will increase as the period to be covered

-increases with the passage of time.

2. The Technical Corrections Bill Provigion Concerning Transfers in
Contemplation of death

Presumably because of unhappiness with the probable construction of the lan-
guage relating to contemplation of death in the Tax Reform Act, the Technical
Corrections Bill contains a provision which would include all property trans-
ferred to an individuat in any year within three years of death if a gift tax return
should have been filed with regard to transfers to that individual for that year.
This would mean that a transfer to a daughter of $3,000 would be wholly excluda-
ble while a transfer of $3,001 would be wholly includible. I do not address the
unfairness of such a provision (which I believe is obvious on its face), but I am
terribly concerned about the potential for conflict on audit. A minute change in
the value of transferred property can cause a very large difference in tax. Simi-
larly, there is a built-in temptation to argue that other transfers made to the
same i{ndividual, though not reported, and not considered, as gifts, did in fact
constitute gifts which would bring the amount transferred to that individual
above the $3,000 level ; obvious examples are the taking of an adult family mem-
ber to dinner and Mr. Eubank’s “necktie” gift. Such a provision will inevitably
result in an increase in administrative burdens and costs.

D. Conflicts among. bencficiaries .

Perhaps the most regrettable result of many of the Tax Reform Act provisions
is the manner in which they induce squabbling among beneficiaries. The probate
lawyer knows that even the closest of families have their disagreements and that

1The Technical Corrections Bill addresses thia problem, but it attacks it from the wrong
end, forgettlnﬁ that the purpose of gift splitting was to equate common law jurisdictions
with community property jurisdictions.

Y
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the death of a family member-(particularly if it is the titular head of the fam-
ily) can bring to the surface disagreements which have been submerged for
years. Aside from tax litigation, the greatest source of litigation in the probate
process is disputes among fainily members. The new law exacerbates this problem.

1, Carryover Basis

Obviously, the single biggest source of conflict will be carryover basis. Wills
typlically authorize fiduciaries to distribute property in satisfaction of legacles
or residuary interests in cash or in kind, and most provide that such distributions
may be made other than pro rata.

How does the flduclary respond to a request by a preresiduary legatee that his
or her legacy be funded in cash (because he or she does not want the built-in
capital gains tax lability) ? When the decedent provided a $10,000 legacy to his
or her brother, did he or she mean $10,000 in cash or $10,000 in property with a
liability attached? Does the answer change if the legacy gets larger (e.g., $50,000
to my daughter to balance a lifetime gift of stock in the family business to
my son) ? Of if the gift is of a major portion of the estate (e.g., a pre-residuary
bequest to the surviving spouse in the amount necessary to secure the maximum
marital deduction) ? ‘

The conflict among beneficiaries has very real economie significance. The pre-
residuary legatee wants the amount in cash so that the net economic benefit is the
full amount of the legacy. He or she probably is not concerned that, in order to
raise the cash, the estate will have to sell securities and realize a capital gains
tax (because of carryover basis), the burden of which will fall on the residuary
beneficiaries. How is the fiduciary to resolve these problems? Should he take into
account tax brackets? Or whether or not the property is likely to be s0ld? Or’
when the property is likely to be sold? Is the fiduciary entitled to make adjust-
ments among beneficiarfes to reflect built-in capital gains tax liability?

Similar problems exist even among-pre-residuary beneficiaries. For example,
if the household effects are worth more than $10,000, how will the $10,000
exclusion he apportioned among the children to whom the decedent has left this
property ? And the problem can exist among residuary beneficlaries. Traditionally,
a flduclary has been able to apportion residuary property aniong the benefi-
ciaries in accordance with their needs (e.g., the bonds to a sou and the stock
to a daughter), but now the fiduciary will have to take into account built-in
capital gains tax lability.

The net effect of these problems is hamstrung administration or, worse yet,
conflicts between beneficiaries.

2. Other Provisions Creating Conflicts

Similar, but not as serious, problems are created by other Code provisions. Any
time the Code becomes more complex and increases the availability of argu-
ments for or against the inclusion of property in the estate for tax purposes con-
flicts inevitably arise among beneficiaries. The most obvious example of conflict
relates to marital deduction formula clauses, which depend on the size of the
estate. Thus, doubt about whether or not a transfer is to be brought back in
as a gift in contemplation of death, or as a transfer with a retained life interest,
creates the possibility of conflict,

The most serious of these arises under Section 2039, which deals with the tax
treatment of qualified plan benefits. Under the Tax Reform Act, if the property
is taken down in a lump sum, the beneficiary gets favorable income tax treat-
ment but the property is includable in the estate for estate tax purposes. On the
other hand, if the property is taken down in more than one year, the property is
excluded from the estate for estate tax purposes at the price of unfavorable
income tax treatment. In the small estate (one which would not have an estate
tax liability in any event), this is no problem, Similarly, it is not a problem if
the surviving spouse is the beneficlary of the entire estate, including the quali-
fied plan beqeﬁt. However, as soon as the beneflits are split (even if only be-
tween a marital and non-marital trust), the economic pushes and pulls work in
opposing directions. The beneficiary of the qualified plan presumably would be
interested in more favorable income tax treatment, regardless of the fact that
the increase in the estate tax burden will be borne by the residuary estate.

E. Lack of conformity with state laws ¢n the area of disclaimers

Under prior law, many of the mistakes and many of the conflicts could he
resolved by post mortem planning, primarily through the use of disclaimers. This
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device has long been recognized as a legitimate method of restructuring estate
plaus which, for one reason or another, did not adequately take into account the
requirements of the law or the needs of the beneficiaries. Because of one or two
{nstances of unfortunate results, the Tax Reform Act leveled a blunderbuss
at the disclaimer and attempted to create a Federal substantive law which would
supplant local property rules.

Unfortunately, the disclaimer provisions of the Tax Reform Act are tech-
nically faulty (primarily because of the “passing” requirement) and, perhaps
worse yet, are in confliet with property rules in many of the states. These
defects result in substantial uncertainty and the minimization of an important
relief provision (to no important policy end).

111, SUMMARY OF EFFECTS OF PROBLEM8 AND SUGGESTED SOLUTIONS

‘This has been a very brief presentation of practical problems created by the
Tax Reform Act in the administration of, and planning for, estates and trusts
which have not received the publicity afforded to the more dramatic economie
and practical problems addressed by the other witnesses. However, even though
less dramatic, these problems are real and substantial and promise serious
burdens for the public.

It bears repetition that the probate process has been made substantially more
complicated, and the interests of the “consumers” in this area have been
adversely affected to a serlous extent. Some of these problems are inevitable.
However, I am reminded of a story about the automobile built by a perfectionist
who ground the gears to tolerances so fine that, when a speck of sand found
its way into a gear, the car could no longer function, I think this perfectionism
is a major source of the problems arising under the Tax Reform Act. The legis-
lation evidences a singleminded purpose, to achieve perfect equity and internally
consistent results in all cases. There is a failure to focus on an equally impor-
tant objective, to keep the planning and administration of human affairs as
uncomplicated and as straight forward as possible.

With that thought in mind, I would like to suggest legislative action in certain
areas which would result in substantial improvement with no significant change
in tax policy.

A. With regard to unification:

1. In order to solve the problem of searching records for the entire period
from January 1, 1976 through the date of death, provide:

(a) “Yes or no” boxes on the Federal income tax return (similar to that
used for foreign accounts) to force the taxpayer to disclose whether or not
he has made any transfer which would constitute an ‘“‘adjusted taxable
gift” (translated into English) ;

(b) Authorization to a fiduciary to rely on the responses made by the
taxpayer on the income tax returns; and

(¢) Some statute of limitations which will close off old years if income
tax returns have been filed and elther a “yes” or “no’” box checked.

2. To solve the contemplation of death problem, provide:

(a) Treatment of the gift tax paid on a transfer made within three years
of death as a part of the gross estate;

(b) Treatment of transfers of life insurance made within three years
of death as part of the life insurance section (Section 2042); and

(¢) For all other purposes, treat transfers within three years of death
the same way as all other transfers are treated (as part of the “adjusted
taxable gift’’ structure) and repeal Section 2035. :

B. With regard to transfers of interests in closely-held businesses, insure
that the “anti-Byrum’” amendment is directed only at the problem it is designed
to cure, and make it prospective in operation,

C. With regard to the problems related to elections concerning benefits under
qualified plans, either eliminate the estate tax exclusion entirely or provide
that it will be available in all cases. My own inclination is to eliminate the
exclusion ; this will have no effect on the vast majority of covered workers who
pay no estate tax in any event, and eliminates a ‘‘tax loophole” with regard
to higher salaried executives.

D. With regard to the generation-skipping tax transitional rules:

1. Change the operative date from April 80, 1876, to December 31, 1876;

2, Authorize changes by new instruments, so long as the size of the
seneration-skipping transfer is not increased ; and

8. Subject only the increase in the generation-skipping transfer to the
generation-skipping tax.



108

E. With regard to disclaimers, eliminate the requirement that property ‘'pass"
to another and allow for a procedure to conform the Federal procedure with
state laws.

F. With regard to carryover basis: 1. I assume that total repeal, with no
alternative form of taxation of appreclation during lifetime being substituted,
is not politically feasible. I so conclude reluctantly because I think that decision
gives too little welght to—

(a) The need for simplicity ;
(b) The policy of helping the small estate ; and
(c¢) The very large estate tax burden already borne by the large estate

However, assuming that conclusion, I suggest that carryover is far preferable
to the alternatives which have been suggested.’ I so conclude because I believe
all of the alternatives have most of the same problems inherent in carryover and
have the significant drawback of requiring the imposition of tax on an asset
which has not been, and may never be, sold.

2. If carryover is retaineq, I strong urge:

(a) That all assets which “refleci” December 31, 1978 values be grandfathered,
and that their tax treatment should remain the same as under the old law,
namely that there should be & full step-up -(or step-down) of basis to Federal
estate tax value. This will ellminate the two largest burdens of carryover, the
search for basis information and the upsetting of prior financial arrangements
(e.g., planning for 303 redemptions, problems inherent in 808 stock, and the
like). It will not cause a “lock-in,” because older people, even under the current
law, will hold on to their assets until death in order to take advantage of the
“fresh start” adjustment and younger people are unlikely to make investment
decisions based on a step-up in value which will occur only when they die. The
loss of revenue will relate only to post-1976 appreciation in assets held by
older people.

(d) That the estate tax adjustment be at the top estate tax rate rather than
the average rate. This will eliminate the need for most of the refund claims
since audit changes which do not move an estate into the next bracket will
not change the estate tax adjustment, I would recommend the same change
with regard to the Section 691(c) deduction (which would reinstate the provi-
sions of prior law). And to complete the recommendation on this point, I would
urge an automatic extension of the statute of limitations for refund claims
resulting from changes on an estate tax audit to eliminate the need for protective
refund claims.

(c) That a fiduciary be allowed to elect to average the basis of any assets so
that he can provide equality among beneficiaries without taking each asset and
atlocating that asset pro rata among all of the beneficlaries.

'(d) Consideration be given to exempting all “non-investment” assets (e.g.,
the house, furnishings, cars, hobby items such as stamps, books, and the like)
to eliminate the prospective problem of record searches (taking care not to
create new loopholes).

(e) Consider increasing the $60,000 minimum basis to some substantially
higher figure.

If at least the first three proposals are adopted, I believe that carryover will
work and will not be as serious an administrative problem as it i8 under the
current law.

Thank you for this opportunity to address your Subcommittee on these very
important issues, ¢
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Committee and Exmtive bommlttee of the Emerlean Col?gll;letgf P:o‘bn:tt: 'éoi'iie?’.‘ﬁo?v:ﬁ
only one dissent (me) from the proposition that ART was preferable to carryover,
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APPENDIX
ExaAMPLE SHOWING CONFLICTS AND CLAIMS ARISING OUT OF TYPICAL ESTATE
U~xperR TRA or 1976

I. Status at death (death in 1981)

A, Decedent, age 60, survived by widow (2nd marriage). two children (son and
daughter) by prior marriage each of whom has two children (one child of
son is brain-damaged (age 12) ).

B. Assets:
Estate tar
value

1, HOUSE e e mecmcmm e cm e e $70, 000
2, Mangibles o e e emccceee 80, 000
3. Cash e 10, 000
4. Marketable securitles. . 180, 000
5. Interestinqualified plan. .. . 100, 000

6. Stock in closely-held business:
(a) Voting preferred (308 stock)? oo 15, 000
(b) Non-voting preferred (306 stocK) - oo 185, 000
(¢) Common .o e —— - 300, 000
TOLR] o e e oo e e e 890, 000

1 Represents 75 percent of vote : balance held by partaoer.

C. Liabilities: None.
D. Estate cash requirements (excluding capital gains taxes) : $150,000.
1I, Lifetime.
A. Gave 100 ghares of common of closely-held business outright to son in Decem-
ber, 1876.
B. Designated wife as beneficiary of qualified plan benefits (she can elect lump-
sum or annuity).
C. Entered into agreement with corporation to have non-voting preferred re-
deemed under § 303.
D. Executed new will in December, 1976—
1. Gave legacy to daughter (to balance gift of stock to son),
2. Rest of will unchanged from prior will.

(a) (1) Voting preferred to son; (ii) balancing cash legacy to
daughter.

(b) House and tangibles to wife. -

(¢) Marital deduction (pecuniary) outright to wife.

(d) Non-marital residuary (subject to all taxes) in sprinkling
trust for wife (?) and issue, to terminate after date of wife,
children and brain-damaged grandchfld, at which time assets
are to be distributed to issue, per stirpes

(e) Wife and children are executors and trustees.

(f) Will authorizes satisfaction or legacies in cash or in kind.

II1. Conflicts among beneficiaries at death.

A. Wife elects lump-sum payment under qualified plan.
(1) She gets favorable income tax treatment.
(2) Marita! deduction increased (but offset by fact wife has plan benefits
charged against share).
(8) Reslduary estate pays increase in estate taxes.
B. Wife as executor argues for inclusion of 100 shares of common stock given to
son (under § 2086 as amended by TCB).
(1) Marital share increased.
(2) Increased taxes paid out of non-marital share.
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C. Daughter seeks cash legacles in cash (not in kind)
(1) She has no built-in capital gains
(2) Capital gains tax (carryover basis) palid out of residuary
D. Wife seeks same for marital deduction (i.e, in cash)
(1) She has no built-in capital gains
(2) Capital gains tax (carryover basis) pald out of residuary
E. Daughter and wife argue that, to extent legacies are satisfied in kind, they
want high-basis assets
F. To raise cash (since § 303 dves not solve problem—cash requirements in-
creased and income tax liability on redemption)
(1) Wite and daughter argue for sale of common stock in company
{2) Son argues for sale of marketable securities

IV—Possible liability of lawyer
A. Did not amend § 303 agreement
(1) § 303 (as amended by TCB) not available for § 306 stock
(2) Even if TCB provision does not go through :
(a) Did not advise that §303 redemption involves dividend
treatment (for E & P at time stock was issued)
(b) Did not advise § 303 does not eliminate capital gain on
amounts not treated as dividend
(3) Estate now unable to meet cash requirements (possible dividend
treatment and certain capital gains taxes)
B. Rewrote will instead of doing codicil
(1) Generation-skipping tax unnecessarily attracted
(2) If brain-damaged grandchild survives wife and children, no grand-
child exclusion.
C. Did not counsel client concerning lack of liquidity
D. Did not counsel client concerning qualified plan conflict
E. Did not counsel client on “in cash or in kind” conflict

OUTLINE OF STATEMENT OF JOSEPH KARTIGANER BEFORE THE SENATE
COMMITTEE ON FINANCE

I. Speak as an individual
II. Focus on:
A. Inducements to do the nonsensical
1. Qualified joint property
2. Marital gifts in excess of $100,000
B. Tax traps for the unwary arising from unnecessary complexity or
retroactivity
1. Transitional rules for generation-skipping transfers
2. Retroactivity
(a) Carry-over basis and sections 303 and 306
(b) “Byrum amendment’
3. Giftsplitting and contemplation of death
1. Uniflcation and record-searching problem
C. Undue “perfection”
1. Unification and record-searching problem
2. 'firanslf)fllis in contemplation of death and the technical correc-
ons
D. Conflicts among beneficiaries
- 1. Carryover basis
2. Inclusion in estate
(a) Contemplation of death
(b) Transfers with retained life interests
(a) Contemplation of death
(¢) Qualifled plan benefits
E. Lack of conformity with State laws In the area of disclaimers
II1. Suggestions for change
A. Unifleation
B. “Ant{-Byrum”
C. Qualifled plans
D. “Orphan’s exclusion”
E. Generation-skipping tax transitional rules
F. Disclaimers
G. Carry-over basis

Senator Byrn. The committee will stand in adjounment. -
[Thereupon, at 11:35 a.m., the subcommittee was adjourned.]
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COMMUNICATIONS RECEIVED BY THE COMMITTEE EXPRESSING AN INTEREST IN THIS
HEARING

M. D. ALLISON, ATTORNEY AT LAW,

Rocktord, Iowa, August 5, 1977.
Mr. MICHAEL STERN,

Staff Director, Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR SIR: Ag a part of the Jowa State Bar Association continuing legal educa-
tion program I have attended three different programs at which the Tax Reform
Act of 1976 was the topic of discussion by experts in that field. While I consider
myself a lawyer of at least average ability I must confess that I am very much
confused by the provisions of the tax act as the same involve the ‘‘carry-over-
basis rule”,

During the breaks and at the conclusion of these meetings there were discus-
sions among those attending, all of whom were practicing attorneys and it is
my impression that the application of the “carry-over-basis rule” is not at all
understood by the majority of the members of the Bar.

I believe that it will be impossible for the Internal Revenue Service to adminis-
ter this provision and there will be an excessively large number of persons who
are engaged in working with the provisions of this rule subject to penalties for
indavertent errors and mistakes in attempting to apply the same.

From my own experience I do not see how, in a great many cases, the infor-
mation necessary in order to apply the rule can be obtained. The additional paper
work, complex calculations and records required by this rule pose a nightmare
to the average practicing attorney. Even an estate of modest size, and in particu-
lar a farm estate fnvolving livestock, grain and a full line of machinery, will
require untold hours of additional work in order to obtaln, record and calculate
all of the various computations necessary in order to determine basis for the
purpose of gain and loss for the heirs and the estate. This will undoubtedly
greatly increase the cost of probate.

I seriously doubt if the general public will be able to comprehend the provisions
of the “‘carry-over-basis rule” and therefore will not be able to accumulate and
regoxt-d the information which will be necessary to apply the same in their
estates. R

I therefore urge In the strongest possible terms that the “carry-over-basis
rules” be retroactively repealed. When a majority of the persons who will be
directly responsible for preparing the calculations and returns involving the
application of the rule, throw up their hands in despair due to the complexity
of the problems created by the rule and all of its ramifications then something is
drastically wrong and requires correction.

Yours very truly,

M. D. ALLIsSON.

STATEMENT OF HAROLD T. BECKMAN, OF SMITH, PETERSON, BECKMAN & WILsoN—
TESTIMONY REGARDING TECHNICAL AMENDMENTS

The following testimony is offered to assist the Congress in weighing the
practical effects of the Tax Reform Act of 1976 which has created an uncon-
scionable burden on the citizenry, an impossible burden on executors and ad-

ministrators of estates and their attorneys, and an impossible enforcement duty
upon the Internal Revenue Service.
(111)

05-028—77——9



112

*Fhe witness has now attended five different schools of continuing legal educa-
tion in an effort to learn the methods of compliance with the provisions com-
plained of, discussed the subject matter with attorneys for the Estates and
Trusts Division of the Internal Revenue Service, and read the Tax Services and
I’eriodicals subscribed to by his law firm and finds the experts stumped as to how
to effect compliance with the law as written. In their puzzlement, the witness
had heard many experienced practitioners threaten to abandon this portion of
their practice rather than submit themselves to possible malpractice charges and
the penalties imposed by the law for errors that may be made.

The Yowa State Bar Association has annually conducted a Tax School longer
than any other state bar association in the United States and has been credited
with developing the greatest percentage of practicing lawyers capable of assisting
taxparers file accurate tax returns—thus making the lawyers of this State one
of the hetter arms of the Internal Revenue Service for collection of Revenue for
the United States Government. In the opinion of the witness, unless the areas of
taxation herein complained of are corrected there is extreme danger that it can
lead to a destruction of will on the part of taxpayers and their advisers to carry
out their devotion to compliance with the maze of law that now constitutes
the Internal Revenue Code. The cost of compliance through the assistance of
professional tax advisers will create an unconscionable burden on the citizenry;
cost of enforcement will create an impossible burden to the net revenues for the
United States Government; and the net result will be completely negative to all
concerned.

With more specificity, I offer the following for consideration by the Committee
on Finance and the Congress:

1. WITH BEGARD TO THE “‘CARRY-OVER-BASIS RULE":

‘Under the prior Act it was possible for taxpayers to determine their basis of
property for capital gains purposes and for estate tax purposes with a reasonable
effort. In reliance on the provisions of the Internal Revenue Code clients were
advised in the matter of record keeping as to the limited number of documents
that they must keep, including their check records and invoices on property
acquired. Iowa has a ten-year Statute of Limitations on written contracts. The
Statute of Limitations under the Internal Revenue Code fell within the State
Statute of Limitations.

The fact that a new basis would be acquired as to all property of which a per-
son was the owner at the time of his death made it unnecessary to keep records
with regard to the cost of acquisition of assets that would with certainty be
retained until death. As a result many taxpayers have destroyed records that now
would be necessary in order to assist them in establishing the cost basis of many
items of property. It will be utterly impossible for them to comply with the cur-
rent provisions of the law other than by utilization of an educated guess. Unless
the law i8 changed executors and administrators of estates will be exposed to
extreme liabllity as they will be unabe to furnish beneficiaries of estates with
accurate basis information and in the event the beneficiaries at any time become
{nvolved with the Internal Revenue Service by inability to clearly establish their
cost basis on property for either depreciation or capital gains purposes the execu-
tors and administrators of estates could become subjected to litigation. In the
alternative, if executors and administrators fail to supply the basis they will be
subjected to penalties with the Internal Revenue Service, At the present time, in
an effort to make the maximum amount available for distribution in estates, the
surviving spouse or a child of the testator is named as executor and such executor
serves without compensation. With a burden imposed upon them with regard to
furnishing basis to beneficlaries, the only safe procedure for the testator to follow
is to name a corporate fiduciary and impose this burden on the corporate fidu-
clary. The net result will be to deprive his intended beneficiaries of a substantial
amourtnt of money that will have to be pald to corporate fiduciaries for serving as
executors.

In fact, we are certaln that many banks and trust-departments currently serv-
ing as corporate fiduciaries may well get out of the business due to the additional
burdens imposed upon them unless the statutory fees or court allowed compensa-
tion is increased substantially to cover the additional risk that they will have to
undertake by serving in such capacity. In our smaller communities the banks and
trust companies are not sufficlently staffed to carry out these additional burdens
and the net result would be to force the administration into the hands of the
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larger banks and trust companies far removed from the situs of the decedent and
his estate, -
II. REGARDING GIFT-IN-CONTEMPLATION-OF-DEATH RULE

Prior to the adoption of the Tax Reform Act of 1976 gifts made within three
years prior to death were presumed to be made in contemplation of death. How-
ever, in many instances gifts were made by persons who were in excellent health
with a life time motive of seeing their children provided for through education
and in other manners. If the donor of such gift met an untimely death as a result
of accident or disease unknown at the time of making the gift, the executor could
sustain its burden of proof that the gift was not made in contemplation of death,
thus preserving for the prematurely deprived widow and children the use of funds
that would otherwise have to be paid for federal estate taxes. Under the Tax
Reform Act of 1976 there is no way to preserve for the prematurely deprived
family such funds which, in our current inflatlonary economic society, could be
direly needed to provide for the surviving spouse and family. The net effect of
the TRA of 1976 is to limit lifetime motives for giving solely to the rich. Children
or spouses of the middle class are sorely handicapped by these provisions. It
appears that by good and sufficient amendment to the TRA this depravation could
be restored without opening up the Pandora's box of abuse and advantage which
some have taken of the prior act. Possibly an age limitation of 65 years or so be-
fore application of the harsh new rule would be a solution. I can see no need for
the harshness of the act as presently drafted. A further method might be a speci-
fication of accidental death or death from a limited number of causes known to
be non-ascertainable within three years prior to death.

III. DIFFICULTIES ENCOUNTERED BY FARMERS AND SMALL BUSINESSMEN

We have not had an opportunity to experience the great number of dificulties
that farmers and small businessmen will sustain as a result of the new act. How-
ever, some have already become evident. For Example :

{1) I have had a situation where a widow restding in Nebraska was the owner
of Iowa land. Her only relative is a nlece who lives in Florida. A few years ago,
the niece enticed her aunt to convey her Iowa farm to the niece, reserve a life
estate therein and pay the gift tax then imposed thereon which at that time was
not a great amount of money as Iowa farm land then had & much lower value.
The farm has been farmed for 20 years by a tenant who has served the widow
and her later husband well. The widow desires to sell the farm to the tenant but
on examination of the title it was disclosed that this was not her sole right so to
do. The nlece does not desire to sell the farm. On her aunt's insistance that the
aunt be authorized to make the sale, the niece consulted her Florida attorney
and was advised that if she surrendered her remainder interest in the land to her
aunt she would have to pay gift tax thereon and advised her that the tax would
run approximately $30,000.00. The aunt advised that she would be willing to pay
the $30,000.00 in order to Le able to carry out her wish, However, on being advised
of the aunt’s willingness to pay the gift tax in such amount the nlece again con-
sulted her Florida attorney and was advised that as a result of the combined gift
and estate tax the niece really would not know until her death what her exact tax
would be; that due to the fact that her husband had a substantlal estate of his
own and that in his estate planning he was leaving a substantial portion of his
estate to the niece, the Florida attorney could not even estimate what the total
tax would ultimately be if she reconveyed the property to her aunt.

The aunt is faced with the possibility of having to sue her niece in an effort to
set aside the deed to the remainder interest on the basis that the deed was ob-
tained by fraud, duress and undue influence since the niece did show & profound
{nterest in the aunt until she succeeded in obtaining the deed but has neglected
her woefully since that time, The aunt does not cherish the idea of disgracing her
niece, but the harsh results of the combined gift and estate tax may force her to
do 80 if she insists in seeing that the tenant farmer becomes the owner of the land
that he has worked for s0 many years for the benefit of the aunt and her late hus-
band. In my nearly 30 years in the law practice I have often found landlords
desirous of selling their land to their tenants rather than having it sold and dis-
posed of by thelr executor or heirs solely to the bighest bidder or risking the
chance that an absentee beneficlary far removed from the land becomes the owner
thereof and insists on holding the land for speculative purpose.



114

I am sure that many more instances of contravening excellent motives on the
part of owners of property benefited by long years of service of tenants and em-
ployees will develop if we are forced to Hve under the combined method of taxa-
tion. Off hand, it appears that if the two tax rates were equalized rather than
combined the loss of revenues that arose under the prior law could be avoided.
However, I saw nothing wrong with the prior law which had the incentive of plac-
ing productive property in the hands of younger, more efficient producers, thus
Increasing income tax revenue.

(2) The record keeping requirements under the TRA are mind-boggling for
the farmer and small businessman, At a time when they have finally become
experienced in the matter of record keeping under the prior act many of the
rules of record keeping have been changed in such a manner that the farmer
and small businessman 18 faced with a possibility of becoming a full-time book-
keeper or undertaking a substantial overhead that immeasurably adds to their
risk of doing business, the net result of which will be to discourage many per-
sons from entering business and speed the increase of & class soclety in our coun-
try. I am certain that most of our congressmen and senators, {f they but reflect
on their own experiences in life and the life of their families, will recognize
the contribution that small businessmen and farmers have made to our system
of government and the standard of living which we all now enjoy. To relegate
families of low and moderate income to a life of servitude as tenants and em-
ployees {8 not only detrimental to the individual but to our nation.

To force an individual taxpayer into using guess-work in seeking basis for
property will encourage individuals to believe that similar guess-work is suffi-
cient for other tax paying purposes. A method of taxation that breaks down
the morality of the taxpayers can reduce our nation to a nation of law-breakers
and law-enforcers with no room for the honest and enterprising, the basic fiber
upon which our nation has been built. While these elements may appear frothy
and intangible, those of us who live among the people and work toward main-
taining the moral fiber of our nation know how important the elements of honesty
and enterprise are to a free society.

The creation of a web of laws that no individual can escape will speed the

ocess of killing off individual initiative, imagination, and honesty to a degree
that even the most devoted bureaucrat cannot imagine.

* * * * * * *

Lest the committee surmise that I am a hide-bound conservative and/or a
rich attorney, I hurriedly point out that I am neither.

With regard to the former, I am accused by many of my Republican friends
as being too progressive to be a member of their party. I recognize the wisdom
of many actions that have béén taken by our Congress as necessary to protect the
masses against voraclous elements in our soclety who make money their god.
However, I also recognize that too stringent government contrals can kill off
the productive elements in our society. Maintaining the vital balance is a never-
ending chore. Were America not a land of opportunity, I, as one of three sons of
a farmer struggling under a huge debt during the drought and depression of the
1930’s, would not have had the opportunity to become a lawyer and serve my
fellow man as envisioned by me as a youthful idolator of Abraham Lincoln.
As with many of my contemporaries, seven years of college without a penny
from home and service to our country during World War 1I did not seem like
a burdensome undertaking but a privilege in a land of freedom and opportunity.

With regard to the latter, I am proud of the success that I have enjoyed as a
member of my profession. I have lived in the Holmesian philosophy that “Good
lawyers work hard, live well and very frequently die poor.” In my efforts to serve
my clients, T have too often neglected making prudent and wise investments
even when urged to do so by my friends. My security 1s in my family and the God-
given ability to work long hours. I am not poor—but I am not rich in the material
goods and money measured in light of today’s standards and value of a dollar,
Should my God-given abilities last long enough I hope to leave my wife secure
as a result of the sacrifices that she has made by enduring me for a great number
of years. In this regard I am not unlike many of my fellow practitioners of law
in the State of Iowa.

I am extremely hopeful that a thoughtful Congress will maintain the vital
balance hereinabove referred to so that my children and thelr children wilt enjoy
thetalsame opxr)tol:'tunitles to live a life of freedom and opportunity in the greatest
nation on earth.
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KFLLY & MORRISSEY, ATTORNEYS AT LAW,
Fairfleld, Iowa, August 8, 1977,
Hon. Jou~N C, CULVER,
U.8. Senator, Senate Office Butlding,
Washington, D.C.

DEAR SENATOR CULvER: I wanted to write you a letter stating our law firm's
disagreement with present workability of “carry-over basis rule” as it is presently
constituted by the Tax Reform Act of 1976. At the time Congress adopted the
Tax Reform Act of 1876, it was my understanding that the reason for change was
to make our tax laws easier to understand and simpler for tax practitioners to
apply. By this standard alone the act has failed. I would hazard to estimate that
very few lawyers, let alone taxpayers, completely understand the 1876 Tax Re-
form Act.

The “carry-over basis rule” i{s impossible in actual practice, I am sure that in’
many situatlons the decedent is the only person who could supply the informa-
tion necessary to comply with the, rules. Additionally, there is a limit to the
recordkeeping which can logically be expected by the taxpayer or his attorney.
The Tax Reform Act of 1976 imposes unreasonable demands upon the taxpayer to
keep such records if the “carry-over basis rule” is to have any value.

It is my understanding that a proposal to reconsider some of the more burden-
some aspects of the Tax Reform Act of 1976 is presently before the Subcommit-
tee on Taxation and Debt Management of the Senate Finance Committee. It is
our hope that “carry-over basis” provisions of the new act will be retroactively
stricken,

Wae will appreciate your assistance to the farmers and small businessmen of
Iowa who will be benefitted by change in the presently enacted law.

Kindest regards, EpwiN F. KELLY, Jr.

Attorney at Latw.

H. W. WALTER, ATTORNEY AT 1AW,
Council Blufys, Iowa, August 8, 1977.
Re Tax Reform Act of 1076.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR Sir: I understand that there is currently being taken before the Com-
mittee testimony with regard to the so called “carry-over-basis rule.”

Let me volce my opposition to this “reform” as an attorney in that it is un-
workable and burdensome for both I.R.S. and the family and attorney involved.
Any supposed relief for the family is in many cases merely postponement of the
payment of tax and the attendant recordkeeping involves many hazards. There
is also the constant problem that the deceased may be the only person who had
the knowledge of the basis.

I urge the committee to seriously consider a return to the “stepped-up basls.”
There seems to be a general consensus that the area of taxation is one where sim-
plification should be the goal. The new “carry-over-basis rule” is a step in the
wrong direction.

Sincerely,
MicHAEL A. SCIORTINO,

Norrawoop, Iowa, August 4, 1977,

Re Setneisg(é"inauce Committee hearings on carry-over basis rule in tax reform act
[ X

Mr. MIOHAEL STERN,

Staff Director, Committee on Finance,

Dirksen Opice Building, -

Washington, D.C.

DEAR MR. STERN: I would like to offer a comment on the effect of this carry-
over-basis rule as affecting the small taxpayers. It was my understanding that
the tax reform act was enacted to give tax rellef to the small businessman and
farmer, Basically I deal with farmers and handle a certain amount of work with
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farm type of estates. It goes without question in reviewing these carry-over-basis
rules that they cannot be administered effectively by the Internal Revenue Serv-
ice and in many instances the person who could supply the information necessary
to comply will be deceased. The average taxpayer {s not going to be able to
understand the effect that this Act is going to have on them.

If you were to take the example of an average widow who inherits a typiecal
farm estate of $120,000.00, which is not a great estate by any means, the net
effect of this new act {3 to increase her taxes, complicate her record keeping,
andnte}:’ere is no question that she i8 in a worse situation than when the old law
applied.

I would urge the Senate to adopt the previous “carry-over-basis rule” which
is more fair, and something that the very average client and taxpayer that I come
in contact with daily can understand and live with.

Yery truly yours,
Joux H. GREVE,
P Attorney ut Law.

AvrtA CHAMBER OF COMMERCE,
Alta, Towa, August 8, 1977.
Re Written testimony as to changing the Tax Reform Act.
Mr. MICHAEL STERN,
Washington, D.C.

DeAR M&. STERN : We are a farming community, and our farmers were asking
their government to change the Estate Taxes to allow higher exemptions and that
farmers should have their lands in an estate valued at what they produce, not
a value based on what they might get if the farms were sold. This was done in
the new law, which pleased the farmers, but they did not like the idea that their
property should get a new basis for income tax purposes and they desire you to
help repeal that part of the new laws. They feel that whatever value they have
to use for estate taxes, the same value should also be used as a tax basis for other
taxes, such as income taxes, and that it is too confusing to expect them to have a
different basis, or more than one basis, or to keep special books or records, for
different tax purposes.

Thank you for any assistance you make in getting this part changed.

Sincerely,
- . THOMAS S. PETERSON,
Secretary, Alta Chamber of Commerce.

DiegL, DieAEL & HAYNES,
Albert City, Iowa, August 9, 1977.
Mr. MICHAEL STERN,
Staff Director, Committce on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. STeERN: I am writing in regard to the committee hearings on the
“carryover basis’” problems created by the Tax Reform Act of 1976. I under-
stand that consideration is being given to retroactive repeal of this portion of
the new federal estate tax law,

I am a small town lawyer speclalizing in probate and tax law. I am a member
of the Probate and Trust Committee of the Yowa State Bar Association. I deal
with this new law every day. I don’t believe you really understand the difficulties
created by this carryover basis requirement. I have a number of matters pend-
ing in my office now where the principal asset of each of these estates is a modest
home which goes to the surviving spouse. In the past we have handled such es-
tate in the “short form” way with a minimum of time and at a relatively small
charge to the beneflciaries. Now I have informed each surviving spouse of the
necessity of searching for records as to the cost of the home and the cost and
date of purchase of each improvement. We have delayed filing any kind of a re-
port of this carryover basis because no regulations or forms have been prepared
by Internal Revenue Service. I have heard that IRS personnel has not been
able to agree on regulations and forms. Meanwhile small probate matters which
should have been completed six months ago are still pending in my office while
we awalt forms, .

If you can realize that it is difficult to find the information needed to compute
the carryover basis in small estates, then you must realize that it is nearly
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fmpossible (unless one has access to a computer) to determine the carryover
basis for each item in a large estate. Consider the ordinary situation where
the decedent owned a herd of dairy or stock cows, with each animal having
been purchased or born on a different date. Or consider the case of a lawyer or
political office holder or business man with an office filled with books and furni-
ture, each item having been purchased at n different cost on a dlfferent date.
It you would suddenly pass away, would the executor of your estate be able
to furnish the attorney with the information required by the new federal law?
I can’t belleve that any tax bill designed to simplify the tax structure could
contaln such a difficult and fmpractical procedure. For the sophisticated cor-
porate tycoon, there may not be so much of a problem because the principal assets
in his estate will be stocks and bonds. But for the small unincorporated business
man and his lawyer, this law imposes very difficult requirement.
I ask that you eliminate the carryover basls provision of the 1976 Tax Reform
Act and restore the “stepped up” basis provisions of the old tax law.
Yours very truly,
DiEnL, DIEHL & HAYNES,
Mary ANN DIEHL.

DIERL, DIERL & HAYNES, LAWYERS,
Albert City, Iowa, August 25, 1977.
Mr. MIOCHAEL STERN,
Staff Director, Commiitee on Finance, Dirksen Senate Office Building, Washing-
ton, D.C.

Dear Mgr. Stern: I wish to volce my objections to the “carryover basis rule”
contained in the Tax Reform Act of 1976. This provision is particularly onerous
when applied to farmers and small businessmen,

As a lawyer practicing in a small Yowa town and dealing primarily with estates
of farmers and retired farmers, I am appalled at the long-range ramifications of
the “carryover-basis rule.”” In many situations, it will be totally impossible to
accurately determine the carryover basis because the necessary information just
will not be available, especially with regard to livestock and machinery. In many
cases, the Executor of an estate will not know or have any way of finding out
when ia particular cow or plg was purchased or born, let alone the cost of the |
animal.

Even if today’s farmer begins keeping such accurate records, each will need
at least an extra room on his house to keep his records. Lawyers who handle
a large amount of probate and tax work in farming communities will need a
computer bank in which to store information.

Or consider the widow who has only household goods and a car, all in joint
tenancy. At her husbaund’s death, she does not contact a lawyer. She may be liable
for penalties up to $7,500.00 for failure to notify the Secretary and herself of
the carryover basis information.

The carryover basis provision seems to be another shining example of the
simplification of our tax laws. I urge repeal of this section of the 1976 Tax Reform
Act retroactively.

Sincerely,
MARJORIE HAYNES.

CoMMENTS RELATING T0 CHANGES AFFEOTING “SEcTION 306" STOCK BY BYRLE M.
ABBIN, ARTHUR ANDERSON & Co,, Ci11cAco, ILL,

INTRODUCTION

In H.R. 6715, a bill was introduced in the House of Representatives “to correct
technical and clerical mistakes in the tax laws” under the entitlement, “Technical
Corrections Act of 1977.” Within that bill, as Sectfon 3, are amendments under the
description “Technical, Clerical, and Conforming Amendments to Estate and
Gift Provisions.”

A most substantive amendment has been proposed that would eliminate quali-
fication of Section 806 stock from the speclal redemption provisions of Section
303. This change would remove capital gain treatment and thus would present
untoward liquidity problems for estates composed of significant amounts of
Section 806 stock representing an interest in a family business. The additional
tax burden, apparently not mitigated in most situations by an amendment provid-
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ing a “fresh-start” adjustment to basis of Section 308 stock, would result {n the
forced sale of many famnily owned businesses.

This dire result would be caused by Tax Correction Bill of 1977, Section 3(a)
(2), that is headed “Clarification that Section 306 Cannot be Used for Section 303
Purposes.” Under it, Subsection (b) of Section 303 is to be amended by adding a
new paragraph (5) stating, “Subsection (a) shall not apply to any distribution in
redemption of Section 306 stock. The preceding sentence shall not apply to new
stock which meets the requirements of paragraphs (1), (2) and (3) of Subsection
(c) if the old stock was not Section 308 stock.” The effective date is to estates of
decedents dying after December 31, 1976. The other proposed change related
to the treatment of Section 308 stock, Section 308(a) is to be amended by allowing
an adjustment in the amount realized for December 31, 1976, fair market value.
(Sec. 3(a) (1) of the Technical Corrections Bill of 1977.)

After g review of the history of Sections 303 and 308, it is concluded that there
is no policy reason either before the passage of the 1976 Tax Reform Act or as a
result thereof that provides the rationale for a difference in the treatment of
Section 308 stock under Section 303, the provision that considers the special
liquidity needs of closely held business interests, than that applicable to other
preferred stock and common stock owned by comparable shareholders. Moreover,
there is nothing in the legislative history of the 1976 Tax Reform Act that justifies
the adoption of this momentus policy decision as a mere clarification of a teclinical,
clerical or conforming nature. Section 303 has been and should continue to be
controlling in all situations where there may be a conftict with other Internal
Revenue Code provisions such as Sections 301, 302, and 3086.

Because of its vast impact on literally thousands of taxpayers who have
relied on the prevlous qualification of any type of stock for the Section 303 relief
provisions (provided the percentage tests were met), fairness demands that such
a significant change in law must be accomplished prospectively only and then
based upon a clear understanding by the members of the House Ways and Means
Committee and the Senate Finance Committee of the impact it will have on the
owners of closely held business interests, farms, etc.

Section 306

The Internal Revenue Code of 1954 attacked frontally the preferred stock
“bail out” benefits under the prior law, as exemplified in the Chamberlain case,*
by establishing an elaborate set of rules providing that a sale or other disposition
of Section 308 stock will produce ordinary income rather than capital gains (as
noted below, a few exceptions to the stringent rules were provided). Thus, the
provision was directed at closing a specific tax loophole—i.e., the conversion of
potential ordinary dividend income into preferentially treated capital gains
(often without substantial dilution of a shareholder's equity investment or con-
trol of the corporation). N

Under Section 308(a) (2), an amount received by a shareholder from a corpora-
tion upon redemption of Section 308 stock shall be treated as a Section 301 dis-
tribution and taxable as & dividend to the extent of the corporation’s earnings and
profits at the time of redemption. If the distribution is in excess of such earnings
and profits, the balance will be a return of capital to the extent of basis, and cap-
ital gains thereafter. On the other hand, if the Sectlon 308 stock is sold or other-
wise disposed of to a third party, ordinary dividend income will be realized to
the extent that the proceeds would have been a dividend at the time of the
original distridution of the Section 306 stock, if cash had been distributed in
lieu of stock. Again, the balance will be first applied against the basls, with any
excess being treated as capital gain. Thus, the date for determining the amount
of earnings and profits resulting in dividend treatment differs between a re-
demption by the corporation and a sale to a third party.

Among the limited exceptions to the harsh rules of Section 308(a) is a complete
termination of the shareholder's interest in the corporation. The apparent sim-
plicity of this approach is often frustrated, or made impractical, because of the
constructive ownership rules of Section 318(a), since most often Section 308
stock arises in a context of closely held, family corporations. It is most difficult,
if not impossible, to avoid application of the attribution rules in this situation,
since shares owned by other family members, trusts, etc,, are deemed owned by
the shareholder or his estate.

1207 F 24 462, CA-8 (1953), cert. den., 347 US 918 (1954). See also Bittker and
Eustice, Federal Income Taxation of Corporations and Shareholders, 10-1—10-14.
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The limited walver of family attribution is problematical as it applies to an
estate, the entity most likely to desire a redemption by the ¢orporation,® because
of the requirement and time deadlines for making payment of the death duties
and expenses of the decedent's estate, as well as the fact that few executors
would make distributions to heirs prior to settlement of such obligation or ef-
fecting the requisite redemptions. Many are precluded by state law from so
doing. Even though the heirs theoretically could have their stock redeemed
without the same attribution of ownership problem, practically this cannot be
accomplished.

Two other exceptions are of limited significance, i.e., the redemption in partial
or complete liquidation under Section 306(b) (4). In context, it should be noted
that the regulations refer to an isolated redemption of Section 308 stock by a
minority shareholder as an example of a redemption qualifying for the “(b) (4)”
exception. Regs. Sec. 1.3068-2(b) (3). It should also be noted that his exception
under Section 306(b) (4) is limited to transactions that in the opinion of the
Treasury are not in pursuance of a plan having as one of its principal purposes
the avoidance of Federal income tax. Based on the experience of most practi-
tioners, the likelihood of obtaining such clearance in advance is uncertain.?
Additionally, there is substantial concern in arranging long-range family tax
and estate plans when there is doubt about obtaining such Treasury clearance
in advance and no safe harbor approach, such as Section 303, exists.

It should be recognized that for many years substantial use has been made
of Section 308 stock as a tax planning device for owners of closely held family
type businesses, either through a preferred stock recapitalization or a preferred
stock dividend. The latter has been used frequently in many areas of the
country because of simplicity from both a tax and legal point of view. The ra-
tionale is very simple: the need to provide for continulty of ownership, security
for the elderly shareholder, incentive to the new and younger management
(whether family members or outsiders), retention of a stock that is more easily
valued, i.e, preferred versus common, are many of the reasons dictating use of
Section 306 stock. Shareholders had the security that no untoward results would
be occasioned by having created Section 308 stock, since the step-up in basis
applicable to assets included in an estate would expnnge the “Section 306 taint”
under the law as it existed prior to the passage of the Tax Reform Act of 1978.
Additionally, it should be noted that very few in the family corporation situa-
tlon ever considered creation of Section 308 stock as 8 means for bailing out
earnings at capital gains rates. This was the sophisticated tool for the share-
holder of a listed corporation or a very large unlisted company. Since preferred
stock of small. family owned enterprises realistically is not marketable (excent
to the corporation itself in a redemption} and as typical family corporations do
not have the funds to redeem shares (and often little borrowing capacity. as
well), the loophole was adequately closed by the Internal Revenue Code of 1054
"in the passage of Section 308, as well as the tightening of Section 303 by the
1976 Tax Reform Act.

Section 303

Section 303 has a simple purpose and the statutory intent would appear to
he clear. It was enacted as a relief measure to avoid ordinary dividend income
treatment for the limited, if not isolated, one-time post-mortem distribution by
a corporation that otherwise would be taxable as a dividend under Section 801.
Cf. House Report No. 2319, 81st Cong., 2nd Session 1950 (reprinted 1950-2
CB 380, 427-8), reproduced in part below :

“(E) DISTRIBUTIONS IN AID OF DECEDENTS' ESTATES

“It has been brought to the attention of your committee that the problem of
financing the estate tax is acute In the case of estates consisting largely of shares
in a family corporation. The market for such shares is usually very limited, and
it is frequently difficult, if not impossible, to dispose of a minority interest. If,
therefore, the estate tax cannot be financed through the sale of the other assets
in the estate, the executors will be forced to dispose of the family business. In

2 Crawford, 59 TC 830 (1973). nonaeq. 1074-2 CB 5 : Rickey. 77-1 USTC 98275 (NC La.).
8 Rev. Proc. 72-9, 1972-1 C.B. 718. Sec. 4.01, states thatyrullngs will not “ordlnar‘ln]y)"
35:}“3;2’30:"" respect to the applicabllity of Section 308(b)(4) to stock of a closely held
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many cases the result will be the absorption of a family enterprise by larger
competitors, thus tending to accentuate the degree of concentration of industry in
this country.

“Two potential avenues of relief are available under existing law and regula-
tions, but neither provides a truly satisfactory remedy, Section 822(a) of the
Internal Revenue Code permits the Commissioner of Internal Revenue to extend
the time for payment of the estate tax in cases of undue hardship for & period
not in excess of 10 years.

“The other possible remedy exists because of a regulation which sets up an
exception to the rule that the funds paid out through the redemption of the
outstanding securities of a corporation out of accummulated earnings will be
taxable as a dividend to the recipient. The regulation in question (Regulation
111, section 20.115-9) states that—

“A cancellation or redemption by a corporation of all of the stock of a
particular shareholder, so that the shareholder ceases to be interested in the
affairs of the corporation, does not effect a distribution of a taxable dividend.’

“While this regulation provides much needed relief in certain cases, it does
not constitute a satisfactory remedy for the problem at issue here, since in order
to qualify under the regulation the estate must dispose of its entire holdings in
the family business. In most cases this will be tantamount to the withdrawal of
the family from the business.

“Your committee is of the opinion that remedial action is desirable in order
to prevent the enforced sale of the family businesses which are so vital and
desirable an element _in our system of free private enterprise. Therefore, section
20S of your committee’s bill amends section 115(g) of the Internal Revenue
Code so as to remove from the category of a taxable dividend payments made
under certain carefully restricted circumstances in the redemption by the issuing
corporation of a portion of its stock held by a decedent’s estate.

“This statucory extension of the principle contained in the existing income
tax regulations will provide an effective method of financing the payment of
the tax when an estate consists primarly of stock in a closely held business, thus
eliminating, in most cases, the need for disposing of the family's interest in the
business. On the other hand the circumstances under which such relief is availa-
ble are narrowly defined and will restrict relief to situations in which true
hardship exists.

“The revenue loss resulting from bill will be small.” .

_ Obviously, Section 303 was intended to be paramount to all other Code pro-
visions. Thus, this exception under Section 303 to dividend treatment on redemp-
tions applies equally to shareholders with solely common stock as well as those
who might have preferred stock, whether or not the preferred is subject to the
“Section 308 taint.” Upon the death of a shareholder of a closely held family type
business, often Section 303 has been the only route available to provide for death
tax liquidity needs. Although the installment payrzent rules under Section 6166
(now Sections 6166 and 6166A, based on the Tsx Reform Act of 1976) have
heen provided to meet these needs, often the installments can only be paid
through the net proceeds, after tax, of dividend distributions, or by effecting
a redemption from the family company. As noted above, this may also result
in dividend treatment unless their is a complete termination of interest in the
corporation, provided the shares owned by others are not deemed owned by
an estate under the attributior rules. Moreover, seldom is bank financing avail-
ablletii'or the death tax obligation and, if available, it s, as best, only a temporary
solution.

Since redemptions typically closely follow the date of death, prior to 1977 they
ordinarily resulted in no tax at all to the estate, since the step-up in basis
equaled the redemption proceeds. On the other hand, if the distribution is
treated as a dividend, the entire amount is ordinary income, since basis is not
recognized in determining the amount of the dividend, but in essence disappears
for that computational purpose (see Sections 801(c) and 316(a)).

Because of the bunching effect, {f the proceeds of a redemption were treated
as an ordinary dividend, very easily 60 to 70 percent of the proceeds would be
taken in income tax with only the net 30 to 40 percent being available to pay
the death tax liability and administration expenses. In fact, in high state
tax areas, such as New York, the total income tax liability (U.S., state and
city) can approach 90 percent.

Simplistically, it $200,000 were required for the death tax and administra-
tion expense requirements, and the effective overall income tax rate were 60
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percent, it would take $500,000 (resulting in income tax of $300,000) to net the
$200,000 of transfer tax requirements, The limited relief made available by
Section 3038 for those estates that are comprised primarily of a family business
is necessary to avoid the dissipation of a family business built up over sub-
stantial years. As can be seen from Appendix A, the proposed changes have a
significant impact on an estate of even $500,000, half of which i{s made up of
Section 308 stock. Once an estate rises above $1,000,000  in value, assuming
Section 803 fests could otherwlse have been met with Section 308 stock, the
entire amount of a family business interest will be dissipated in the first estate
to pay for death duties and income tax resulting from the redemption to pro-
vide for such liquidity needs, even when a maximum marital deduction has
been provided. Without a marital deduction, the entire Section 306 interest will
be consumed even in an estate of $500,000.

Section 1023 (h)—Carryover in basts

As part of the Tax Reform Act of 1976, the automatic step-up in basis rules
were eliminated and, in lieu thereof, a carryover in basis approach, comparable
to that in effect for lifetime gifts, was substituted. In the process of determining
this new complex statutory change, a number of commentators have queried
whether the “fresh-start” basis, and any other adjustment for that matter under
the new carryover basis rules would apply to Section 306 stock.* However, no
one considered that the new statutory framework for carryover in basis would
result in the treatment of Section 806 stock in any different context than that of
regular preferred stock or common stock with respect to the redemption rules
under Section 303.

Section 3(a) (1) of the Technical Corrections Bill of 1977 would amend Section
308 by providing an increase to basis for the amount realized for the December 31,
1976 fair market value ‘‘fresh-start” adjustment. In fact, this basis adjustment,
with respect to Section 308 stock that was distributed before January 1, 1977,
may be illusory and of no consequence in most cases. This is based on an inter-
pretation that the only time it would have significance is when the shareholder
of Section 308 stock made a sale to an unrelated third party or had the corpora-
tion redeem his entire interest in the Section 308 stock (and other stock owned
in the corporation, if any). Another possible interpretation is that the amount
realized is reduced by basis, including “fresh-start” adjustment, for purposes of
Section 301(c¢) as well as Section 306.

As noted above above, especially with respect to redemptions, the inability of
a shareholder to do so without ordinary income resulting in typical in most Sec-
tion 306 situations because of the attribution rules under Section 318 and the
inability of an estate to avoid their impact even if all the shares it owns directly
are redeemed. Moreover, the desire for continuity of ownership in the family
company would be frustrated—contrary to the policy expressed in 1950 by Con-
gress and reafirmed in numerous sections of the Tax Reform Act of 1976,

If it is to be clear that the objective of Section 3{a) (1) is to be achieved by
providing basis for the amount for the “fresh-start” adjustment as of Decem-
ber 31, 1976, it would appear necessary not only to provide this amendment to
Section 306(a), but also to Section 801. The basis adjustment provided by the
proposed amendment of Section 308 may be of little significance, since it seems
meaningful only if the disposition is categorized as a sale. Thus the buyer must
be someone other than the issuing corporation or a family member. In spite of
the amendment to Section 306(a) by Section 3(a) (1) of the Tax Correctlons
Bill of 1977, distributions by corporations are still controlled by Section 301. The
“fresh-start” basis adjustment would be more assured in redemptions only if
Section 801(c) is also amended in a manner consistent with Section 308(a).
Otherwise there {s a possibility that the basis attributable to the preferred stock
may be ignored and thus “lost” in the determination of the dividend income from
the redemption.

The basis “lost” transfers to other stock, if any, owned by the redeeming
shareholders. Regs. ‘Sec. 1.308-1(b) (2), ex. 2 and 3. This provides only partial
mitigation, since at best it will reduce capital gains of any remalning stock
upon subsequent sale. At the worst, it will generate a capital loss of doubtful
benefits in many cases. In fact, the “fresh-start” adjustment will have less
significance as time takes its toll. Presumably the value of the preferred stock

+Cf. Newman and Kalder, Post-Mortem Stock Redemption Problems, 48 Journal of
Taxation, 2268 (April 1877) ; Abbin, Carryover Basis—Opening Pandora’s Box, 116 Trusts
and Estates 154 (1977).
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wiil not vary greatly over the years, but the formula under Section 1023(h)
will result in a diminishing “fresh-start” adjustment the longer the stock is
held beyond December 31, 1976, If Section 303 applies, capital gains will be
created for the difference. Without it, the difference will be ordinary income.

It is difficult to discern any Congressional intent to narrow its long standing
policy of aiding family businesses’ estate liquidity needs. In fact, the Tax
Reform Act of 1976 provided additional liberalizations (except for the per-
centage tests and who is an allowable redeeming shareholder under Section
803). The only suggestion to be found is in the Conference Committee Report,
that makes reference to the interrelationship of the “fresh-start” rules with
respect to the transactions resulting in gain where all or part thereof would
be treated as ordinary income. ,

It should be noted that with reference to Sections 1245, 1250 and comparable
sections, taxpayers have realized prior tax reduction and these rules are effec-
tive merely to recoup such prior tax benefit. This is to be contrasted with Sec-
tion 306 stock rules that are based on a statutory policy that ordinary income
taxation may result, depending on the nature of the disposition, i.e., redemption
or sale of part of the interest. However, where Section 308 stock is concerned,
there has not been any prior tax benefit obtained through deduction or other-
wise. Moreover, it is difficult to perceive why this brief reference by the Con-
ference Committee with respect to regulations indicates a Congressional policy
that Section 306 stock should no longer obtain the same safe harbor nondividend
treatment on redemption under Section 303 that is available to other forms
of stock interests, i.e., common stock and nontainted preferred stock. This
intent is not evident from the words of the statute or any prior discussion in
hearings that preceded the passage of the 1976 Tax Reform Act. As mentioned
above, the bail out results are the same irrespective of the nature and type
of stock interest. It is clear from the Congressional policy expressed in enacting
the predecessor to this section in 1950 that the isolated redemption to obtain
funds for estate liquidity purposes was to be provided special treatment. There
appears to be no reason why this special relief for the family business should
not be continued in spite of the enactment of carryover basis provisions, There
is nothing inconsistent with these approaches existing concurrently.

Technical( gr))rrect{ons bill of 1977—interrelationship of scctions 303 and 306 (scc.
3(a)(2))

Much has been made by some commentaiors of intent evidenced by the provi-
sions under Section 303(c) (3) and Regulations 1.202-2(d), where a post-death
dividend or recapitalization into Section 308 stock is sanctioned as still qualify-
ing under the relief provisions under Section 303. This treatment has been carried
forward in Section 3(a)(2) of the Technical Corrections Bill of 1977 that
amends Section 303(b) (5), precluding the eligibility of Section 308 stock for
use in Section 303 purposes, except new stock meeting the requirements set forth
in Section 303(c), it the stock was not Section 308 stock. This exception, allow-
lowing continued qualification for the rellief provisions of Section 303 upon re-
demption, thus would continue to apply to post-Geath recapitalizations involving
preferred stock and/or preferred stock dividends made on common stock subse-
quent to the date of decedent’s death. It appears that this special relief measure
has been inserted to allow redemptions to take place under Section 303 to provide
for the death tax requirements without impinging on the relative voting rights
of the common shareholders that would occur if the corporate redemption in-
volved common stock only.

The liberalizing attitude of Congress in this area is evident from the legis-
lative history provided in 1954, when Section 303 was expanded to provide addi-
tional consideration with respect to Section 308 stock after the death of the
decedent as follows:

“Under subsection 303(c), your subcommittee has further expanded the ap-
plication of existing law and section 303 of the House bill that {f after the death
of a decedent his estate receives stock whose basis is determined by reference
to, or by allocation of, the basis of the stock which was fncluded in the gross
estate then section 303 will apply to a redemption of the new stock to the same
extent section 803 would have applled to the redemption of the old stock, within
the time limitation described in subsection (b) (1). This subsection represents an
expansion of section 115(g) (8) of the 1939 Code, as well as section 308 of the
House bill. This subsection applies notwithstanding the provisions of section
808.” 8. Rep. No. 1622, 83rd Cong., 2d Sess., p. 239.

Thus it is clear that under the law prior to the 1976 changes, Section 306 stock
received by an estate as a dividend or from a post-death reorgauization could



123

be redeemed subject to the special provisions of Section 303. The pre-1976 Tax Re-
form Act consideration of the need for this section and the dichotomy between
pre-death and post-death receipt of Section 306 stock is directly and specifically
recognized under Regulations 1.3053-3(e) that state, “Section 308 stock ceases to
be so classified if the basis of such stock is determined by reference to its fair
market value on the date of the decedent-stockholder's death or the optional
valuation date under Section 1014.” It is submitted that because of the law as it
existed prior to 1976 there was no need beyond this to clarify the status of Sec-
tion 306 created prior to a decedent’s death, since it, along with all other types of
stock, automatically would, within the requisite tests, qualify for redemption
under Section 303. Thus, silence in the Committee Reports and Section 303, in-
cluding regulations thereunder, shoud not be taken to indicate lack of considera-
tion of automatic qualification of “pre-death” Section 306 stock within Section
303. Rather, it was necessary for Congress specifically to address itself to the
situation involving post-death creation, by dividend or recapitalization, of Section
8086 stock. Otherwise, ordinary income would result upon redemption of such stock.
As the Sen. Report No. 1622 states clearly, the intent was to expand the applica-
tion of Section 303, so that Section 308 received post-death would be given the
same treatment to which Section 306 stock received by a decedent during his life-
time automatically was entitled. Thus, the intent of Congress for over 22 years
has been to state clearly that Section 303 prevails over Section 308 and any other
application code sections,

It is ironic, indeed, that if the amendments to Section 303 and 308, suggested
by the Tax Correction Bill of 1977 are effected, an estate that is the sole share-
holder of a corporation with common stock may, with impunity, redeem to pay
death tax transfer costs and expenses under Section 303 at the tax favored rates
under Section 303 (including appropriate recognition of tax basis in reducing the
taxable gain) while not changing its status as the sole voting shareholder, whereas
the estate whose interest in a company is comprised solely of a less significant in-
terest in the company’s future—and essentially none in its economic growth—i.e.,
preferred stock that has Section 306 taint. is precluded from similar treatment.

—~ In tracing the history of the intent of Congress over the period from 1939, this

dichotomy never existed and the desire to preserve business ownership in the
family group woud be perverted by such divergence in approach.

Summary

The proposed amendment to Section 303, under the Technical Corrections Bill
of 1977, precluding use of Section 306 stock for relief provisions under Section
303, will result in a catastrophe to estates that are comprised of Section 308 stock
that was created as much as 22 years ago under statutory safe harbor rules. This
will be compounded by the fact that the basis step-up for “fresh-start” as of
December 31, 1976, may apply in very few cases as an offset to the amount of gain
realized. Because of the double tax impact, i.e., coverage of estate and inheritance
taxes, administration expenses and the Federal and State income taxes, the funds
required to discharge such liabilities often will require the redemption of the
entire amount of closely held stock owned that would otherwise qualify under
Section 303.

Little if anything will be left for the surviving spouse or family heirs. There

P _—_1s no rationale justifying this result under the 1976 Tax Reform Act, nor should

there be under any subsequent consideration. It is to be acknowledged that quall-
fying common or preferred stock (not Section 308) that is redeemed under Sec-

—tion 303 is a legislatively sanctioned ball out. As a result of the carryover basis
rules, obviously that bail out now will cause at least some capital gains tax. That
increase can be accommodated; but to tax any redemption of preferred stock
tainted under Section 306 many years ago in anticipation of at least qualification
for the limited, isolated redemption rellef provisions of Section 803 is retroac-
tivity that is not called for either in the concept of fair play nor in the amount of
cost to the Federal Fisc,

There has been little evidence that substantial benefit has been ohtained from
this section beyond that desired by Congress; likewise no untoward advantage
has been taken of it.

It must be recognized that the source for liquidity requirements of an estate
of any famlly type closely held company primarily is the company itself. Often
it 1s difficult for that company to arrange an immediate cash redemption for the
estate llquidity requirements; this will become practically impossible if, in
addition to that tax, a substantially greater amount of income tax from the re-
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demption also must be financed by the company. The end result would appear to
be contrary to other policy aspects set forth in the 1076 Tax Reform Act, i.e,
more favorable installment payments under Section 6168, the special valuation
rules for farmland and other business real estate, amongst others. It obviously
goes counter to stated government policy with respect to business concentration
and desire to keep family businesses extant. For these reasons, Section 3(a) (2)
of the Technical Corrections Bill of 1977 should be eliminated and Section (8)
(a) (1) should be made applicable not only to Section 3068(a) (8), but to Section
801 (c) as well.
ADJUSTED GROSS ESTATE

|Assumptions: (1) Death occurs in 1977; (2) State Inheritance tax equals Federal State tax u;dit; and (3) Other liquid
assets are absorbed by debts, claims and administration expense}

$500, 000 $1, 000, 000 $2, 000, 000
Marital  No marital Marital  No marital Marital  No marital
A. Amount of sec. 306 stock._....___.. $250,000  $250,000  $500,000  $500,000 $1,000,000 $1,000, 000
B. Unified transfer lax—Net of credit,
el 977.'. ...... Aiarata g 40, 800 125, 800 125, 800 315, 800 315, 800 750, 800
X ion to ol
0. BHEA'::: ;;:'og""é;):iiigi'('i"(';' 140,800 150,000 %188,700 9350,000 700,000 3700, 000
. Balanice of sec. s -~
and c)&'e""'"""' ........... 178,400 ... . 185,500 .. oo ieiieiiccoacaooas
(8) Defiit in funding......... NA (25, 800) NA  (165,800) (158,000) (450, 800)
Total taxes as percent of adjusted
P gmsst os'h:&gsn estlnto&.’.j ...... 16.3 55.2 3.5 66.6 50.8 .9
o uire (3
Somption—Ist estale - o €163 1000 3629 1000  100.0  100.0
150 percent effective tax rate assumed.
160 percent effective tax rate assumed.
370 percent effective tax rate sssumed.
4 32,6 percent for combined estates,
100 percent for combined estates.
MARER, MELOY & HANKENS,
Oherokee, Iowa, August 9, 19771.
Re: Tax Reform Act of 1476,
STAFF DIRECTOR,
Comniitiee on Finance,
Washington, D.C.

DEeAR S1r: The carryover basis rule contained in the above i3 not a workable
solution to our tax mess—how can heirs administer the act when they and
everyone else cannot understand nor make it work—kindly change.

Thank you.
R. STEPHEN HANKENS.

Te PASKE & EvVANS,
SB{oua Oenter, Iowa, August 10, 1971,

MICHAEL STERN, . .
Staff Director, Committee on Finance,
Dirksen Senate Ofice Butlding, Washington, D.C.

Dear Mk, STERK : I have been advised by the secretary of the Iowa State Bar
Association that the portions of the Tax Reform Act of 1976 concerning the new
carry-over-basis rules and gift in contemplation of death rule are the subject
of reconsideration and investigation by Congress. I would strongly urge you to
listen carefully to the testimony and other statements concerning these matters
offered by attorneys practicing in rural Iowa and other experts in this area.

My immediate problems concern the carry-over-basis rule, As you well know,
this rule was a product of Congressional concern about lost fncome tax revenue
due to the favorable tax treatment available to those who held their property
until death and passed it to their heirs through the state. The effect of this rale
is to do away away with the so-called stepped-up basis for computing taxable
gain for the helr or beneficiary upon a later disposition or sale of the asset.

Conversations with other attorneys indicate that there are primarily five objec-
tions to the carry-over-basis rule. These are as follows :

1. The carry-over-basis rule cannot be administered by the Internal Revenue
Service effectively.
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2. In many instances the person who could supply the information necessary
to comply with the rules will be deceased.

3. The future recordkeeping required by the Act will be staggering to the
lawyer. —

4. Very few taxpayers will ever be capable of understanding the effect of the
Act which seems to be the exact antithesis of an over-all announced goal of tax
simplification,

5. It appears that any efforts on the part of Congress to preserve the family
farm or small business by alleviating the burdens of the Federal Estate Tax
are completely counterbalanced by the adverse income tax consequences encount-
ered in any estate in which there are liquidity problems.

I wholeheartedly support any efforts on the part of Congress to simplify our
tax structure. Rules such as carry-over-basis and the like serve only to frustrate
that goal. Further, I, an attorney am ethically obliged to make legal services
available to all those in need of them. Continued existence of this rule hinders
me in the exercise of that duty in that too much of my time and energy will be
devoted to ferreting out facts which in many circumstances are undiscoverable.
As a reward for these extraordinary efforts. Congress proposes to impose sanc-
tions and penalties upon me and my clients for our failure to deal with circum-
stances that are beyond our control. Accordingly, T most strenuously urge you to
support legislation co-sponsored by Congréssman Jim Leach retroactively strik-
ing the new carry-over-basis provisions,

Respectfully,
TErRY HUITINK.

CrAY, WALTER, CRAY, LOESCHEN & GODDARD,
Burlington, Iowa, August 9, 1977.
Mr., MICHAEL STERN,
Stafy Director, Committee on Finance, Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. STeRN : We understand a bill has been or will be introduced in the
House of Representatives by Congressmen Conabel, Johnson and Leach modi-
fying or striking the ‘“‘carry-over basis” as defined in the Tax Reform Act of
1976. This bill would also carry modifications, according to our understanding,
with respect to the ‘“special use” value of family farms and small business com-
panies and the “freshstart” rule, -

The members of our firm recommend that these rules of the Revenue Act of
1976 be substantially modified or stricken.

The record keeping and computations necessary to comply with these rules are
proving, and will continue to prove a great burden on both taxpayers, tax con-
sultants, accountants, and lawyers assisting taxpayers. The provisions of the
Act imposing severe penalties for failure to provide the “carry-over basis’” on
estates to beneficiaries also seems most unjust and unfair and gives rise to a
contingent Hability on professional firms, including persons who assist in prepara-
tion of income tax return. For instance, how could persons and firms assisting
in probate ever carry on their books an accurate statement of the contingent
liabilities which may arise uder such provisions? Under similar circumstances,
even an individual preparing tax returns for customers could have hanging over
him contingent liabllities for many years.

With respect to the “cardy-over” rule, we find that many farmers and owners
of residential property in our County of Des Moines have no records adequate to
provide an adjusted basis for such beneficiaries in a decedent’s Estate. This is
for the reason that such properties may have been owned for so many years and
records not available,

It also occurs to us that the provisions of the “fresh-start” or “carry-over”
basis and treatment of the values of family farms, small businesses and estates
i8 s0 complicated and the necessary elements for computations so completely elu-
sive that we doubt if the provisions can be administered. The recapture of taxes
for up to fifteen years is unreasonable.

We urge your Committee to look favorably upon reporting modification of the
Reform Act of 1976 by eliminating the ‘‘fresh-start” or “‘carry-over™basis and
“speclial use” provisions for arriving at the valuation of family farms and small
businesses in the hands of Executors and beneficlaries of decedents. ™ ~

In conclusion, it occurs to our firm that the Reform Act of 1976 has placed
on the taxpayers aof this country such a difficult and complicated tax system that _
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the ordinary taxpayeﬁi~ is incapable of understanding or complying without pro-
fesstonal assistance. It is also doubtful that the terms of the Aet can be admin-
istered by the Internal Revenue Service.

Respectfully submitted, -
GLENN F. Cray.

T NORELIUS, NORELIUS & GUSTAFSON,
Denison, Iowa, August 8, 1977.
Re carry-over-basis-rule.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Ofice Building, Wash-
ington, D.C.

DEear SIR: I want to voice my objection to the above Rule for the following
reasons: A

1. In just a short period of time since the Rule went into effect, we have learned
of the almost impossible inability to get the Information as to thé purchase price,
additions of capital improvements, depreciation taken, and in short, computing
the adjusted basis in the hands of the decedent.

2. The impossible taks of keeping records required by the Rule and the notices
to beneficiaries or persons acquiring the property.

3. I have tried to explain the Rule to clients who are acquiring property com-
ing within the Rule, just how it works, so that they will know the tax conse-
quences if the property is sold by them. I must admit I have difficulty in under-
standing the Rule, let alone trying to explain it to a layman.

Sincerely yours.
E. A, NorerL1US.

BECK, PAPPAJOHN & SHRIVER,
Mason City, Iowe, August 8, 1977.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Office Butlding, Wash-
ington, D.O.

DeAr MR. STERN : I am advised that your office i8 receiving written testimony
and other objections pertaining to, among other matters, the carry-over-basis
rule contained in the 1976 Tax Reform Act. Without enumerating in detail each
of the deficiencies in such legislation as passed, I wish to state that it {s the
judgment of this writer and without exception the judgment of every other law-
yer with whom I have visited concerning the legislation, that strict compliance
with the requirements of the new carry-over-basis rule will in almost every case
be an impossibility. I cannot belleve that legislators voting in favor of the new
carry-over-basis rule knew or understood the adverse consequences of additional
time and expense being imposed on any taxpayer coming within the purview of
the new rule. The time which has now passed since the enactment of such rule
should have been sufficient for all legislators to now realize that the new carry-
over-basis rule was a mistake in direct opposition to the announced goal of the
1976 Tax Reform Act of Tax Supplification.

I strongly urge that the new basis provisions contained in the carry-over-
basls rule of the 1976 Tax Reform Act be retroactively stricken.

Very truly yours, JAY M. SHER
: IVER.

FruUNDT, FRUNDT & JOHNSON,
Blue Earth, Minn., August 8, 1977.

Mr. MICHAEL STERN,
Staft Director, Committee on Finance,
Dirsken Senate Ofice Building, Washington, D.C.

DEeAR SIR: I wish to simply state my opinion concerning the new tax reform
act of 1970 in hopes that the committee will give it some consideration when
lEhey consider the matter which we understand will be coming up in the near
uture. :

Nearly all of the attorneys whom I have talked to, and it has been a substantial
number, feel that the tax reform act of 16 is going to prove an impussible
burden upon the taxpayer, as well as upon the government.
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We feel that there is substantial burden on the taxpayer in baving to keep
records of earnings and expenses in connection with the operation of each
particular part or tract of real estate which he may own which may ultimately
be broken down in smaller tracts, or become parts of larger tracts; and, particu-
larly, with the problem of valuations at the date of death and the payment, or
responsibility, of having to have the potential income tax liability on the incre-
ment in value of sald real estate, and the determination of that value as it may
have changed from January 1, 1977, to the date of death, :

We feel that the income tax burden is completely unfair; that the taxpayer
is supposedly paying, and should pay, for the increase in valuation as an inheri-
tance tax matter, but not an income tax matter; and, that the principle of the
old law is sound and the theory of it fair, but the principle of the new law is
completely arbitrary and unreasonable and constitutes double taxation contrary
to the constiftution of the United States.

It is not for me at this time to go into a long detailed 25 page objection to
the matter because I have faith that the matter is being duly aired by the
people who are close to the committee and giving the testimony pertinent to the
problem. However, I am certain that this measure is the most feared tax measure
that we have ever faced in the history of our income tax since the time it was
first passed back in 1913. It is going to cause litigation of a tremendous amount,
and problems which are not going to be at all equally resolved as far as our
various taxpayers are concerned, and those who can afford to pay for attorneys
\vill end up paying substantially less tax than those who can’t afford it. We feel
that the tax itself is conflscatory and unfair, unreal, and unworkable, and we
sincerely hope that the committee will appreciate the terrible burden this is
putting on the taxpayer and do something to remedy the situation.

I assure you that in expressing this opinion ¥ am expressing the opinion of
every lawyer that I know of that has considered the matter, and the people
themselves are very much upset about what our government is doing to them
under the guise of tax reform. It I8 just getting too complicated to try to comply
with the law any more. We beg you, therefore, to consider the matter very
seriously and to, at least, eliminate the income tax aspects of the law and make
the application of it, both income tax wise, and federal estate tax wise, much
more simple and falr. ‘

Very truly yours,
J. H. FruxpT.

PIOKENS, BARNES & ABERNATHY,
Cedar Rapids, Iowwa, August 8, 1977.
Re Tax Reform Act of 1976.
Mr. MIOHAEL STERN,
Staff Director, Oommiitee on Finance,
Dirksen Oftice Building, Washington, D.C.

Dzar Mz, STERN: I understand there are some pending investigatory hearings
to consider such toplcs as the “‘carry-over-basis rule” and other matters that
were enacted in the Tax Reform Act of 1976. I would like to register some
complaints as to the g0 called Tax Reform Act which was enacted last year.

1 have practiced law for 21 years and do a considerable amount of tax work.
T have been a member and a past president of the Cedar Rapids-Marion Area
Estate Planning Council and although I may not be an expert in the fleld I
certainly am experienced.

The Tax Reform Act of 1076, to a'great extent, was not reform, it was change.
I see no possible practicable way that the Internal Revenue Service will he able
to administer the carry-over-basis rule over the period of time that it will apply
and I have no idea how the taxpayer or his lawyer will be able to keep proper
records to see that it is applied.

I have personally handled four tax audits this year in 1976 all relating to in-
come tax. I have had courteous and prompt attention by the Internal Revenue
Service agents with whom I have dealt. I have asked all of the agents whether
they feel that the Internal Revenue Service will be able to administer the new
Tax Reform Act and they all have confessed that they feel it will be virtually
impossible. T am sure a great number of these ideas, even though politically

05-026—77T——10 !
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motivated, arise from noble beginnings. However, when they cannot be admin-
istered or entorced, they are virtually worthless.

There is something wrong with the tax system when the ordinary taxpayer
who may be very competent to run and operate his business at a reasonable
profit feels totally inadequate to prepare his tax return, This is what hag devel-
oped in recent years. I hope these thoughts would:be of some help to you'in
connection with the pending hearings.

Sincerely,
JAMES F. PICKENS.

CORNWALL & AVERY,
Spencer, Iowa., August 8, 1977.
Hon. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Oftce Buflding, Washington, D.O.

DEAR MR. S8TERN: It is our understanding that a bill has been or will be in-
troduced in the House of Representatives to strike from Tax Reform Act of
1976 the provisions relating to the ‘“‘earry-over-basis-Rule,” and we are writing
to urge that this bill be given serious consideration because, fn our opinion,
the present provision creates a situation and.-makes requirements that will be
very dilmcu'lt, i not impossible, for the taxpayer to perform or the Department
to audit.

We urge that the provisions be eliminated entirely or at least changes he
made so the regulation may be understood and workable by the taxpayer and
the attorney or the tax consultant.

Respectfully submitted,
WiLsoN CORNWALL,
ALDEN D. AVERY,
Toyu CORNWALL,
: CHRISTOPHER A. BJORNSTAD,
: STEPHEN F. AVERY,
. c Membera of the Flrm

O'Coxmon, THOMAS, WRIGHT, HAMMER, BERTSCH & NOBBY.
Dubuque, Iowa, August 9, 1977.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, -
Dirksen Senate Office Building, WaaMngton, D.C.

DeAr MR. STERN: It {8 my understanding that a bill has been, or soon will be,
introduced in the House of Representatives by Representatives Conable and
Johnson, and co-sponsored by other parties, relating to the ‘“carry-over-basis
rule” which was adopted as part of the tax reform bill of 1076, The “carry-over-
basis rule” adopted in 1976 should be repealed and the property of deceased
persons should be given a new basis which wotld be the value of the asset at
the date of death, The “carry-over-basis rule” is objectionable for mt\ny rea-
sons, including the following:

1. In many instances the person who eonld supply the information necessary
to comply with the rule 13 the deceased ;

2. The “carry-over-basis rule” cannot be efrectively administered by the Inter-
nal Revenue Service or accurately used by lawyers in the collection of Federal
Estate Taxes on estates of persons dying after December 31, 1976;

8. Very few taxpayers will ever be capable of understandlng the effect of the
.f&lct,uwhich seems to be entlrely contrary to the announced goal of tax simpli-

cation;
la4' The future record keeping required by the Act will be ataggering to the
wyer.

I urgently and sincerely request that the new “carry-over-basis rule” be re-
pealed and that we go back to the rule which was in force and effect prior
to January 1, 1977.

Very tru!y yours, '
E. MARSHALL THOMAS.
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WiLsoN, BONNETT AND CHRISTENSEN,
Lenoz, Iowas, August 5, 1977,
Re Tax Reform Act of 1976. .

Senator D10k CLARK,
Washington, D.C.

Senator JoHN CULVER,
Waehington, D.C.

Congressman Tox HARKIN,
Washington, D.C.

DEeAR S1r8: As a general practitioner located in Southwest Yowa wherein we
deal primarily with small businesses and family farm operations, I am greatly
concerned about the affects of the 1976 tax reform act upon the administration of
decedents estates, .

At the present tlme under the new rules which have been enacted by Con-
gress we have anything but a provision which will simplify or benefit our small
businessman or small estate,

We can look at sald tax bill and upon first impression it would appear that the
increase and/or change from the $60,000 exemption to the unified credit would
effectively reduce the total amount of Federal Estate Tax that would be due
and owing from a small estate,

However, the other ramifications of sald tax bill quite clearly and in my opin-
fon negate any benefits that we have received from the lower federal estate tax
on small estates. The stepped up cost basis and the very complicated procedure
in attempting to determine cost basis which would be subjected to elther Federal
Estate tax or a capital gains tax at the time of an individual’s death are almost
{mpossible to compute. . - '

The formula as such for computing the carry-over basis rule 18 almost totally
incomprehensible and even if the general practitioner is able to satisfactorily
master said-matters 1t will be virtually impossible to explain said matters to lap
people so that they can effectively understand what has taken place in the admin-
istration of an estate. -

. Not only do we have these particular problems but the very definitions under .
which we are to operate, which apply to those individuals who are allowed to
use, “productivity value” for valuation purposes may not in fact be able to utilize
the same unless the individdal is completély debt free and the only child of a
particular decedent and is in fact farming the land or operating the business. This
is very parrow and it would appear to me somewhat deceptive provision which is
redlly not what was intended in trying to provide relief to the family farm or
small business operation. :

- It has become very apparent that the record keeping process will be almost a
total impossibility as the very individual who could answer such questions will
in fact be deceased. Further the legal responsibilities and exposure which any
law firm will have to undertake in the administration of an Estate will, I am
sure, increase the cost of administering sald Estate as well as the over-all mal-
practice insurance premiums that will be charged to those individuals who han-
dle administration of decedents estates. As you know this cost will not be
absorbed by the practicing lawyer, but will in fact be passed on to those clients
whom one represents at that particular time.

It seems to me that we could have had a tax bill implementing the unified
credits rather than the estate tax exemption without all of the problems which
are bullt into said bill as a result of the carry-over basis rule which will entail
incomprehensible record keeping responsibilities which we presently have under
this tax reform act,

I certainly would join with those individuals who are asking that the new
basis provision for property be retroactively stricken from said tax reform act
go that wé might be able to provide the kind of service and needs of our clients
in the admintstration of decedents estates,

In remain .

Respectfully yours,
- - RIOHARD L. WriLsoN.
RoxArLp D. BoNNETT.
Davip L. CHRISTENSEN.
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MoRRISs & ANDERSON,
Tama, Iowa, August 8, 1977,
MICHAEL STERN,

Stafy Director, Committee on Finance, Dirksen Senate Office Building, Wash-
ington, D.O. .

Dear MR, STERN : I am writing on behalf of all of the members of this firm
relative to the investigation you are conducting concerning portions of the Tax
Reform Act of 1976 and more specifically, the “Carry-over-basis Rule”, .

In general, of course, after the passage of more time, the general effect of this
rule will have its impact on the tax payer and he will react badly in face of the
stern tax consequences. From an administrative standpoint, however, the Rule
i fraught with what will turn out to be impossible requirements on the ground
level. I have been practicing law for twenty yvears and my firm has been deeply
imbedded in preparing individual tax returns for farmers and small business
men and 1 can say with great conviction that the average person does not have
and does not maintain good records of any kind including financial and tax. Fur-
thermore, tax matters are not something which is a commonly handled, discussed
and knowledgeable area for the family. Normally, one individual in the family
has the responsibility for preparing the family tax return and most generally,
one spouse or the other has only the barest knowledge of the family tax situation
much less what goes into preparing a tax return. Almost always, this tax in-
formation i8 not spread beyond the spouse. Consequently, to administer the
“Qarry-over-basia Rule” is going to be extremely difficult if not fmpossible be-
cause in a great many cases, the information necessary to comply with the rules
will have been within the purview of the decedent and no one left surviving will
have the faintest idea about the information necessary nor where to find it.

Furthermore, under the present requirements, the Act will make necessary
an unprecedented and staggering amount of record keeping by someone. From
experience, I can tell you that that record keeping will not be by the taxpayers
themselves but thelr lawyers, accountants or taxpreparers. They will have to
pay for that time and it will greatly increase their cost of tax preparation.

_ Finally, and perhaps most importantly, we doubt if any or at best very few tax
payerg will ever understand the effect of the Act. This being the case as in all
things when people do not understand, it becomes a vexing subject and imposition
and a contest to which they will never be reconciled. This makes for unhappy
citizens, unhgppy taxpayers and litigation all of which are to the detriment of
our clients. It is to their detriment when they cannot understand and there-
fore do what {s necessary to comply with the law as well as plan to live within
it. Tegislation which cannot he understood in general and which is burdensome
to administer and enforce is poor legislation and it appeats to me that irrespec-
tive of tax generation, the Tax Reform Act is imposing a great burden on the
taxpayer from the standpoint of record keeping and tax preparation expense not
to mention a practical impossibility to learn to live with. It is simply going to
generate a great deal of unhappiness to the farmer and small businessman and
that unhappiness is going to be reflected in their attitude toward their Govern-
ment.

We strongly urge you and all those who are a part of your inveatigation to
take the necessary actlon to rectify what appears to us to be a disastrous situa-
tion by retroactively striking the new basis provisions for property.

Respecttully yours,

BEN Morzis,

Senior Partner.

ST1. Lours COUNTY NATIONAL BANRK,
COlayton, Mo., August 2, 1977.
Re: Investigatory Hearing of Subcommittee on Taxation and Debt Management

Concerning Serlous Estate and Gift Tax Problems Created by the Tax Re-
form Act of 1976.

To: Mr. Michael Stern, Staff Director, Committee on Finance, Dirksen Senate
Office Building, Washington, D.C.

Fronlai:_nonald H. 8plcer, Assistant Trust Officer, St. Loouls County Bank, Clayton,
0.

CARRYOVER BaAsI8 RULE

As an individual in charge of maintaining income tax cost records for the Trust
Department of a Bank I would like to testify to the fact that the carryover basis
rule is indeed a “administrative nightmare” for two basic reasons. It is 80 com-
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plex only the most sophisticated tax lawyer or Trust Department could attempt
to apply it, yet it will effect every heir of every estate. Secondly, the fundamental
assumption that an executor will be able to determine the decedent’s original
cost basls for each asset is so farfetched that this law, without a doubt, will prove
to be totally impractical and unworkable. For the moment I will assume tax laws
hnvlei etg be complex and will confine my comments to whether this law can be
applied, )

It is easy, I suppose, to assume that a taxpayer will have cost records for
virtually all his assets in a convenient location such as a safe deposit box or
desk drawer and all the executor has to do is put them in alphabetical order.
Without being facetious, the real world does not work that way, at least it hasn't
80 far in my experience. The more typical state of a taxpayer’s financial affairs as
of the date of death is usually as follows.

Normally the deceased taxpayer, and his spouse if married, although being
elderly do not anticipate his immediate death and have not purposefully ar-
ranged his cost records for the use of another party. If there.is a spouse this
problem may be lessened but if not we can only hope the executor or a famlily
member looks in the right place and know what they see when they are looking
;lf. it. There may be several reasons they will never find what they are looking

or.

The decedent may have never known or tried to obtain the cost basis him-
self. If he acquired the asset by gift or inheritance the donor or prior executor
may have failed to notify him of his cost basis, and he may have failed to request
this information before he sold the property and had an immediate need for it.

Even if the decedent had his original cost records at one time he may have
unknowingly lost it or if he knew the records were missing he may have them
committed to memory instead of bothering to write them down. It is surprising
how many taxpayers recall exactly what price they paid and when but this knowl-
edge often dies with them.

The decedent may have even intentionally discarded his cost records out of -
ignorance because he knew for a fact he would never sell the asset during his
lifetime and he was advised all assets are stepped up to Federal Estate Tax
values upon death. Unfortunately he received this advice Lefore January 1, 1977,

Let us now go so far as to assume we have a sophisticated taxpayer who has
all his cost records. Nothing will guarantee these papers will find their way into
the hands of the executor after the taxpayer’s death, unless perhaps they are in
a safe deposit box. The question now becomes, can all U.S. taxpayers be educated
to the fact these papers should be kept in such a safe place.

It is doubtful given situations where even the Will cannot be located.

In summary, the transmissfon of cost records of a decedent to his executor
simply cannot be considered a& routine matter. The lack of this information will
result in the heirs being unable to determine their correct capital gain or loss;
maintenance of cost records will become an inexact science.

Even the “fresh start” provision as of December 31, 1976, intended as a relief
measuie, poses further burdens to executors and heirs. The stepped up values on
this day cannot be used by the heir if a capital loss would result, so the law in
effect requires a dual set of cost records be kept for each asset acquired before
that date. Also, can you imagine the confusion of an heir after an executor tells
him he can use the December 31, 1976, value if the result is a gain, but if not he
must use the original basis to determine loss, and he will have no gain or loss it
his sales price is between December 31, 1876, value and original basis? Thiy I
stretching taxpayer compliance to the limit.

The law contains a provision that if the decedent’s basis is unknown, the fair
market value at the date of purchase, or approximate date of purchase, can be
used. This relief i3 almost meaningless since it is very rare to know the date of
purchase if you do not know the original cost in the first place. Possibly this sec-
tion contemplates that stock certificate dates of transfer can be used. If so, the
executor Is first burdened with tracing stock dividends and splits through thelr
adjustments (mutual fund and other dividend reinvestment plans are another
matter) and then he can shift some burden to stockbrokers by requesting them
to look up a quote for Coherent Radlation Corp. on February 19, 1059.

The computations above are only the beginning. Adjustments to basis must then
be made for Federal and State estate taxes attributable to appreciation to date
of death. Needless to say if the estate itself sells an asset before these taxes are
determined, amended Fiduclary Income Tax Returns will be required.

These burdens of estate administration may well cause a family member to be
reluctant to act as executor even though he is otherwise well qualified. For attor-
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neys and banks who act as executors, the complexities of the law will require
additional time expended and add another layer of expense which will be passed
on to every estate and heir.

RECOMMENDATIONS

I urge your committee to recommend the carryover basis rule be repealed in its
entirety. It is my opinion tax reform to close the loophole of appreciation to death
18 unworkable by any reference to the decedent’s basis. The old law was simple

and straightforward and should be retained.
. ‘ RoNALD H. SPICER."

SKELTON, TAINTOR & ABBOTT, P. A,
ATTORNEYS AT LaAw,
Lewiston, Maine, August 8, 1977.

Re Senate Finance Committee

Hearings, Technical

Corrections Bill of 1977
MICHAEL STERN,
Staf Director, Commitice on Finance, Dirksen Senate Office Building, Wash-

ington, D.C.

Dzar Mg. STERN ¢ This letter is submitted in response to the invitation to per-
sons who wish to submit written testimony to the current Senate Finance Com-
mittee Hearings regarding the Tax Reform Act of 1976.

My only comment is that the Technical Corrections Bill of 1977, H.R. 6715,
does not go far enough in solving the problem of independent trustees who serve
as trustees of generation-skipping trusts. An effort has been made in § 3(n) of the
Bill to clarify that an independent trustee will not be a beneficiary for purposes
of the generation-skipping rules. However, the Bill is too narrow.

Essentially, the Bill would amend § 2613(e) of the Code by providing that an
fndividual does not have an impermissible power in a trust if the individual is
a trustee who has no interest in the trust, is not a related or subordinate trustee,
and does not have any present or future power in the trust other than a power
to dispose of the corpus of the trust or the income therefrom “to a beneficiary
or a class of benéficiaries designated in the trust instrument.” The quoted lan-
guage is the 'problem. In most trust instruments, the trustee has the power to
distribute to or for the benefit of beneficiaries of the trust. I therefore suggest
that the language I have quoted be revised to read “to or for the benefit of a
beneficiary or a'class of beneficlaries designated in the trust instrument.”

This is a simple change, but it could save a great number of trust instruments
from falling within the generation-skipping rules in ways that the drafters of
H.R. 6715 obviously intend that they should not.

Thank you very much for your consideration.

Very truly yours,

BrYAN M. DENoOH.

ALLBEE, WILSON & ALLBEE,
ATTORNEYS AT LaAw,
‘ Muscatine, Towa, August 4, 19717.
MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Ofice Building, Wash-
ington, D.0.

DeAr 81r : I wish to voice my strong opposition to the intolerable burdens placed
ib%n the taxpayers of the United States by the so called Tax Reform Act of

Need I say more?

There are not enough computers in the IRS to keep adequate records of the
data the taxpayers, executors and their attorneys are required to accumulate and
forward to the IRS under this Act. Storage and retrieval costs of data to be
flled will be prohibitive and far exceed the taxes collectible as a result thereof.

A major portion of the tax basis data required to be reported under the act
will not be avallable and can not be reported because the information will be
held by persons who are deceased and their records, of course, will no doubt
have long since disappeared. Congress may have forgotten that we have a tran-
slent population and transient people do not tend to keep a lot of records on hand
for indefinite periods of time. :
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Attorneys, under the Act, are required to keep voluminous records in order to
protect themselves and their taxpayer clients. Attorneys die—thelr records are
not kept forever. If a taxpayer is deceased and the attorney is deceased, how,
can a descendant or successor taxpayer comply with the carry-over-basis rule?

Why not select an arbitrary carry-over-basis equal to 200 percent or some
other arbitrary percentage of the taxpayer basis for unlisted securities and un-
depreciable personal property?

The existence of two carry-over-basis—one for determining capital gains and
the other for determining capital loss—is ridiculous.

It would appear that in some situations a plece of property could have:

(a) A special use for Federal Estate tax purposes; .

(b) A different value for state Inheritance tax purposes;

(c) A different value for state property tax purposes;

(d) A different value for taxes {n the event of a sale, and

(e) Finally, a different value for depreciation purposes.

Note 2lso, that if a speclal use value is used it could not be used for gift tax
purposes. This, I submit, is too, too much.

Change the rates. Change the credits. But please—please simplify. Gut down
record keeping requirements.

It you must redistribute the wealth—say go and do it in a straight forward
manner. Don't try to accomplish it in a circuitous fashion. . ,

Yours very truly, ‘
' ALLBEE, WILSOK & ALLBEE,

HARVEY G. ALLBEE.

ViNcENT E. JOHNSONR,
ATTORNEY AT LAw,
Montezuma, Iowa, August 5, 1977,

Hon. JouN CULVER,
U.8. Senate Building,
Washington, D.C.

DEeAR MR. CULVER : The carryover basis rule for property as it exists under the
1976 Tax Reform Act should be stricken from the provisions of such act for the
following reasons:

(1) The only way which this rule could be legally carried into effect would be
for every living person to make an inventory of property interests owned as of
January 1, 1977, and in so doing, making the required adjustments as required
under the act. If the individual during his life does not prepare this information
and leaves it to be done by those following him after death, no one can accurately
reconstruct the information needed. -Although I have advised many clients of
this requirement, I am sure that none of them have complied, although we are now
more than seven months past the ewective date of the act. This is a natural, human
trait and if we think it would be difficult now for recipients or successors in
interest to reconstruct the information necessary following the death of a dece-
dent, the task of doing this job one year, five years or ten years down the road
Would be impossible.

(2) It would be terrifically time consuming for the lawyer to meet the require-
ments of record keeping to comply with the law and furnish or make available
to the executor on an acceptable basis the information the executor must have at
the time of closing the estate and which the executor must report to the govern-
ment to avoid penalty provided for in the act. I have not even been able to find
a service, including trust department facilities at banks, who are prepared to
assist on a present basts for computer preparation of values or who antlcipate
providing such service in the future.

(3) Tie party in interest, usually recipients of property, will never be able to
understand the requirements nor will they be capable of doing the necessary
computations on their own withount the help of an accountant or lawyer, or both.
The inability to understand it is bad enough and totally futile so far as actual
taxpayer is concerned but cost to him will also be prohibitive.

It seems that for the above reasons and in addition probably many more, both
from a technical and practical standpoint, this carryover basis rule should be
stricken from the Tax Reform Act. The procedure necessary certainly takes
away any element of simplification as it affects the practicing lawyer, account-
ant or the layman who has the actual duty under the act.

Yours respectfully :
. ' VINCENT B}, JOHNSON,
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Tae FieeLity TrusT Co.,
- Stamford, Conn., August 3, 1977.
Re Subcommittee on Taxation.
Hon., MICHAEL STERN,
Staff Direotor, C'ommmeo on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DeAr MR. STERN: AS Vlce Chairman of the Trust Division of the Connecticut
Bankers Association I am authorized to correspond with your committee to ex-
press our Association’s view that section 1028 of the Tax Reform Act of 1976
entitled “Carryover Basis For Certain Property Acquired From A Decedent
Dying After December 31, 1976” should be repealed.

To this end we have previously corresponded with each member of the Con-
necticut House of Representatives delegation to urge support for bills submitted
for the purpose of repeal, viz., Representative Conable's bill H.R. 1563 and Rep-
resentative Burleson’s bill H.R. 2674. When Senator Helm's bil}, S 1696 was {ntro-
duced in the Senate we corresponded with Senators Ribicoff and Weicker to
request their support for this measure. In this connection we enclose a copy of
our July 21, 1977 letter to Senator Ribicoff and request your attention to the
third paragraph wherein we summarize, briefly, our reasons for supporting
repeal of the Section.

It is obvious that the enactment of section 1023 poses an almost impossible

- framework within which a professional fiduclary may function. In our view the
only reason a massive objection from the general public has not occurred is that
the complexities of the Section are too difficult for the average taxpayer to
comprehend. The revenue to be realized from the changes is minimal and the
costs of estate settlement and trust administration will escalate appreciably. It
is our impression that the law generally favors early vesting of assets of an
estate or trust. We fear that if Section 1023 is allowed to represent the tax law
of the land protracted litigation and confusion will result. The section, as pres-
ently constituted, presuppose that accurate records are avalilable from the date
of acquisition of an asset. From our experience we may assure your colnmittee
that this is not a fact. Moreover, it is doubtful that adequate enforcement or
policing by the Treasury Department is feasible without materially increasing
the burgeoning Internal Revenue Service staff.

We include a copy of a letter received from Mr. Bozak of the Tax Depart-
ment of Hartford National Bank and Trust Company covering this subject.

Before concluding we should mention that we believe that some constitutional
issues are raised by the enactment of subsection (a) of Section 2035 of the Tax
Reform Act, “Adjustments For Gifts Made Within 3 Years of Decedent’s Death”.
In essence, this subsection provides that a gift made within three (3) years
prior to a decedent's death is automatically included in the estate for tax pur-
poses, irrespective of the donor's intent. We submit that the due process provi-
sions of the Fifth Amendment may be violated by creating an artificlal presump-
tion which has no basis in fact. We defer in this area, however, to the menthos -
of the nation’s bar associations who plan, no doubt, to address your Committee
on this subject. .

We shall observe with considerable interest your Committee’s progress in re-
viewing these critical matters and we thank you for affording us the opportunity
of expressing our grave concern.

Sincerely,
- WALTER T. SULLIVAN,
Senfor Vice President and Trust Officer.

Tre FmeLrry Trust Co.,
Stamford, Conn., July 21, 1977,
Re Senate Bill 16906 (Helms).
Hon. ABRAHAM A. RIBICOFF,
U.S. Senator, Connecticut,
Russell Senate Office Building,
Washington, D.C.

DEAR SENATOR RisicorF: We understand that Senator Jesse Helms of North
Carolina has introduced the subject bill for the express purpose of repealing Sec-
ticn 1023 of the Tax Reform Act of 1976 entitled “Carryover Basis for Certain
Property Acquired from a Decedent Dying After December 81, 1976".
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On behalf of the Connectlcut Bankers Assoclation I am authorized to corre-
spond with you to advise you that our Association requests that you support
Senator Helms’ measure. As you know, similar bills have been introduced in the
House of Representatives, and we have corresponded with members of our Con-
nectlicut House delegation to request support in that body for the Conable Bill
(H.R. 1563) and the Burleson Bill (H.R. 2674).

As you no doubt know, Section 1023 creates an extreme hardship upon Ad-
ministrators and Executors who are now required to obtain detalled cost in-
formation for certaln assets in decedents estates in order to inform legatees
and devisees of the adjusted tax cost as of December 31, 1976. In most instances
the details concerning original purchase prices are not available and the at-
tendant administrative burdens in making death tax adjustments are extremely
difficult, The fact that penalties are imposed by the Section for noncompliance
merely serves to make the entire concept untenable. Truly, the complexities of
the Section may result in fostering involuntary tax fraud.

We trust that you will be sympathetic to our position in this matter as we be-
Heve that repeal is in the interest of the general public.

Sincerely,
WALTER T. SULLIVAN,
Vice-Chairman, Trusé Division,
Connecticut Bankers Asgsoolation.

HARTFORD NATIONAL BANK AND TRUST CoO., .
Hartford, Conn., August 1, 1977,
Mr. WALTER T. SULLIVAN,
Senior Vice President and Trust Officer,
Fidelity Trust Co.,
Stamford, Conn,

DEAR WALTER: I believe you want to know about the problems Connecticut
Banks are encountering in complying with the carryover basis provisions of the
Tax Reform Act of 1976.

1. Tangible personal property: Ascertaining the acquisition date and actual

cost of jewelry, heirlooms, a coin or stamp collection acquired on a piecemeal
basts is frequently virtually impossible.
. 2. Real property: Where a decedent had a residence at death which was one
in a series of houses he or she purchased and sold, it is often dificult to deter-
mine the adjusted basis of the property. In many cases, we are unable to deter-
mine it ima:lor improvements were made to the property, which would affect the
cost basis, '

3. Suspended bdasis: Although the decedent’s basis must be increased by estate
taxes attributable to appreciation in property value, this informatlon is not
avallable unttl the estate tax return has been audited and accepted by the Inter-
nal Revenue Service and State Tax Departments. Final acceptance of the return
can take from six months to two years from the date it was filed. Consequently
any sales made during the administration of the estate will invariably require
filing amended fiduciary income tax returns to reflect the adjustment to basts
as a result of the audit.

Adjusting the tax costs of appreciated value assets in an estate now frequently
will be a record-keeping chore, For example, increasingly people are purchasing
stock through monthly and quarterly dividend reinvestment plans. Each pur-
chase, even a fraction of a share, represents a separate asset for purposes of this
sdjustment. Also, coin and stamp collections usually appreclate in worth and each
{tem must be adjusted.

Further, Executors now must establish two tax costs for each asset, one the
basis for gain in event of a sale of the asset, the other the basis for loss, Fach
cost must be adjusted to reflect changes in estate tax assessments.

When assets are distributed to the beneficiaries, the Executor now must advise
them that the asset's tax cost basi{s may change and any sales made by the bene-
ficlaries may require amending their personal returns.

4. Cost reconstruction: Frequently, a decedent's cost records are not avalilable,
This necessitates tracing acquisition dates and costs through transfer agents or
reconstructing costs based on certificate dates, a costly, time consuming process.

5. Buy-sell agreements: We foresee substantial litigation in this area in at-
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tempting to establish them as “marketable securities” rather than property sub-
Ject to the formula approach for determining the *“fresh start” basis.

Corporate executors, with tax specialists who have access to tax and capital
changes services, will be able to cope with these new responsibilities.

However, we belleve the extensive record-keeping required by the carryover
basis of the Internal Revenue Code runs counter to an executor’s duty to admin-
ister and settle estates expeditiously. We also feel that the Congress did not in-
tend this consequence when it legislated the estate tax changes.

We vg;)uld afpreclate, greatly, an opportunity to discuss this with you.

ucerely,

LAaw OFrFicEs oF EpwiIN W. SALE,
Kankakee, 1., July 18, 1977,
Mr. MICHAEL STERN,
Staﬁ; Dhgc(t]or, O'ommmee on Finance, Dirkeen Senate Ofice Building, Washing-
on,

DEeARr Me. STERN ! With reference to the hearing scheduled for the Subcommittee
on Taxation and Debt Management of the Senate Finance Committee, July 23,
1977, I would like to submit some comments similar to those I addressed to Repre—
sentative Al Ullman, MC, by letter dated May 5, 1977. My references are to Sec-
tions 20324, 6166 and 6186A As members of the Subcommittee may know, in
central Tllinois, Iowa, Indiana, and Ohio land is going for farming purposes from
$2,500 to $4,000 an acre, so that an owner of a mere half section of land can well
be worth over $1,000,000. Generally, a half section of land is not considered suf-
ficlent to farm economically because of the cost of machinery, so that many
farmers feel forced to buy more of this expensive land to justify their investment
in the machinery, It is a very difficult position to be in.

Many 6f these owners, such as widows and retirees, either never have farmed
the land ‘a8 &n operator or haven't farmed it for a long time, and unless they
have a gon or son-in-law who i{s farming the land for them, their estate does not
get the benefits of the foregoing sections,

It'is my supposition that the benefits of these sections were withheld from
nonoperating farm owners on the assumption that a nonoperating owner holds
his or her farm as an investment in the same manner as an investor in common
stock, bonds or other securities and should therefore be liable for the same amount
of tax on the regular estate tax closing date. This assumption, while seemingly
logleal, dverlooks both the nature of 90 percent of all investments fn farm land
and the nature of the property. Investments in common stock, particularly, and
bonds to a certain extent, are in the eyes of their owners basically temporary
in nature. Stocks and bonds are bought and sold depending on such factors as
price, company management, and mere need for cash,

Farms on the other hand may have been in the same family for over one hun-
dred years and amount to a way of life as contrasted to an investment in securi-
tles, and this holds true even though the farmer and his wife retire and lease
their land for farming purposes. A farm is as much a part of the fabric of its
owner’s life ag is his house in town, Furthermore, the breaking up ot a farm
;s an {rretrievable event because small farms are simply not as efficient as larger

I think the Congress was quite correct in recognizing that the radical increase
in farm prices does not resuit from a normal market condition. Nonfarmer pur-
chases of farm land, ‘at present prices, are rare indeed, since the investor stands
to make less than 1 percent on his investment in at least some years so that the
Congress’s worry that investors in farm land should not get a break as compared
to investors in some other property is based on a nonexistent condition.

Purchases of farm land are being made by neighboring farmers 90 percent
of the time and they justify their expensive investment in neighboring land by
commingling its value with the price thelr grandfather paid for their original
farm. Thus if they originally owned 200 acres which cost $200 an acre and
they buy a neighboring 80 for $3,000 an acre, they ggure thelr investment in
the whole 280 is only $1,000 an acre. If they can net $100 an acre they figure they
have a 10 per cent return, whereas on the higher priced 80 their return at $100
an acre would be a little over 8 per cent, which is certalnly not worth considering
by a buyer who owns no other land.

_ It is therefore my conclusion that it is grossly unfair to a farm family which
has been in the business for a number of years to be denied the benefits of these
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sections, simply because they are operating as landlords rather than directly.
I am sure Congress will be amazed at the complicated legal methods which will
be developed to entitle actually nonoperating farm owners to the benefits of
these sections, unless their avallablility is drastically expanded.

Sincerely
' Eowin W. SALE

LAw OFFICES OF
Epwix W, SALE,
Kankakee, I1l., August 8, 1977.
Mr, MIOHAEL STERN,
Staf Director, Commiitee on Finance, Dirksen Senate Office Building, Wash-
ington, D.C.

DeAr Mz, STERN : On July 19, 1977, I directed a letter to you with reference tc
the hearing scheduled for the Subcommittee on Taxation and Debt Management
of the Senate Finance Committee, July 25, 1977.

In that connection I enclose a photo copy of the last page of Kiplinger’s Agri-
cultural Letter of July 29, 1977, which bears out my contention that investments
in land are made by farmers seeking to expand their holdings rather than by
those who would be termed ordinary investors.

Sincerely, .
] Epwin W. SALE.

BEnclosyre, . ‘

Demand for land {8 outrtinning supply in major farming areas. And most of it
comes from farmers who want to expand current operations. Some are willing to
pay “almost anything” to pick up additional acreage that’s close to their present
holdings. Grab anything that’s avallable. . o

Bairg land at present prices {an't a bad buy for solid opergiors. Especially those
farmers who own their present farms outright . . . or have a high percentage of
equity. They have the means to carry the payments. And when cost of new land i8
‘averaged with old, the cost 18 reasonable. .

New farm law might give land priccs an eatra kick. 1f legislation tles target
prices to cost of production and land is included in figuring the costs, farm real
estate prices would be riding a faster escalator. ‘ . ) .

Yours very truly,

, THE KIPLINGER WASHIRGTON EDITORS.
July 29, 1977. .

EHRRIARDT & GRAGY,
ATTORNEYS AT LaAw,
Elkader, Iowa, August 4, 1977.
Mr. MICIAEL STERN, ‘ . b
Stafy Director, Committee on Finance,

e~ — Dirksen Senate Office Building, Washington, D.C.

Deas Mg. STERN: May 1 voice my serious concern over the “carry-over-basis
rule” and other problems under the 1976 Tax Reform Act.

The “carry-over-basis rule” is just impossible to properly follow and to carry
out. I have practiced law in a small community all of my life, have done a
large probate business and have done much income tax work. I know that our
farmers just cannot and do not keep the kind of records that are required to
comply with this law. Many farmers buy livestock, for instance, at various
times during the year. When they sell this livestock they do not know if it was
raised or purchased or if purchased, whén and for how much, Then if the
farmer is deceased the problem is much more greatly multiplied. Maybe his
wife has been taking care of books but she does not know these various articles
to which a basis should be affixed.

Beyond that, I don’t see how Internal Revenue can possibly administer such
4°'1aw." We hlready have estates that were opened after January 1, and can now
be closed. I have written for forms or information on complying with this pro--
vision of the law and get no response from the Internal Revenue Service. I am
fearful that the executor of an estate will necessarily have to be a commercial
bank or other institution making a business of acting as an executor or a fiduci-
ary. I have visited with several oldeér lawyers and this provision is enough to
make them think seriously about retirement from the practice of the law.

Then I am very concerned what to do about the small estate. Possibly a widow
who holds everything in joint tenancy with her husband or maybe doesn't even

.
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need an estate. How does she comply with giving notice to Internal Revenue on
the Lasigs of various articles of property? Certainly in the present day of en-
deavoring to simplify language this is impossibly difficult both for the practicing
lawyer, the fiduciary, the heirs and the Internal Revenue Service, I strongly urge
that appropriate steps be taken to correct or remove this problem.
Very truly yours,
I.. J. EHRHARDT,

MogRrIs L. ALLEN,
ATTORNEY AND COUNSELLOR,
Re “C past o AMarion, Iowa, August 4, 1977.
“Carry-over-basis rule.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Bullding, Washington, D.C.

DEAR MR. STERN: We wish to submit the following statement concerning the
above matter, which we understand will come on for hearing this fall when
Congress reconvenes.

1. The “carty-over-basis rule” is highly undesirable due to the fact that it
will not be uniformly reported, computed or enforced due to the complexity of
the situation. :

2. The information necessary to report on the carry-over basis is frequently
lost in antiquity and would be very unreliable, yet at the same time, persons using
that information may not use it for many years in the future. It would be doubt-
ful whether or not they would in fact have the information that was provided
for them in 1977 for a sale of property in 1997. )

8. This carry-over dasis violates many of the aspects & good-tax law should
have in that it is not reasonably predictable, nor can the diligent and honest
taxpayer prepare a return which {s reasonably correct. A high percentage of
the taxpayers desire to return information which is reasonably correct, however,
on the “carry-over-basis rule,” we woul@ be making reports filled with conjec-
ture, misinformation and unsubstantiated guesses.

The administrative burden to transfer basis of property from generation to
generation would require an unreasonable amount of administration, both within
the government and outside of the government.

4. Cooperation of the taxpayer with his attorney or accountant is likely to be
poor due to the fact that the taxpayer would not understand the problem or be
able to gather the information necessary for his attorney or tax accountant to
comp:y with this,

Due to the above and foregoing, we respectfully request that the “carry-over-
basis rule” be deleted and a better and more understandable method of raising
revenue be created, if such a method is necessary in order to support the
government.

Respectfully submlitted.

Moggis L. ALLEN.

Nicora, MarsH & GUDBRANSON,
ATTORNEY AND COUNSELLORS,
COleveland, Ohio, July 20, 1977,
Re hearing on estate and gift tax problem areas: Capital gain tax rule and/or
carryover basis rule.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance, -
Dirksen Senate Office Building, Washington, D.C.

Dear Mgz, Steu~: May I suggest on behalf of every voting citizen who owns
property that consideration be given for an inflation factor exemption in the
‘computation of capital gain taxes. This could either be built into the capital
gain tax provisions, or the basis of property provisions relating to capital gains.
The :uactor could be computed by reference to Government tables printed
annually.

May I further suggest that apart from the obvious equity involved, that the
Government's own projected capital shortfall suggests that it is disastrous for
our Government to collect large amounts of capital gain tax, much of which
gain is illusory, subatantial amounts of death taxes, both representing capital,
and then expend this capita) on current consumption.

Stncerely,
WesNer D. MueLLER.
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TRE AMERICAN COLLEGE OF PROBATE COUNSEL,
Los Angeles, Calif., August 1, 1977.
Hon. Harey F. Byrp, Jr., .
Russell Senate Office Building,
Washington, D.C. . .

DeAR SENATOR BYRD : On behalf of the American College of Probate Counsel, I
wish to congratulate you and your Senate Finance Subcommittee on Taxation
and Debt Management for holding the much-needed July 25th hearing on estate
and gift tax problems arising from the Tax Reform Act of 1976, .

As you mentioned at the July 25th hearing, the latter constituted the first op-
portunity for lawyers specializing in estate planning and probate practice to ex-
press their views on the problems which the 1876 Act causes for the middle-class
family, the farmer and the small businessman.

We endorse the testimony of the four distinguished panelists at the July 25th:
hearing as to the most unfortunate consequences of carryover basis. The Amer-
ican public has expressed a growing uneasiness over the extended time and sub-
stantial cost of probate, and we, as practitioners In this area of the law, are keenly
aware that we have an obligation to do all we can to meet their concern. We also
know from experience that the preparation and audit of the Federal estate tax
return has been the main cause for this delay and expense. In three separate ap-
pearances before the House Ways and Means Committee and the S8enate Finance
Committee in the spring and summer of 1976, our College stressed the need for
greater simplicity in the estate and gift tax laws so that estates could be settled
quickly and expeditiously. In our position paper addressed to the members of the
Joint Senate-House Conference Committee on H.R. 10812 (the Tax Reform
Act of 1978) we warned of the “many seriovs problems that the College belleves
will be created in the administration of tax laws, the probate process and the
transmission of wealth from one generstion to the next, if certain policy changes
are not made in the estate and gift tax reform proposals.”

The Act did take one big step toward eliminating the Federal estate tax as the
bottleneck in the probate process by providing a higher exemption in the form of
a credit and an increased marital deduction so that for deaths after 1980, estates
of married taxpayers up to $425,625 (the sum of the $175,625 exemption equiva-
lent to the new credit and the $250,000 marital deductfon) escape Federal estate
tax entirely. Thus, the need to deal with the Federal estate tax no longer exists in
administering most estates. ’ .

But, ironleally, the carryover basis provisions of the 1976 Act constitute a giant
step backwards from the goal of achieving inexpensive and expeditious probate;
not just for the large estate, but for all estates with carryover basis property in
excess of $60,000. Executors who formerly could rely on date of death values
for the basis of assets In the hands of a decedent’s estate or beneficiaries must
now attempt to determine the acquisition date and cost of every asset except for
$10,000 of tangible personal property (if the executor makes the section 1023(h)
election). Moreover, this same information is required for all substantial im-
provements to carryover basis assets. In an era when recordkeeping has been
inadequate to begin with and the records were often discarded after three years,
who 18 going to know the cost of § home handed down by gift through one or more
generations or the date of installation, and cost, of subsequently installed fur-
naces, air conditioning, porches, ete? It is true that section 1023(yg) (8) provides
that where decedent’s basis I8 unknown, such basis shall be treated as being the
falr market valne of such property as of the approximate date of acquisition, but
we must point out that such fair market value itself may be hard to determine,
and, furthermore, the fiduciary will still be under pressure to determine the
actual basis to see if it is greater than the assumed fair market value. Al this
examination of records, as well as the elaborate calculations required to de-
termine the four separate adjustments to carryover basis provided.by Section 1023
as to each carryover basis asset will greatly increase both the time and cost of
probate for all estates, whether small, medium or large. .

‘We should also like to stress another point made by the panel of expert wit-
nesses on July 25th with respect to the adverse long-term effects of the carry-
over basis provisions of the 1976 Act. We are concerned that the semse of trust
and confidence between the executor and the estate’s beneficiaries will be greatly
eroded. not only because the great complexty of these provisions will necessarily
result in many errors in calculations, but also because changes in estate tax
values on andit of the estate tax return will result in income tax deficiencies on
returns because the income tax returns as flled cannot correctly show gain.on
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the sale by the estate or the beneficlary of carryover basis assets until final
determination of the federal estate tax values. Furthermore, the executor will
be put to an tmpossible task in having to decide_who §8 to receive high-basis.
assets, who receives low-basis assets and who recelves cash from the estate.
Obviously, executors are going to be faced with a sharply higher number of
court contests of their accountings and malpractice suits against their attorneys
will also greatly increase. We predict that many individuals will hereafter
refuse to serve as executors and the field will be increasingly dominated by banks
and trust companies, a result which we do not believe to be healthy. )

The panel of experts on July 25th aptly pointed out how the farmer and small
businessman “had been had” by the Tax Reform Act. In many instances the
Act negates prior estate planning centering around the use of section 308 pre-
ferred stock and buy-sell agrcements, since the percentage wequirements for
qualification for a section 803 redemption of a decedent’s stock have been
toughened, section 308 stock no longer qualifies for section 803, and carryover
basis will cause both capital gains tax and minimum tax on redemptions, which
were not previously taxed.this way. The additional tax ofi cannot be paid
from the proceeds of the redemption. Moreover, the qualification and récapture
provisions of section 2032A make a special valuation of farms at use value a
mirage in most instances ; thus the belief of both Congress and the farmers that
the latters’ burdens had been eased is erroneous, It is also important to keep in
mind that section 3(1) of the Techmnical Corrections Bill of 1977 introduces a
concept of “indirect retention” of ownership of stock of closely held business
which will negate the traditional gifting of such stock, either outright or in
trust, as part of the estate plan for a small businessman. )

The American College of Probate Counsel is hopeful that at the very least
some of the worat defects of carryover basis can be cured by way of amend:
ments to the Technical Corrections Bill. We enclose for your conslderation
certain legislative proposals which are part of the Statement we will file with
the House Ways and Means Committee on that Bill.

We respectfully request that this letter and attachment be made part of the
written record of the hearing of your Subcommittee on July 25, 1977. Accordingly,
we 1‘:;‘ire sending five coples to Mr. Michael Stern, Staff Director of the Committee
on Finance. . B

The American College of Probate Counsel stands ready to mssist yon and your
Subcommittee on any legislation affecting estate and gift taxation. Arthur
Peter, Jr,, is our Washington representative (785-1234).

- Very truly yours,
FrARK 8. BERALL, Chairman,
Bstate and Gift Taa Reform Committee,
American Oollege of Probate Counsel.

' PART II—SUGGESTIONS FOR ADDITIONAL AMENDMENTS

If the carryover basis concept is to remain in the law, we propose ameénd-
ments (1) through (6) listed below: T

(1) Section 308 should certainly be amended so that the determination of the
mazimum amount of the redempiion distridution takes into account all Federal
and state income taxes atiributadle to ga&n on the redemption.

(2) Amend § 1212 to permit a capital loss carryover from a decedent to his
estate and {ts beneflolarics in a manner similar to the concept of the pass through
Jrom an estate or trust of evcess deductions under § 642(h). Although under
prior law a capital loss carryover expired with a decedent’s death, the step in
basis for any appreciated property held by the decedent prevented this loss of
the carryover from being a hardship to the estate and its beneflciaries. Now
that the decedent's basis for appreciated property 1s carried over after his death,
it will be very advantageous to arrange deathbed sales of sufficient appreclated
property to offset existing capital losses and capital loss carryovers from prior
years, Obviously, in most cases it will not be possible to accomplish this just prior
to death, and the loss of the capital loss carryover, combined with the carryover
of the decedent’s basis for capital gains purposes, results in unfalr tréatment in
such cases. We recommend that the same treatment be given to existing capital
loss carryovers at the death of the decedent that 18 now given to them upon the
termination of an estate or trust under § 642(h).

(8) Grandfather all assets of a decedent which were owned dy him on De-
cember 31, 1976, 80 that they will de subject to the old rules and get the full
slop-up (or step-down) at death. This amendment would, as to such assets,
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eliminate the problems caused by inadequate records and would also remove
the current unfair distinction between marketable securities and other assets
of the decedent,

(4) Amend Section 1023(c) to provide that the estate taa adjusiment will de
made at the top rather than average rate, and amend Section 691(c). 20 as to
return to the prior rule that this deduction i3 determined dy comparing ihe actual
Federal estate taz with what it would have been without the Section 691 item
of income in the gross estate. The calculations under existing law are gepred to
the average estate tax payable by the estate rather than the top estate tax
bracket, so that even the smallest change by L.R.8. in the valuation of estate
assets will require a recomputation of the estate tax adjustment to cost basis
and the Section 691(c) deduction, and thus spawn a myriad of protective claims
for refund of income tax. .

(8) Section 1023(b) (8) should be amended to increase the $10,000 exclusion
Jor tangidble personal property to such a level that carryover basis wgold_no
longer be a prodlem for such assets in estate of persons other than coleotors.
(Writers of home owner’s insurance should be able to supply the correct figure.)

(6) Section 1023(d) should be amended to increase the minimum amount for
carryover basis properties from $60,0600 to $175,625. The $175,625 figure is the
amount of the exemption equivalent to the full amount of unified, credit avail-
able in 1081 and subsequent years, and it would appear logical to eliminate the
complexities of carryover basis for all estates up to the same amount as will be
exempt from Federal 2state tax.

PeTTIT, EVERS & MAk'ﬂN;
ATTORNEYS AT LAw,
San Francisco, Oalif., August 8, 1977,

Re Hearings on Estate Tax Impact of Tax Reform Act of 1976,

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building, Washingion, D.C.

DEAR MR. STERN: The following comments pertain to the Orphan’s Exclusion
added by Act Section 2007(a).

I believe that the Exclusion is a praiseworthy concept, but that the restrictions
imposed on gifts in trust severely diminish the usefulness of the Exclusion, and
are unnecessarily cumbersome,

Section 2057 (¢) provides that the deduction is allowed only if the gift fulfills
the requirements of Section 2056(b). A literal reading of Section 2067 suggests
that if the gift is in trust, the minor must be given mandatory income rights as
well as a general power of appointment, . \

In my experience as an estate planner, most clients would prefer to piace gifts
to children in a “pot” trust until the youngest child reaches the age of majority,
giving the Trustee discretion to distribute income as he deems appropriate. To
qualify a gift for the Orphan’s Exclusion, I have been forced to create a separate
trust Tor that gift, which provides for mandatory income rights and a general
power of appointment. It is not only dificult for clients to understand the ra-
tionftge behind such a trust, but it increases the cost and complexity of will
drafting.

Essentially I believe that the restrictlon set forth in Section 2057(¢) should
be eliminated. I can see no congressional purpose which would be frustrated by
allowing the Orphan's Exclusion for a gift to a pot trust for the benefit of all the
decedent’s children, .

Very t: ours, ’
¥ truly ¥ PETTIT, EVvERS & MARTIN,

TrOMAS R, BENNETT.

LAw OrricE oF
KUBICER, NovAK, KUBICEK & KUBICEK,
Cedar Rapids, Iowa, August 5, 1977.

Re Carry-over-basis rule, Tax Reform Act of 1976,

Hon. Mroxaxy T, BroulN, - _
U.8. Representative, House Ofice Building, Washingion, D.C.

DEAR MIKE: As you probably know by now, members of the Iowa State Bar
Assoclation who do any probate work are extremely agitated by portions of the
above Tax Reform Act and especially the carry-over-basis rule. I feel qualified to
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speak out since I have attended four in-depth seminars concerning the Tax Re-
form Aect, am a Fellow of the American College of Probate Counsel, and my
specialty 18 real estate and probate matters.

Yet in gpite of this experience and training, I feel extremely uncomfortable
with the new law which in many areas appears to have been passed without much
thought or preparation. One of these areas s the carry-over-basis rule, being new
Code Section 1028. This portion of the law is s0 bad that I doubt it is enforceable.

Would you please use your influence to seek a repeal of this provision.

Very truly yours,
THEODORE L, KUBICEK.

AMERICAN NATIONAL BANK AND TrusT CoO.,
Danville, Va., July 28, 1977.
Mr. MiocHARL STERN,
Stan; DMD O’1»', Committee on Finanoe, Dirkeen Senate Ofice Building, Washing-
on, D.O.

Drar Me. STERN: As you know, the Congress recently overbauled the income,
estate, and gift tax rules in a major fashion thus resulting in the “revolutionary”
Tax Reform Act of 1976.

Much has been written about this massive document and we administrators are
confronted with trying to understand and explain it to the public but more
importantly to comply with the new laws.

One area that should efther be repealed or greatly simplified concerns the New
Carryover Basis on Property. The concept may be great in theory but speaking
as an administrator with fifteen years of banking experience, it will be most
diffcult if not impossible to administer. My peers share this same view and we
would appreciate your assistance and support in this area.

‘With appreciation and kindest regards.

Very truly yours,
- E. Bupee KENT, Jr.,
Vice President and Trust Officer.

DUKEMINIER AND WILBOURNE,
CERTIFIED PUBLIC ACCOUNTANTS,
West Point, Miss., July 16, 1977.
Re estate and gift tax problems.
Mr., MioHAEXL STERN,
Staff D&rsoéor, Commitice on Finance, Dirksen Senate Ofice Building, Washing-
ton, D.O.

DeaR Sie: I am writing in regard to the carryover basis rule. I do not think
this part of the code can be administered as the person who would know the
answers to his basis In property is dead and in most cases no other person can give
the information. How many people who have owned a home for 40 or 50 years
know what their basis in their home 18?

As to the relief for farmers and small businessmen, I don’t see how this will
help. Most farms are left to widows and then to children. The law states that you
must continue to farm the land. In most cases the widow will have to rent the
1and out and if the land went to children only one child usually stays on the
farm as it is riot large enough for more than one family to live on it.

Both of the above seem to be a poor law.

Sincerely yours,
Groroe DUKEMINIER,

Law OFFICBS OF
HA¥FKE & HAFFKE,
Fort Morgan, Colo., August 4§, 1977.
Re The Tax Reform Act of 1976.
MIOHAEL STERN, :
Staff Dlreoéor, Commiitee on Finance, Dirksen Senate Ofice Buiding, Washing-
ton, D.C.

DeAR Siw: This is being submitted in quintuplet as written testimony relating
to the repeal or substantial amendment of the estate and gift tax provisions of
the captioned act. During my over forty years in the practice of law, progression
of taxation under the Internal Revenue Code from a reasonable raising of reve-
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nue for justifiable and essential governmental functions to a method of confis-
cation to enslave and make individuals dependent upon autocrats of government
has been appalling. Never was it within any thinking person’s contemplation that
it could attain a vortex such as the Tax Reform: Act of 1976, the effect of which
can only be described as sequestration only to be expected or tyrants or aespors,

There may be many concepts as to the purposes and methods of taxation but
it was a politically avowed purpose to maintain vigorous, productive and finan-
clally sound family farms and small businesses. Certainly, I hope, it was not the
intent to destroy them. However, the application of the estate and gift tax provi-
sions of the 1976 act provides a textbook case of how the power to tax is the
power to destroy.

From my experience in handling the affairs of individuals, farmers, ranchers
and small business owners, I can only conclude that the 1976 act is inimical to the
professed objectives. (Counterproductive in bureaucrateese). If not changed, it
will be an administrative nightmare for both the government and those attempt-.
ing to comply and rapldly erode and destroy the base from which tax revenues

flow.

When the $60,000 estate tax exemption was established three to four decades
ago, rarely would there have been any need for the filing of an estate tax return
on the estate of a decedent owning at the time of his death, (1) a 820-acre Irri-
gated or midwestern general crop farm, a 1280-acre nonirrigated western wheat
farm, or a 4000-acre livestock ranch, all with adequate equipment to effectively
operate the same; or (2) a thriving independent retail mercantile, grocery, auto-
mobile, appliance or other merchandising or service business; or, (3) a home, as
a wage earner, having some life insurance, savings and stocks or bonds, and if
an estate tax return was required, the tax would have been very nominal.

Now the same type of ownership, although not capable of furnishing any
greater service or producing any more product, has an inflated price, (so called
market value) fen to twenty times what it was thirty years ago. What was then
a forty or fifty thousand dollar farm, ranch, estate or small business with equip-
ment, may now inflatedly be priced from four hundred to six hundred thousand
very less valuable dollars. The predatory inflation was resulting in the extortion
and destruction of continued individual family farms and small business owner-
ship under the estate and gift tax provisions of the Internal Revenue Code before
the so called “Reform Act of 1076". The reform that was essential and required
was to exempt the capital values of the family farms, ranches, small businesses
and estates from all estate, gift or other death taxes.

Another viclous aspect of the act of 1976 is the carry over basis rules. These
rules compound the fletion that there is some income that should be taxed when
a capital item is sold, exchanged or passed to another at an inflated price or
value over the cost or basis of the transferor or decedent. The perpetuation of
this fallacious concept can only result in the eventual ownership of practically
all property by gigantic corporate conglomerates or the government with the
individuals becoming serfs subject to the whim or caprice or remote bureaucratic
or corporate dictators,

Mainly it has been the fiscal policies of government, l.e., spending funds
which were not in hand and borrowing or printing money to make up the defi-
cits, that has caused the escalating and destructive inflation. A family farm
or ranch with operating equipment that could be, and was, acquired or sold for
$50,000 or $60,000 in 1940 to 1945 1s, because of inflationary prices, now con.
sidered worth $300,000 to $500,000 although it can still only produce substan-
tially the same amount of crops, livestock or food, currently bringing lower
prices than thirty years ago. The same ratio applies to small businesses and
homeowners. In the intervening thirty to forty years, the persons who have
been able to acquire family farms, ranches, small business and homes have only
been able to pay for them after first paying exorbitant and burdensome income
taxes, That they bave them is only because of great industry, frugality and thrift
through the joint efforts of spouses and thelr children.

It is mandatory that there be some indexing of exemptions and rates of taxa-
tion to correlate with the rates of inflation. Long or short term gains on capital
assets 18 a flction. The price at which a capital item is sold or traded. always
reflects the cost of a replacement of a like item in the current market. If the
seller elects to take dollars instead. the number of dollars will relate to their
purchasing power in bringing a like return as that of the capital item sold.
Any money received will efther be spent for living, invested In some other item
or deposited in a bank or savings institutlon where it will be avallable for

85-026—77-—11
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loans to others. The greater such deposits are, the lower the interest or cost of
such loans will be.

With no disrespect to the solons, one cannot but wonder, if they did not
understand what they wrought when they passed the act, whether-they will
understand when anyone tries to explain what needs to be done to rectify the
havoc they have created, Most desirable would be to repeal the estate and gift
tax provisions enacted by the 1978 act and reinstate the estate and gift tax
laws as they were before the 1976 act was enacted but with these amendments :
(1) Raise the estate tax exemption from $60,000.00 to $500,000.00 and the gift
tax lifetime exemption from $30,000.00 to $250,000.00, (2) Direct that only
one-half of the value of properties and assets held by a husband and wife as
joint tenants or as tenants by the entirety be included as assets-in the estate
of the first to die irrespective of whom furnished the funds, and (8) Declare
that an annual $3,000.00 gift per donor/per donee is exempt and riever shall be
considered as made in contemplation of death. o

If this 18 not within the realm of reasonable expectation, although within the
reavl;l of reason, then the following minimum amendments should be made,
to-wit:

1. Remove 2ll carry-over basis rules and attempts to tax what are denominated
as gains and clearly state that the basis in the hards of the estate, trust, heirs,
recipients or other beneficiaries of all assets and property that passed from a
decedent 18 that of the values at which each was included for purposes of com-
puting death taxes (Federal and State estate and inheritance taxes) ;

2. Insert an estate tax exemption of $300,000.00 before the imposition of the
combined estate and gift tax rates and credits, e.g., if & person dies with assets
(including any called back gifts) valued at $500,000.00, the first $300,000.00
would be exempt and the tax and credits would be applied as to the $200,000.00
exceeding the exemption;

3. Maintain the $8,000.00 per donor/per donee annual gift tax exclusion and
declare that any such gift shall not be called back for estate tax purposes nor
be considered as having been made in contemplation of death; and,

4. Exempt the first $500,000.00 of any trust established by any decedent for
any beneficlary from the application of the skip generation trust provisions.

Respectfully submitted,
BARL W. HAFFKE.

Ross B. HurroN,
ATTORNEY AT LAW,
Alta, Iowa, August 4, 1977,
Re: The Tax Reform Act of 1976—written testimony,

MICHAEL STERN, -

Staff Director,

Committee on Finance, Dirksen Senate Office Building,

Washington, D.C. .

Sirs: The income tax basis should be the same as the estate tax basis, like
it was under the former laws, and the carryover basis, and the “Fresh Start”
basis, and all the other adjustments put into the new reform act should be
volded and retroactively stricken from the law.

As this new law 1is set up, it would take a Philadelphia lawyer with a major
in calculus to even find through it and try to comply with it, and L.R.8. will
never be able to hire enough experts to police such a law. Why penalize the
taxpayer and why do it in the name of “reform” and try and-kid him that you
are helping him? -

If the carryover basis is the same basis as the one used for the estate tax, the
government will still end up getting the money and the taxpayers who opt to
have their farms valued at the lower values because the farm family is in the
business and does so qualify will be “nailed” at any later rate when the farm
may be sold, as they will have a lower cost basis, and thus a larger capital gain.

Why talk about simplifying laws without ever doing it?

Let'sY amauta r?ie taxpayer by throwing out the garbage part of this new law.

ours A A .

Ross B. HurTON.

P.S. I have been a tax preparer and tax practitioner for over 80 years and am
still actively so engaged. This new law is so complicated that it even affects small
estates that pay no Federal Estate Tax, because it forces them to figure their new
carryover basis, for each item of the estate, and to send a copy to the govern-
ment and to the helrs, making an intolerable burden, oftentimes for & widow
who is’the sole heir and owes no taxes. .
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LAw OFFICE,
Davip K, GILMORE,
Walnut Oreek, Calif., August 2, 1977,
Re Estate and Gift Tax Problems of TRA 1976.
Mr. MICHAEL STERN, )
Staff Director, Committee on Finonce, Dirksen Senate Ofice Building,
Washington, D.0O. ‘
Dear Mz STEEN: My tax service says that you represent a subcommittee
considering the above problems and will eccept advice from the public. I have
been practicing law in Californla for 42 years, concentrating in probate and
estate planning law. I have sought to master the 1876 Tax Reform Act and, so
far, have had something like a dozen opportunities to apply it in planning, and
a half dozen opportunities to apply it to the estates of persons dying this year.
As a whole it works quite well, but I find that the carryover basis rule for
determining capital gain on sale not only offends my sense of fairnees, but in
most cases involves research totally beyond the ability of my widows to carry
out, . . e : .
Change, if you must, the rates of death tax or of capital gain tax, but don't
make us go back of the value at the date of death to determine the tax on the
sale of assets owned at death, Life is too short for such endeavors. .

Respectfully submitted,
of D. K. GILMOBE.

PETTIT, EVERS & MARTIN,
ATTORNEYS AT LAW,
San Francisco, Calif., August 3, 1977,
Re Hearings on Estate Tax Impact of Tax Reform Act of 1976,
Mr. MICEAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Ofice Building,
Washingion, D.C. )

DeAR MB, Steaxn: The following comments pertain to the Orphan’s Exclusion
added by Act Section 2007(a).

I believe that the Exclusion is a praiseworthy concept, but that the restrictions
imposed on gifts in trust severely diminish the usefulness of the Exclusion, and
are unnecessarily cumbersome,

Section 2057(c) provides that the deduction is allowed only if the gift fulfills
the requirements of Section 2056(b). A literal reading of Section 2057 suggests
that if the gift is in trust, the minor must be glven mandatory income rights as
well as a general power of appointment.,

In my experience as an estate planner, most clients would prefer to place
gifts to children in a “pot” trust until the youngest child reaches the age of
majority, giving the Trustee discretion to distribute income as he deems appro-
priate. To qualify a gift for the Orphan’s Exclusion, I have been forced to create
a separate trust for that gift, which provides for mandatory income rights and
a general power of appointment. It 18 not only dificult for clients to understand
the rationale behind such a trust, but it increases the cost and complexity of
will drafting, .

Essentially I believe that the restriction set forth in Sectfon 2057(c) should
be eliminated. I can see no congressional purpose which would be frustrated by
allowing the Orphan’s Exclusion for a gift to a pot trust for the benefit of all
the decedent’s children. LR

Yery truly yours, : :
. PEITIT, EVERS & MARTIN,
TrOMAS R. BENNETT.

THOMPSON & KITTOE,
CERTIFIED PUBLIC ACCOUNTANTS,
Seattle, Wash., August 2, 1977.
Mr. MICHAEL STERN :

Staff Director, m)'mmmee on Finance, Dirksen Benate Ofice Bullding,
Washington, D.C. :
DEeAR Mg. SteeN: This letter is being written in response to an article pub-
lished in the July 14, 1977 issue of the Research Institute of America’s Federal
Tax Coordinator 2d (Weekly Alert) in which it states that persons who have
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estate tax problems arising from the Tax Reform Act of 1976 especially those
affecting the average estate and estates containing interests in smalj or closely-
held businesses should contact your office.

I am deeply concerned about the possible interpretation by the Internal
Revenue Service of the new law which deals with the election to extend the
payment of estate tax attributable to a farm or other closely-held business for up
to 15 years.

The IRS has ruled that for purposes of the automatic ten-year extension, mere
management of rental property, such as a shopping center, does not constitute
a trade or dusiness. It is my bellef that this ruling is not only arbitrary and
unfair, but does not now reflect the intent of - ~gress. I believe the IRS will
rule in the same manner in regard to the 15-yeare  ‘on.

The stated purpose of the deferred payment + .fon is to lessen the need for
forced sales in order to pay estate taxes. If i..9 18 the “real” purpose, why
should closely-held businesses which deal with income producing properties, be
treated9 differently than closely-held businesses which produce ‘“business”
income

Below is a passage from the April 1077 Federal Tax Coordinator 2d in which
the writer quotes the ruling of the IRS on the 10-year election as follows:

“The election was not intended to protect continued management of income
producing properties or to permit deferral of the tax merely because the payment
of the tax might make necessary the sale of income-producing assets, except
where they formed a part of an active enterprise producing business income
rather than income solely from the ownership of property.”

If this is the position of the IRS on the new election, I must question their
reasoning.

The 15-year election should he available to all farmers and small businessmen
regardless of the type of business or source of income where the breaking up
of the business to pay estate taxes would work a serious economic hardship
upon that business and indirectly affect the spouse of the deceased who is usually
uninitiated in the operations of the business.

In conclusion, I wouli like to state that I believe that the IRS tries (and suc-
ceeds) in makin too mnny exceptions to general rules. Their stand on who can
qualify for the ten-year extension is only one example of many which point
to the unfairness which results from their biased decisions. I hope that Senator
Byrd’s Subcommittee issues definitive rules allowing the estates of owners of
small or closely-held businesses to avail themselves of the deferred payment
election. ’

Yery truly yours, .
TroMPsSON & KITTOE,
B. K. KITTOE.

DoyrLE & MmEY,
ATTORNEYS AND COUNBELORS AT LAW,
Seneca Falls, N.Y., August 8, 1976.
Re Subcommittee on Taxation and Debt Management—Senate Finance Com-
mittee, Tax Reform Act of 1976,
Mr. MIOCHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Butlding,
Washingtion, D.C.

Dear Mg, SteaN: I recelved notice informing me of the public hearing to be
held shortly with respect to estate and gift problems encountered by farmers
and small businessmen as a result of the Tax Reform Act of 1976. I am an
attorney engaged in a small town practice in Seneca Falls, New York and a
substantial part of my time is devoted to probate and estate tax matters.

It so happened that a few days after the Tax Reform Act of 1976 went into
effect this office was retained to represent the executor of the estate of a farmer
who died shortly after January 1. SBince that time I have collected the assets of
the estate and before the year {8 up I hope to wind up its administration. The
estate has not presented many conceptual problems with the significant excep-
tion of those created by the Tax Reform Act of 1976.
~ My first problem is a practical one. The federal estate tax return is due in
September, yet I have been wholly unable to obtain a copy of the new forms I
need to file, It seems to me that if Congress ‘enacts sweeping tax reforms it
should make an equal bureaucratic commitment to allow the Internal Revenue
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Service the additional personnel and money needed to inform the general public
of the changes and to supply the required forms.

My single largest concern is the carryover basis rules and the practical prob-
lems involved in applying them to this estate. As you know, a fiductary is now
required to furnish all beneficlaries with the decedent’s cost basis for items re-
ceived from the estate. A significant asset of the estate I am handling is the
family farm and homestead. The decedent acquired his farm in 1932 from his
father for a sum of money (of which there is no record), an annuity of $40.00
a moath, the lifetime use of a dwelling house and garage, a promise to furnish
“firewood for one-cook stove and also wood for use in first party's (father's)
furnace during the fall and spring” and also a promise to furnish two quarts of
milk per day and sufficient fruit from the farm for the father’s use. Over the
last 40 years innumerable improvements to the farm have been made for which
virtually no records are available, and the executor, who is the decedent’s son,
tells me he cannot possibly reconstruct the decedent's cost basis for the property.
My problem is relatively minor in this case bacause the decedent died close to
the effective date of the Reform Act and his basis is nearly the same as the
fair market value at death, but I foresee similar situations in the future in which
it will be absolutely iinpossible to approximate a farmer’s cost basis or to esti-
mate the capital gains tax to be paid by his estate should the farm be sold.

I am opposed to the carryover basis rules in principle because of the tax penalty
which they impose upon {uture generations. What the government has given with
a general decrease in estate taxes it will take away with a vengeance as the effect
of the capital gains provisions of the new law become apparent. Moreover, this
problem will be even more troublesome for widows and children who have to sell
assets to raise cash if the Carter Administration makes good on its promise to
close the capital galns “loophole”. Taxes necessarily complicate our lives but it
seems to me that death is an event which should wipe the slate clean and provide
a platform from which a family’s financial affairs can be renewed with certainty
and predictability. -

As I have indicated. I am also concerned over the practical implications for a
fiduciary who is required under penalty of law to furnish each beneficiary with
R cost basis for all the assets distributed by him. As in the estate which I am now
handling, this can be an impossible task to perform.

AS you can see, I strongly favor the repeal of the carryover basis rules and
favor a return to the former stepped up basis concept. I sincerely hope that these
observations will have some effect in this regard upon the committee’s delibera-
tions and that the result will be a more equitable and simplified estate tax.

Very truly yours,
DoyLE & MiDEY,
CALVIN A. BRAINARD.

STATEMENT of ERWIN N. GRISWOLD

My name is Erwin N. Griswold. I am domiciled in Belmont, Massachusetts, but
for the past ten years have been resident tn Washington, D.C., where I am now
practicing law. .

From 1929 to 1934, I worked for the Federal Government, in the Solicitor Gen-
eral’s office. From 1934 until 1937, I was a member of the faculty of the Harvard
Law Schoo), and was Dean of that school from 19468 until 1967. In 1967, by ap-
pointment of President Johnson, I became Solicitor General of the United States.
1 held that office until June, 1973, when I retired.

Barly in 1913, at the age of eight, I spent a period in the hospital when my

- appendix was removed. People brought me stamps and it was then that I began
to collect stamps, At first it was simply a boyhood hobby. As I became older,
though, I followed the stamp market closely, and was impressed with the fact
that stamps can be a sound investment. I became well acquainted with the factors
which make some stamps good investments, while others are not. I bought stamps
from dealers and at auctions. This continued for a number of years, in a mcdest
way, until there was an important change in the circumstances of my life.

In 1989, thirty-elght years ago, my wife had a serlous case of infantile paral-
ysis. She is completely paralyzed from the waist down. She is able to get about
with crutches and braces, and with the use of a wheelchair. She does remarkably
well, but she is severely handicapped. At the time of her illness, I was thirty-five
and she was thirty-four, and we had two small children, I had heavy medical
expenses, far exceeding my salary at the Harvard Law School. (As a matter of
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fact, it was my wife's case which led Randolph E. Paul, then General Counsel
of the Treasury, to recommend to the Congress the adoption of the deduction for
extraordinary medical expenses, now found in § 218 of the 1954 Code. I have
never recelved any benefit from that deduction, since my wife's major medical
expenses preceded the adoption of that provision.)

After my wife came home, my great concern was that there should be ade-
quate provision to see that she was taken care of in the event that I was no
longer here. I took out additional life insurance, and I tried to save and to make
productive investments. Over the years, I invested more and more in stamps.
There were two special reasons for this, apart from their investment potential:
(1) they do not produce current income, and (2) they present almost no problem
of conflict of interest.

Even as a law professor, I was concerned about possible conflicts of interest.
This became even more important in later years when I was in Government
service. In 1861, I was appointed a member of the United States Commission on
Civil Rights by President Kennedy. I resigned this office in 1967, but then held
the office of Solicitor Genera] for nearly six years. Thus; I held tederal office from

- 1961 to 1978, a period of twelve consecutive years. Particularly while I was So-
licitor General, the ownership of shares in corporations, of, indeed, the owner-
ship of investment readl estate, could frequently have raised conflict of interest
questions. Consequently, I invested more and more in stamps. This had long since
ceased to be a hobby. The stamps were kept in a safe deposit box, They have
continued to be good-investments, even when the market for securities has de-
clined. Making adequate provision for my wife remained a primary concern for
me, but as I was able to acenmulate more and more, the pressure I felt about
seeing that my wife would be properly cared for was slowly reduced.

No one else in my family is interested 1n stamps. It was always my expectation
that my exeeutor would sell the stainps, and I have left instructions with him
about dealers who might be used for that purpose. I fully understood the value of
the stamps would be included in my gross estate at the time of my death, and
that was all right with me, I figured that there would be no problem about val-
uing them, because they would be sold shortly after my death.

One of the things that has given me great concern in connection with my efforts
to provide for my wife has been ever-increasing inflation, Anything else that I
have done has suffered from inflation. The insurance that I took out forty years
and more ago served well for a while, but its purchasing power mow is consid-
erably reduced. Some municipal bonds which I purchased, as a part of the plan
to avold conflicts of interest, are worth less than I paid for them. It is, of course,
wholly appropriate that there should be an estate tax on the value of the stamps.
But it is not really, as a practical matter, double taxation to add an income tax,
too, when the increment in value is, to & considerable extent, simply a reflection
of the inflation which has occurred over the past twenty or twenty-five yvears?

In the fall of 1976, with little warning, and no public hearings on this matter,
the estate tax provisions of the Tax Reform Act of 1976 were enacted, including
the provision for carry-over basis, With vespect to securities, this provided a new
start on January 1, 19077. With respect to other property, though, it becomes
necessary to determine the cost, and there is a complicated allocation of the
increment over cost. I have made no count, but in my case, I would guess at least
ten thousand items, probably more, will be involved in this process, bought at
different times for various prices, some times as single items, but often in groups
for an unallocated lump sum, with the groups often broken up and re-arranged.
Moreover, for the most part, I have few, if any, records. Some of these stamps
were bought as long as sixty years ago. (Part of the money which T earned as a
pageboy in the East Cleveland Public Library while I was in high school was
used to buy stamps.) These early purchases do not aggregate a great deal, but
beginning {n the 1930s, I bought more actively. I kept no detailed record of these
purchases. T did not think it was necessary, since I had no expectation of selling
the stamps while I lived, and thought that the date of death value would be the
relevant figure if they were sold after I dled. To some extent, X suppose that I
can reconstruct the cost of some of the items by using figures on my checkstubs,
if I can find my checkstubs back over a period of thirty or forty years. That will
;)te very diffienlt for me to do, and it could, at best, cover only a portion of the

ems. | )

Even if the records could be put together, the computations wounld be extraor-
dinarily complicated. For each item, & cost and a date would have to be deter-
mined, then a sale price, which may require an allocation if all the stamps should
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be sold in a single lot, or in several lots. That allocation would require valuing
each item, so as to determine the portion of the sale price allocable to each item.
Then a gain would have to be determined for each item, and the resulting gain
would have to be allocated over the perlod from the date of acquisition to the
date of death. As I have said, there are at least ten thousand items, probably
more. It would be very difficult for me to do this. It will be virtually impossible
for my executor to do it.

T have worked in the fleld of taxation most of my life. I have argued many
federal taxation cases for the Government before the Supreme Court. I fully
understand what Justice Holmes meant when he said that ‘“Taxes are what I pay
for civilization.” And I have no objection to paying my proper share. Somehow
or other, though, I have mot been able to escape the feeling that I have been
caught rather badly, and that the effect of the change of the law in 1976, as
applied ¢0o me, may be unfair, and beyond the contemplation of Congress when
the carry-over basis provision was so hastily enacted.

Like many others, my basic purpose has been to see that my wife is properly
provided for. This {8 not altogether easy in her case. She is already considerably
handicapped, and her condition may become worse in later years. From some
experience I have had, I know that if she should require around-the-clock attend-
ants, it will be hard to keep the cost below $50,000 a year. If that should last for
ten or twelve years, or more, the aggregate could be considerable.

-My basic objective was to provide for my wife, I thought I had found a way
to do this, and at the same time minimize conflicts of interest in my academic and
government work. This was seeming to work.out well until the fall of 1976, Now,
the practical problem confronting me {s a very serious one,

Could the carry-over basts, if it is to be used, be made applicable to property
acquired after the enactment of the 1976 Act? Gain on property previously ac-
quired.would still be subject to income taxation when sold by living owners. And
there would be notice so that adequateé records could be kept for use where the
sale was eventually made by an estate. I know of the proposal that there be an
optional valuation method which uses a percentage figure for determining in-
crease in value after January 1, 1977. But the percentage suggested is too high.
Angd this method is unfair as to property held for a long time before 1977, Thus,
the figure mentfoned i3 eight percent, which is to be compounded. That would
mean that if death occurs ten years after January 1, 1977, virtually the whole
increment would be treated as having occurread after January 1, 1977. This is un-
realistic when it is clear that much of the gain arose prior to that date. Surely a
lower percentage should be used, and some way should be worked out to apply
it in such a way that all of the pre-1977 gain will not soon be wiped out.

There {8 an appeal, I know, in the carry-over basis idea. But, it may be a mat-
ter of carrying things to a dryly logical extreme. In view of the persistent infation,
it may he that the Federal Government gets its appropriate share when it takes an
éstate tax from a decedent’s estate, To apply an income tax, too, on the gain which
passes with the property and as a part of the property at thé time of death, may
be more than is appropriate. And the difficulties are especlaily great In a situa-
tion where there 1§ no féasible way to establish the cost basis of much of the
property involved,

Though these facts are necessarily highly personal I present them for con-
sideration by the Committee in the hope that they will show a concrete exampe
of unforeseen consequences of the legislation enacated in 1976, and may lead the
Commiittee to devélop amending legislation which is more workable and more fair
as a part of the over-all system of federal taxation.

JoRN GRIFFIN,
BUSIKRESS & TAX CONSULTANT.
Fullerton, Oalif., August 1, 1977,
MIOHAEL STERN,
Staﬂ“ ;)'lreotor. Commitice on FCnance, Dirksen Senate Office Building, Wash-
ngton, D

Deag Sm: Many tax practitioners in Southern California, myself included
arg vl lly concerned with a requirement of oné eetate tax area of the 1976
'raxm orm Act. Thisis code Section 1023.

Our collective interpretation of that sectfon 1028 is basically this: Whether
a decedent’s gross estate 1s subject to estate taxes or not, there are certain ads
ditional new filing réquirements. The executor of the estate s charged with
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the responsibility of furnishing the Treasury and the beneficiaries with a listing
of the “'carryover basis property” and the correct basis for each :1ch property.
We lLave read where Treasury regulations are forthcoming that will spell out
the procedure. To my knowledge these Treasury regulations are not yet
avatlable,

Because we have clients who are affectd by this new code section and also
that there are penalties attached, it is necessary that clarification be made
available to us.

What form is to be used? What office of the Treasury Department recelves
this information? What is the time limit before penalties are assessed?

I realize that the 1976 Tax Reform Act has placed a heavy burden on your
shoulder, but 8o that we may comply, any clarification that your committee
can supply will be greatly appreclated.

Thank you.
JORN GRIFFIN,

STATEMENT OF THE AMERICAR FARM BUREAU FEDERATION

We appreciate this opportunity to submit Farm Bureau's comments on prob-
lAems ar!si:g from the gift and estate tax revisions made by the Tax Reform

ct of 1975.

Farm Bureau members have been actively involved in the past several years
iu seeking reform of the federal gift and estate tax law. Some measure of gift
and estate tax relief was achi.ved for many of our members in the Tax Reform
Act of 1976; however, taxes were increased for some farm and ranch estates
and some difficulties are beginning to surface.

We wish to preface our comments and recommendations with a reminder
that, at this time, we have had relatlvely little experience with the new gift
and estate tax law. With many rules and regulations still pending and only
a small number of our member families having had first-hand experience with
the cgew law, it is difficult to assess the impact of the changes on farmers and
ranchers, ‘ .

The most common concern, by far, of farm and ranch families relates to
the change which requires the use of a carryover basis for property acquired
from a decedent in lieu of the previous practice of permitting the basis of such
property to be stepped up to its falr market value at date of the decedent’s
death. This provision is especlally hard on farmers and ranchers because the
long holding period typical of farm property often results in substantial “gains”
wlxl:f:nh.‘repreaent an adjustment to inflation rather than an increase in real
wea

The carryover basis imposes an excessive, and most unfair, burden on execu-
tors and heirs in cases where a decedent failed to keep adequate records or to
leave such records where they can be found. '

Farm Bureau will continue to urge repeal of the carryover basis.

The special provision allowing executors of the estates of owners of farms
and other closely held businesses to value real property on the basis of its use
as a farm or closely held business rather than its fair market value has created
some difficulties. Some farmers and ranchers appear to be reluctant to allow
the U.8. government to hold llens on their property as provided in the special
use valuation section of the Tax Reform Act of 1976. This reluctance, cotpled
with the numerous rules and qualifications assoclated with the speclal use
valuation, may severely limit the number of those who will decide to avall them-
selves of this section of the new law. --

The repeal of the “contemplation of death” feature of the old law has created
difficulties. While the old provision resulted in some litigation, it was generally
accepted that an accidental or unexpected death would not affect a gift made
within the previous three years. The current law includes in the estate all gifts
made within three years of death, except those rhielded by the annual exclusion,
and requires reappraisal of such gifts at the time of death. Farmers and ranch-
ers do not understand why the appraisal made the year the gift was made
should not be allowed to stand. = .

Farm and ranch families also have a number of concerns which may, in part,
reflect a lack of understanding of complicated legal provisions and which cer-
talnly indicate a need for IRS to publish an understandable oxplanation of
the current law as it applies to farm estates. For example: . .
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1, The increase in the marital deduction provided by the Tax Reform Act
of 1976 has been well publicized and is widely understood. There 18, however, a
concern that the revised marital deduction may lull some taxpayers into a frlsze
sense of security. In many cases the objective of the farmowner {8 to pass his
business on to his children; and the marital deduction merely postpones the
estate tax until the death of the surviving spouse, at which time the children
are faced with payment of the tax. We believe the marital deduction should be
explained and publicized as a means of postponing estate taxes and not ax a
cure-all for estate tax problems.

2. The elimination of the specific $30,000 lifetime exemption for gifts is
viewed by many Farm Bureau members as having an inhibiting effect on efforts
to pass interests in farms and ranches to succeeding generations.

— We believe this Committee should continue to explore the impact of the Tax
Reform Act of 1976 on farmers and ranchers and take remedial action where
necessary.

Wed respectfully request that our statement be made a part of the hearing
record.

s PavL J. DUNN,
— - - Tiptn, Ohio, July 22, 1917,
Mr. MICHAEL STERN,
Staff Director, Committec on Finance, Dirksen Scnatc Ofloe Building, Wash-
ington, D.C. ..

DeAR MR. STERN : In accord with your press release of July 1, 1977 announcing
that Senator Byrd’s Subcommittee on Taxation would be pleased to receive
written testimony from persons who wish to_submit statements for the record
concerning “estate tax problems arising from the Tax Reform Act of 1976,
especially thogse affecting the average estate and estates containing interests
in small closely held businesses”, I wish to submit the following terse and
simplistic comment.

The bookkeeping requirements, needless complexity and terrible confusion
created by the Tax Reform Act of 1976 probably ranks it as one of the most ill-
concelved and vicious pleces of legislation that ever emanated from the halls
of the Congress of the United States.

Thank you.

Sincerely,
Pavur J. Duxn,

JOINT STATEMENT OF NATIONAL LIVESTOCK TAX COMMITTEE, AMERICAN NATIONAL
CATTLEMEN'S ABBOOTATION, NATIONAL LIVESTOCK FEEDERS ABSOOCIATION, AND
NATIONAL WOOL GROWERS ASBOCIATION

SUMMARY

1. Carryover Basis Should be Repealed. Carryover basis creates problems of .

compliance and administration which are onerous and will result in additional ex-
pense. It also can have an adverse effect on the traditional method of adminis-
tering estates and will increase the cost of transferring property at death. Fur-
ther, carryover basis will result in the imposition of higher taxes; and where an
estate has to sell property to pay death taxes or administration expenses, a double
tax burden will result. Many family farm and ranch operations may not be able
to this added tax without liquidating the business.

2, Farm Land Valuation Provision Should Be Amended.

a. $500,000 Limitation Should de Eliminated. The $500,000 Hmitation rule
serves to restrict the intended benefits of the farm valuation provision because of
increases in the size of family farm and ranch operations and in the value of
farm land. Other restrictions contained in the farm valuation provision are suffi-
clent to restrict its avallability to estates of family operated farms and ranches.

b. 18 Year Recapture Period 18 Too Long and Should Either Be Significantly
Reduoced or o Viadle Alternative to Reoapture Adopted. A recapture period much
ghorter than 15 years would be sufficient to deter speculation and provide con-
tinuation of the family farm operation without unfairly restricting the agricul-
tural activities of the surviving family members and causing possible title and
lo:on problems. In the altemllt?ve. a workable substitute to recapture might be
adopted.
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c. Material Participation Requiroment Will Cause Prodlems and Should be
Deleted in Favor of a More Feasidle Test. Material participation can result in
the imposition of self-employment tax on earnings from a farm business and re-
duce the amount of social security benefits in certain cases. Accordingly, a more
sultable test should be devised.

d. Provisions in Technical Amendments Bill (H.R. 6715) COoncerning Farm
Land Valuation Rule Should be Adopted.

8. As Indicated in Rcoent Internal Revenue Service Release, Taw Idens for
Reoapture Taz and Exionded Paymont of Estate T'ax Provision Bhould Be Given
Such Status So As Not to Impede Flow of Vital Oredit to Surviving Family Mem-
ders of Deceased Farmer or Rancher. -

4. To Provide Equality of Treatment With Other Capital Assets, Cattle and
Horses Held for Draft, Breeding, Dairy or Sporting Purposes Which are Sold
by the Estate or Heirs of a Deoeased Farmer or Rancher Should be Considered
to Have Been Held by the Estate or Heirs for the Applicadle Period Required
for Long-Term Capital Gains Treatment.

JOINT STATEMENT
INTRODUOTION

Formed in 1942, the National Livestock Tax Committee (NLTC) is sponsored
by a number of national, breed and state livestock associations throughout the
country and has as its purpose maintaining and assuring equity and equality in
itzlxm flelds of federal income, gift and estate taxation for the entire livestock

dustry. )

Representing over 800,000 cattlemen throughout the nation, the American Na-
tional Cattlemen's Association (ANCA) is a voluntary, nonprofit, nonpolitical
organization.

The National Livestock Feeders Association (NFILA), a nonprofit, voluntary,
nonpolitical organization, has a membership composed of stockmen residing in 20
states with the largest concentration in the north central part of the country.

The National Wool Growers Assoclation (NWGA), a voluntary, nonprofit, non-
political organization, represents 22 state and regional organizations encompass-
ing a 23 state area, where 90 percent of the nation’s lambs and wool are produced.

NLTO, ANCA, NLFA, and NWGA speak for the entire red meat animal in-

dlustry in the nation. In addition, NLTO represents dairy and horse organiza-
tlons. . . .
In 1976, as well as in prior years, representatives of NLTC, ANCA, NLFA,
and NWGA appeared before the Senate Finance Committee to testify on the
subject of estate and gift taxation as it affected farm and ranch operations. See
Statement dated March 22, 1976, I

OVERVIEW—ESTATE AND GIFT TAX PROVISIONS OF 1976 TAX REFORM ACT

A, BENEFICIAL PROVISIONS—FEDERAL KSTATE VALUATION OI; FARMLAND AND
EXTENDED TIME WITHIN WHICH TO PAY FEDERAL ESTATE TAXES .

In joint testimony presented to the Senate Finance Committee in 1976, NLTC,
ANCA, NLFA, and NWGA pointed out that the existence and continuation of
farm and ranch operations were seriously threatened by the federal estate tax, A
strong plea was made for the immediate enactment of remedial legislation which
would permit the federal estate tax valuation of farm and ranch land based upon
such land’s earning capacity or prodyctivity for agricultural purposes. Among
other changes urged was the critical need fof more flexibility and time for ftarm

-and ranch estates’to pay the escalating federal estate tdxes.

The 1076 Tax Reform Act (TRA) contained provisions permitting the executot
of a deceased rancher's estate, if certain requirements are met, to elect (a) to
value farm land and improvements for federal estate tax purposes based upon the
land’s use for agricultural purposes and (b) to pay the federal estate tax ap-
plicable to the farm or ranch over a period of up to 15 years following the
rancher’s déath with only Interest pAyable during the first 5§ years and then prin-
cipal and interest for the remaining 10 years. While both of these provisions
should be beneficial and help reduce the illiquidity and related problenmis pre-
viously faced by farm and ranch estates, certain amendments are needed in
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order to make these provisions conter the ndvantages intended for perpetuating
the family farm and ranch.

B. MOST HARMFUL PROVISIONS—CARRYOVER BASIS

For farm and ranch estates, as well as other estates, the most detrimental
provision of the 1976 TRA is the one relating to carryover basis. NLTO, ANCA,
NLFA and NWGA opposed such provision in thelr joint statement ﬂled in 1976
with the Senate Finance Committee and continue to object to the inclusion of
such provision in the federal tax laws. Bestdes causing complexity in both com-
pliance and administration, carryover basis will have a particularly deleterious
effect on farm and ranch operations because of the additional tax burden it wlll
impose on-such operations. -

CARRYOVER BASIS SHOULD Bt REPEALED

Since passage of the 1976 TRA, there has been a groundswell of opposition to
the carryover basis provision. NLTC, ANCA, NLFA, and NWGA support and
strongly urge repeal of the carryover basis provision. Because of its complexity,
carryover basis will be extremely difficult to comply with as well as to adminis-
ter. Additionally, carryover basis will increase the tax burden and compound
the illiquidity of estates of farmers, ranchers and other family business opera-
tors which have to sell property in order to raise suﬂiclent cash to pay death
taxes and administration expenses.

A, COMPLEXITY OF CARRYOVER BASIS CREATES PROBLEMS OF COMPLIANCE AND AD-
MINISTRATION WHICH ARE ONEROUS AND EXPENSIVE

On the death of a farmer, rancher or other decedent, the executor of such
person’s estate I8 required by the carryover basis provision to compile extensive
and detailed information about the income tax basis of each asset (other than
certain exempted property) owned by the decedent. When the decedent’s income
tax basis in each asset is determined, the executor must then make as many as
4 different adjustments to each income tax basis involving a number of separate
computations,

Attached as Exhibit A is an outline entitled Computation of Carryover Basis
drafted by William R. McDonald, an attorney and trust officer with the First
National Bank of Denver. This computatlon form which represents over 100
hours of research shows that there are 61 separate steps which can apply in
computing the income tax basis in property transferred at a decedent’s death
because of the carryover basis rules. Mr. McDonald has indlcated tiist before
this computation form may be used there are approximately 7 addition::1 compu-
tations which may be necessary in order to determine the figures to insert in
some of the steps Indicated on the computation form,

That sophisticated and expensive computers will be required to compute the
correct basis figures under the carryover basis provisions is clearly apparent.
Even then, computation of carryover basis cannot be accomplished unless the
correct information is first obtained by the executor.

Determination of the decedent’s income tax basls in property acquired in the
1930’s or 1940’s 1s going to be difficult at.best and in some cases a virtual im-
possibility, especially for family farm and ranch estates where the farm and
ranch have usually been held for a great number of years. The provision that
where the decedent’s basis in property is unknown such basis will be the fair
market value of the property on the date the decedent acquired such property
may be more illusionary than helpful. In the case of farm and ranch properties

c«1 uired {n different segments and at various times over many years, such calcu-
lation will be burdensome. Moreover, any fair market value so determined can
be expected to be examined and question by the Internal Revenue Service, result-
ing in additional and further controversy and expense.

In additlon to the hardship of collecting information and making determina-
tions of the basis in each item of property owned by a decedent, the executor
must supply such information to the heir who inherits such property and also
file such Information with the Internal Revenue Service as may be required
by regulations. Fallure to supply or file such information will result in a mone-
tary penalty being imposed on the executor. with a ceiling of $2,500 on total
penalties which may be assessed.
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Executors will face additional burdens under carryover basis In distributing
property to a decedent’s heirs and as a consequence face the prospect of litiga-
tion involving such distributions. If thelr heirs of a decedent do not all receive
property of equal value having the same income tax basis, which Is a virtual
impossibility especially where farms and ranches are involved, then the executor
encounters an insoluble problem in determining which heir or heirs receive
property with the highest income tax basis. Distrust.and family inharmony
will be the natural consequences of this situation caused by carryover basis.

The burdens imposed on executors by the carryover basis provisions will sub-
stantially increase the cost of administration of a decedent's estate. A concomi-
tant cost will also likely be incurred by the Internal Revenue Service in admin-
istering this provision. The result will be to increase the cost of transferring
property at death and requiring more federal revenue to be spent in administer-
ing this complex and unnecessary-provision.

The real beneficlaries of carryover basis are lawyers, accountants and corporate

“fiduciaries who will reap larger fees in performing the additional work required
by the carryover basis provision. It is also possible that carryover basls will
force most estates to have large corporate institutions as executors or as con-
sultants to executors because of the problems inherent in complying with carry-
over basis. Such an impetus away from the traditional concept of having trusted
famlly relatives serve as executors, especlally where ertates are composed pri-
nmarily of farms and ranches, 18 deplorable and unjustified.

The added complexity, burden of compliance and administration, the adverse
effect on the traditional method of administering estates and the attendant
costs resulting from carryover basis clearly support repeal of this undesireable
and harmful provision,

B. CARRYOVER BASIS CREATES ADDITIONAL TAX BURDENS

Estates -which are not subject to the payment of federal estates taxes he-
cause of various deductions and credits may nevertheless have to pay higher
income taxes as a result of carryoter basis if property {8 sold by the estate or
the heirs. The amount of such tax is increased in many cases where capital
gains are involved because of the tightening of the minimum tax provisions
under the 1976 TRA. In other cases, there witl be a pyramiding of federal taxes
under the carryover basis provigion.

An example of how carryover basis can virtually destroy a tenant farmer's
estate is fllustrative of this problem. A widowed tenant farmer dies in 1977
leaving an estate valued at 545,000 to a son. Most of the estate consists of corn
and beans which were ralsed in 1977. The corn and beans are sold in the normal
course of the farming business. After payment of federal estate taxes and state
inheritance taxes and after payment of federal and state income taxes on the
proceeds received on the rale of the farm crops, the son has only $154,000 left
from the total estate of $545,000. The estate shrinkage in this example is about
74 percent as a result of a combination of federal and state death and income
taxes. h

In most farm and ranch estates, however, there is not as much liquidity avail-
able to pay death taxes and administration expenses on the death of a farmer
or rancher largely because of the amount of farm or ranch land owned by the
decedent. Where this occurs, the farmer’s estate may be required to sell some
of the land to pay death taxes, even when the impact of such taxes may be
ameliorated by the special farm use valuation and extended tax payment pro-
visions. Such sale of farm land will increase the total tax liability of the estate
since the estate will have a “capital gains” tax to pay on the apprectation built
into the land plus a federal estate tax on the land’s value. Because the income
tax basis of farm land is traditionally low reflecting the number of years it has
been held, the amount of the capital gains can be quite high, The result is a
capital gains tax at death (made worse by the more stringent minimum tax
rule) in addition to the federal eatate tax. The estates of many farmers and
ranchers may not be able to bear this double tax burden which could mean the
liquidation of the family farm or ranch. With the need to maintain a sound and
productive agricultural system to provide the country with adequate supplies of
food and fibre, carryover basis can strike a lethal blow to this desired goal.

While not affecting farmers and ranchers as much as other persons, there
is a lock-in problem caused by carryover baslis. Carryover basis will tend to
freeze assets within estates because the heirs may not be able to afford to sell
them and pay the tax which would result. Some comment has been made that
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this will cause an impediment to the free flow of capital and have an adervse
effect on the economic structure of our country.

Whether forced to sell farm property to pay death taxes and administration
expenses or whether sales occur in the regular and normal marketing of farm
crops and livestock following the death of a farmer or rancher, there will now
e more tax to pay because of carryover basis. The strain this added tax burden

will place on many family farms and ranches could result in liquidation of the

operation. ¥or this reason, it 18 respectfully submitted that carryover basis is
unwise both as a tax and as an economic policy.

IIX

AMENDMENTS NEEDED To FABM LAND VALUATION PROVISION

~

The stated congressional purpose for the provision in the 1976 TRA permitting
farm land and improvements to be valued for federal estate tax purposes based
upon agricultural use was ‘“to encourage the continued use of property for
farming . . .” by members of the deceased farmer’s family. H.R. Rep. No. 94—
1380, 84th Cong., 2nd Sess. 22 (1976). NLTC, ANCA, NLFA and NWGA feel
that this stated purpose can best be achleved if certain amendments are made
to the farm land vatuation provision.

A. $500,000 LIMITATION BHOULD BE ELIMINATED

Under the 1976 TRA, the special use valuation cannot reduce the fair market
value of the farm land by more than $500,000. No reason is given for this
limitation in the committee reports. It is the position of the NLTCO, ANCA,
NLFA and NWGA that this limitation 18 contrary to the stated Congressional
purpose of providing much needed estate tax relief to family farms and rahches
and encouraging the family ownership and operation of farms and ranches.

By imposing & $500,000 limitation on this valuation provision, the benefits of
this provision are significantly limited. With the growth in size of family owned
agricultural operations and the historic pattern of increasing farm }and values,
the $500,000 limitation severely and unmecessarily restricts the intended bene-
ficial effect of this special valuation provision,

U.S. Department of Agriculture figures reveal that farm land values continue
to increase at a rapid rate. For just the period from November, 1975 to Novem-
ber, 1076, farm land values increased on an average nationally of 17 percent
with some states in the midwest reporting increases as high as 41 percent. See
Farm Reel Estate Market Developments, U.8.D.A. (OD81-Jan. 1977). Recent
reports from the U8, Department of Agriculture reveal that the average value
of farm land on a per acre basis rose from §890 in February, 1976 to $456 in
February, 1877 and that the value of farm land is expected to continne to rise
another 8 percent to 10 percent during 1977, Of-all farm land purchases the U.8.

Department of Agriculture noted that the majority of them related to farm -

enlargements whereby farmers bought adjoining 6r nearby land to add to their
existing holdings. . ]

Families are expanding: the size of their farming operations to justify new
expensive equipment which is needed in today’s modern agricultural practice.
This expansion helps lower the per unit cost of production and thereby increase
the revenues and uktimate profitability of the operation. With these increases in
land holdings, family farms are growing in value at a rapid pace.

“To encourage the continued vitality and growth of family farms and to aveid
the forced liquidation caused in past years by escalating federal estate taxes,
the $500,000 limitation should be eliminated from the farm use valuation. This
$500,070 Hmitation s counter productive to the purpose of the farm use valua-
tion provision which is to promote farming operations by family units and permit
the transfer of farms to surviving family members without the tmposition of
burdensome estate taxes that could result in a forced liguidation. As farm 'tand
values continue to grow, the $500,000 limitation will needlessly and unjustifiably

~" “restrict the benedits of the farm land valuation provision.

Suficient restrictions are presently contalned in the farm land: valuation
glrovidon to limit the benedits of the provision to estates of. family operated
rms and ranches. Thus, the $500,000 limitation serves no useful purpose and is
e ongo st R A WLPA s SVOA repcituly
or the ng reasons, urge
the elimination of the $500,000 limitation, -~ - ...
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B, 15-YEAR RECAPTURE PERIOD IS8 TOO LONG

In proposing adoption of the farm land valuation provision, NLTC, ANCA,
NLFA, and NWGA supported a recapture period of 5§ years following the death
of & farmer or rancher 8o as to eliminate possible speculation and to promote
continuation of the land in agricultural production by the surviving family
members. However, it is felt that the 15-year recapture period presently pro-
vided in the farm land valuation provision is too long and is not needed.

Since the avowed Congressional purpose for the recapture provision is to
assure that the surviving family members use the farm land for agricultural pur-
poses for a “reasonable period of time after the decedent’s death”, it is sub-
mitted that a period significantly shorter than 15 years would be a more reason-
able time. Further, the surviving family members for economic and business rea-
sons may find it prudent to sell & portion of the farm or ranch land and buy
additional land Iin another area. For example, during drought conditions, such &s
presently being experienced, it can be necessary to sell some land and acquire
other land in another region affected by the drought. Under the 1976 TRA, such
sales of land within a 15-year perjod would result in triggering recapture.

An additional problem with the 15-year recapture period is that the lien
placed on the farm land during this extended period could cause title and
possible loan problems. There is less likelihood of this being a problem if a
shorter recapture period applied or if an acceptable alternative to the recapture
approach were found.

The Senate Finance Committee bill in 1978 contained a farm land valuation
provision which specified a full recapture for 2 years following the deceased
farmer or rancher’s death with a scaled down recapture for the next § years.
Such a recapture rule would be more equitable and beneficial.

In support of a shorter recapture period or a viable alternative to recapture,
NLTO, ANCA, NLFA and NWGA strongly feel that a 15 year recapture period
is too long, 18 not needed to deter speculation or retentioh in the family of the
farm land and continuation of the family operation, would unfairly tie the hands
of the surviving family members in disposing of the land for legitimate business
reasons and could cause title and loan problems. :

. Vs "
C. THE MATERIAL PARTICIPATION REQUIREMENT WILL CAUSE PROBLEMS AND SHOULD
C BE DELETED IN FAVOR OF A MORE FEASIBLE TEST

The 1976 TRA states that the farm land valuation provision will not be avail-
able unless there has been material participation in the farm operation by the
decedant or a member of his family In § out of 8 years immediately preceding
the decedent’s death. A simllar requiremont 18 applied to the qualified heir who
inherits the farm. The qualified heir or a member of his family must, during the
15 year recapture period, materially participate in the operation of the farm
during 5 years of any 8-year period or else the recapture provisions will apply.
“Whether or not there has been material participation by.an individual... is to
be determined in a manner similar to the manner in which material participation
{s determined for purposes of the tax on self-employment income with respect
to the production of agricultural or horticultural commodities.” H.R. Rep. No.
0419340, 64th Cong.-2nd Sess. 23 (1976). : . :

.A. major problem with ttin material participation requirement is the adverse
effect it can have on farme:s and ranchers who do not “materially participate”
in the operation of all or & significant portion of their farm or ranch business
because to do so would subjcct them to self-employment tax on the earnings from
the business and also mi;iit reduce the amount of soclal gecurity benefits to
which they would otherwice be entitled. The effect of this is that the material
participation requirement of the farm land valuation provision counters the
amendments made prior to 1976 to the social security and seif-empioyment tax
provisions where absence of material participation caused a beneficial result and
where some operations were conducted so that there would not be material par-
ticipation. The result is that farmers and ranchers will be forced to decide
whether they want the benefits of farm land valuation for their estates or
whether they would rather receive social security benefits and not be subject to
self-employment tax during their lifetimes. It seems unfair:to force this choice
on farmers and ranchers and certainly this was not the intent of the farm land
valuation provision, x .

It is understood that the intended purpose of the material participation require-
ment was to restrict the benefits of farm use valuation to those situations where
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there was active involvement in the farm business as opposed to holding farm
lund passively for investment purposes.

In order to allow estates of farmers and ranchers who are retired or who may
lease gome or all of their farm land to be able to use the farm land -valuation
provision without subjecting the farmers and ranchers to loss of their social
security benefits or to imposition of self-employment tax, it I8 suggested that.
another test should be substituted for that of material participation. NLTC,
ANCA, NLFA, and NWGA would welcome the opportunity to work with the
Senate Finance Committee and with the staff of the Joint Committee on Taxation
in developing an alternative test which would be both viable and equitable.

D. TECHNICAL AMENDMENTS IN H.B, 6715 CONCERNING FARM LAND VALUATION
PROVISION SHOULD BE ADOPTED

The Technical, Clerical and Conforming Amendments Bill (H.R. 6715) intro-
duced in the House of Representatives and referred to the Ways and Means Com-
nittee contained a number of amendments concerning the farm land valuation
provision. NL'TC, ANCA, NFLA and NWGA support and endorse these technical
amendments.

(1) Farm land valuation provision applies only to property passing to qualificd
heir ‘

/
To clarify any possible misunderstanding, the Techniéal Amendments Bill
specifies that the farm land valuation provision will apply only to the extent that
farm land passes to qualified hetrs.

(2) Use of special use valuation property to satisfy pecuniary dequest
Clarification is made in the Technical Amendments Bill that land valued under
the farm use valuation provision can, 1ike other property, be used to satisfy a
pecuniary bequest without causing the recognition of capital gain to the estate,
except for any appreciation occurring after the decedent’s date of death. The bill
further states that, under the farm land valuation provision, property will be
considered to have been acquired from or to have passed from a decedent if it is
acquired by any person from the estate in satisfaction of a pecuniary bequest.

(3) Treatment of community property under farm land valuation provision

It is made clear by the Technlcal Amendments Bill that the farm Iand valua-
tion provision applies to community property in the same manner as property
owned by a decedent in an individual capacity. )

(4) Filing of bond by qualified heir to obtain release from personal Uadility on-
recapiure tao
Under the Technical Amendments Bill, a qualified heir is discharged from per-
sonal liabllity for the recapture tax if the heir furnishes a bond for the amount
of the recapture tax. v .

Tax LIENS FOB RECAPTURE TAX AND EXTENDED ESTATE TAX PAYMENT APaovmox
Musr Nor IMpepE CrepIT SOURCES OF SURVIVING FAMILY MEMBERS

Tax lens on farm and ranch property areé provided under the 1976 TRA when
the farm land valuatfon provision or extended payment of estate tax provision is
elected by the executor of a deceased farmer or rancher’s estate. In the case of the
farm land valuation yrovision, the amount of the lien is equal to the recapture
tax, With respect t the extended payment provision, the llen amount is the
deferred tax plus interest on the amount of the deferred tax.

Priority of theie tax liens I8 spelled out in the 1976 TRA where it is specified
that such llens ar2 subordinate to certain liens relating to the construction or
tmprovement of resl property.or the raising or harvesting of farm crops or the
raising of livestock or other animals, regardless of whether these liens come into
aexistence hefore or ai'ter the date of tax lien iling. An Internal Revenue Service
Rtetlﬁasfo 'I%R',l'_l%i.%) fssued on June 2, 1977 appears to confirm this interpretation
of the .

NLTO, ANCA, NLYA, and NWGA are very pleased with this Release and the
fact that the Tnternal Revenue Service has recognized this llen priority problem
since it 1s vitally impor*ant that a continuing line of credit be avalilable to the
surviving family members of a deceased farmer or rancher, It is presumed that
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the regulations, to be issued in the future, will give the same interpretation to
this lien priority matter. Should problems develop in the interpretation or applica-
tion of these regulations, then NLTC, ANCA, NLFA, and NWGA will seek adop-
tion of appropriate amendatory legislation which will treat the lien priority issue
fu such manner 80 as to permit the extension of vitally needed credit to the sur-
viving members of the farm family.

NLTC, ANCA, NLFA, and NWGA support the provision of the Technical
Amendments Bill which provides that the amount of the extended payment lien
is equal to the amount of deferred taxes plus the aggregate amount of interest
payable over the first 4 years of the deferral period.

v

CarTLE AND HoRSES HELD FOR DRAFT, BREEDING, DAIRY OR SPORTING PURPOSES
WhicH ARE SoLD BY THE ESTATE OR HEIRS SHOULD QUALITY FOR CAPITAL GAINS
TREATMENT EVEN IF HoLpiNe PERIOD LESS THAN 24 MONTHS

Prior to the 1976 TRA, a capital asset acquired or passing from a decedent was
considered to have been held by the estate or heirs for the period required for
long-term capital gains treatment. No conforming amendment was made to this
provision by the 1976 TRA. As a result, the previously mentioned Technicnl
Amendments Bill,"which is presently pending in the House Ways and Means Con-
ittee, contains a provision which specifies that a capital asset which is carryover
basis property is to be considered to have been held by the estate or heir for the

applicable period required for long-term capital gains treatment. (In 1977, this
" holding period requirement is 9 months or longer and in 1978 and subsequent

years it is one year or longer.) Unfortunately, neither the law prior to the 1976
TRA nor the Technical Amendments Bill accords similar capital asset and gains
treatment to cattle and horses held for draft, breeding or dairy purposes.

Under present law, cattle and horses used for draft, breeding, dairy or sporting
purposes do not qualify for capital gains treatment unless held for 24 months or
more. To provide equality of treatment with other capital assets, NLTC, ANCA,
NLFA, and NWGA urge that the tax laws be amended to permit the estate or
heirs of a deceased farmer or rancher holding such cattle or horses to be consid-
ered to have held such cattle or horses for the 24-month period In order that the
proceeds from their sale will qualify as long-term capital gains. Such amendment
would also serve to benefit the estate or heirs of a deceased farmer or rancher in
the orderly marketing of such livestock which would appear to be in keeping with
the general purpose and intent of Congress in originally adopting this provision
prior to the 1976 TRA. VI

CONOLUSION

1t is respectfully requested that the foregoing proposed amendments to the 1876
TRA and the tax laws be seriously considered. NLTC, ANCA, NLFA, and NWGA
would be pleased, as they have in the past, to work with the Senate Finance
Committee and with the staff of the Joint Committee on Taxation with respect to
these proposed amendments.

NATIONAL LavesTock Tax CoMMITTEE.
’ AMERIOAN NATIONAL CATTLEMEN'S ABSOCIATION.
NATIONAL LIVESTOCK F'KEDERS ASSOQIATION,
NATIONAL WO0OL GROWERS ASSOCIATION.

LAW OFFICES OF MOEHLE, REARDON, SMITH & DAY, I2D,,
Washington, I1., July 15, 1977,
Mr. MICHAXL STERN,
Staff Director, Committee on Finance, Dirksen Senate Opice Building, Wash-
ington, D.O. . .

DzAR M. STERN: This letter will contaln my testimony to be presented to the
Senate Finance Committee, Subcommittee on Taxation and Debt Management,
concerning the 1978 Tax Reform Act. I am certain others will diacuss the tech-
nlcal aspécts of the Tax Reform Act. My few comments will relate to the average
taxpayer residing in a small community in central Illinois. '

1. Carry-over basis. The complicated and non-workable provisions to establish
carry-over'basis imposes a buaden on taxpayers which {s not comprehended.
Taxpayers will not be able to compile the necessary information to compute
the carry-over basis on all assets,
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2. Generation skipping transfers and orphan exemption. These two provisions
are new. Their complexity and newness will work to the disadvantage of the
average taxpayer.

3. Speoial valuation rulee for farms and closely held businesses. The rules are
so complicated and unmanageable that the average taxpayer will not be able
to take advantage of them. The advantages, if any, of the special rules will go
to taxpayers represented by highly skilled consultants, The average taxpayer
will not get any advantage. _

4. Cost of estate planning and tax reporting. Expert estate planners and expert
CPAs will collect huge fees to assist taxpayers in tax avoidance, The average tax-
payer who worked all his life to pay for 200 acres of farmland or accumulate 8
small business will not plan tax avoidance because either (a) he believes he
cannot afford it, or (b) he has faith in his government that he will get the
same falr treatment as all other taxpayers.

The Tax Reform Act of 1976 will be a moneymaker for specialists in estate
planning and tax avoidance, It will also create a huge burden of red tape, bu-
reaucracy, conflicting rules and regulations, enforcement problems and tax
problems rendering it largely unworkable for the next decade. If Congress wants
to do a fair job of reforming tax laws, more time, study and expert advice should
be sought, chiefly outside of staff committee members,

rds, ’
Mmvin O. MorHLE.

LaAw OrricES PRAY, Pmci:. WILLIAMS AND RUSSELL,
Long Beach, Calif., July 29, 1977.

Re Hearing of Senator Byrd's Subcommittee on Taxation July 25, 1977.

Mrcaagl STERN,
smﬂDI(J)lreotor, Committee on Finanoe, Dirksen Senate Building, Washington,

GENTLEMEN : The following is my proposed testimony for the hearing sub-
mitted in accordance with the press release of July 1st inviting statements.

STATEMENT

From a considerable practice in probate and tax work, the undersigned is of
the opinion that the carry-over basis is going to be completely unworkable in
practice in the following respects.

The “carry over’ of the cost basis for capital gains tax from the decedent
to the heir or distributee requires each of the latter to note and be interested
in the potentlal ecapital gain liabllity in each individual asset and to demand
division and distribution of assets In a way that will not settle such distributee
with an undue and perhaps unfair tax burden. Particularly, those in higher
tax brackets want assets distributed which do not carry a potential tax liability
or if they get them they want the assets divided in such a way as to take
account of that tax liability.

On the other hand, agreement among the heirs as to any scheme for division
on distribution would seem to run the risk of a realization making capital gains
tax immediately due.

The only alternative is to give each an undivided interest in and to each
asset. The greater the number of heirs and the greater the number of asset
items, the more complicated and impossible this alternative becomes.

At present I have an estate of a testator who died January 13, shortly after
the new law became effective, who leaves five heirs and about twenty-five differ-
ent issues of securities. The mathematics in determining what the potential
capital gains situation as to each of these securities and what effect ft will
have on the brothers and sisters who are entftled to share equally in the estate
under the Will but who have different personal tax pictures is going to more
than exhaust the capabilities of any computer to which we have access and
this really ian’t a complicated estate at all.

The foregoing relates only to the single problem of how the estate will be
divided up In order to make distribution. It has absolutely nothing to do with
the problem the Executor has in trying to get together the cost basis and
passing that information on to the heirs. Where January 18, 1977 is the date
of death, the problem isn't too bad for securities but this estate has real prop-
erty which decedent developed himself in the 1930’s and one plece developed
around 1989 that has been so0ld from the estate for $85,000.00, Because the date
of death s so0 close to the effective date of the statute, the problem is somewhat

95-026—77——12
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minimized but it s extremely difficult after 40 years to come up with records

which will establish the cost basis particularly when there probably weren't

a:xy to begin with and for a long time there was no particular reason to keep
em.

The implications of the “carry over basis” in actual practice lead this prac-
titioner to the conclusion ft is going to be completely unworkable, The problems
we have are going to be duplicated in every case by the Internal Revenue agents
called upon to review and audit the tax returns, ’

Yours very truly,
WinLiam CO. PRICE,

DANE, HOWE & BROWN,
Boston, Mass., July 27, 1977.
Re Subcommittee on Taxation and Debt Management Tax Reform Act of 1976.
MIOHAEL STERN,
Stafy Director, Committee on Finanoe, Dirksen Senate Oftce Building, Washing-
ton, D.C.

Drar SIR: A a lawyer with more than twenty-five years experience dealing
with individual taxpayers in estate settlement and related federal tax areas, 1
am one whose practice may grow by reason of the increasing complexity of the
Code; yet I earnestly recommend to the subcommittee that it consider the follow-

ing propositions:
1. The self-assessing tax system of the United States is a national asset of

fncalculable value.
2. The general accéptance of the system by the citizenry is seriously threatened
by the ever-growing complexity of revenue laws touching upon individuals and

households.
8. Any significant loss of citizen gupport for the system would have profound

and adverse effects.

4. The Tax Reform Act of 1976 {ntroduced sophisticated “perfecting’” changes
having great appeal to theoreticians: but many c? its provisions purport to re-
quire individuals to establish and maintain transaction records wholly beyond
their effective capacity to comply, and they are threatened in that regard with
such burdensome expenges (not to mention penalties) as to alienate them in large
numbers. They include citizens of good will and high education whose present
dismay can be expected to spread as the new burdens are perceived more widely.
Dismay can become contempt, and contempt can result in a broad hostility which
the country cannot afford to risk.

5. The subcommittee, the Senate Finance Committee and the Congress in gen-
eral should move to undo the damage threatened by the 1976 Act and should
evaluate all revenue proposais touching upon households by inquiring whether
they will invigorate or further damage respect for law in general and the self-
assessing system in particular. Feasibility is the thing, and the stakes are
enormous. .

Yours very truly,

JeERRY M. BROWN,

STATEMENT OF THOMAS WRIGGINS 11, ATTORNEY AT LAW, ROCKFORD, ILL,

Section 2057(a); “Allowance of Deduction.—For Purposes of the Tax Im-
posed by Section 2001, if—

(1) The decedent does not have & surviving spouse, and

(2) The decedent is survived by a minor child who, immediately after the
death of the decedent, has no known parent,
then the value of the taxable estate shall be determined by deducting from the
value of the gross estate an amount equal to the value of any interest in prop-
erty which passes or has passed from the decedent to such child, but only to the
extent that such interest is included in determining the value of the gross estate”.

This particular section of the 1976 Tax Reform Act, as evidenced by the Com-
mittee Report of the House Ways and Means Committee, was designed to pro-
vide nssets of $5,000 per year per orphaned child for each year that child was
lers than 21 years of age.

While the section does not impose the will of Congress upon the dispositive
intent of the parent, it provides a form of incentive by removing the burden of
tmgsfer taxation upon funds made available to such orphaned children.
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-~ While reviewing the impact of this Exclusion for Orphans in my practice
of estate planning, I experienced some difficulty with the wording of the law,
specifically with the absence of definition of the words “surviving” and “sur-
vived” as used in the section,
Survival of one parent over the other, in its most basic form is one of medical
.. diagnosis which can often approach split second timing. This situation most
often occurs in cases of accldental common disaster where both parents die
silmultaneously. State law, whether using the Uniform Simultaneous Death Act,
or specifically drafted language has created the situation where both parents
are deemed to have survived the other. This legally created but medically im-
possible situation works well under the Internal Revenue Code if we are to re-
gard the definition of “survival” in the Code as the same as structured by State
law. While the Courts have universally forced the Internal Revenue Service to
look to State law, the point remains that if there is a question, the taxpaper or
the Service is forced to turn to the Courts for resolution.

To my knowledge, all states which have statutes dealing with simultaneous
death will not impose the statutory definition of survival upon a testator who
has evidenced some other intention by specifically providing for the contingency
in his will or living trust. One of the reasons a testator might want to waive the
statutory definition is to insure that his assets will pass under his spouse’s dis-
positional instructions. Another technique used in estate planning is to provide
that a spouse’s survival must exceed a certain number of days before the de-
cedent’s executor or trustee can regard the surviving spouse as a recipient under
the decedent’s will or trust. A good reason for his approach s to prevent delay
in transfer of assets through a subsequent estate, or to prevent additional trans-
fer taxes by inflating the estate of the second decedent with the assets of the first.

Whatever the reasons for the variation, the fact is that there are three pos-
sible definitions of “survival”; medical, statutory angd specified. The question is;
which one di@ Congress intend?

An example of the possible frustration of Congressional intent might serve
well here to show the results of lack of definition.

Husband and wife bave separate wills naming each other as primary bene-
ficlaries of each other’s ostate. The secondary beneficlary is & remainderman
trust for the children which terminates to each child upon his reaching 21 years™
of age. Husband has a gross estate of $300,000 and the wife has a gross estate
of $20,000. They have two small children ages 2 and 5. Husband and wife also
provide in their wills that no person shall be deemed to survive the decedent
unless he or she lives more than 80 days beyond the decedents date of death.
Husband and wife are involved in an automobile accident, husband is killed,
wife dies 8 days later.

Under the terms of the husband’s will, wife is not a survivor because she did
not live the requisite 30 days. Husband's assets therefore go to the children’s
trust. Does the hushand's estate get to use the Orphan's Exclusion?

At ages 2 and 5, the total available exclusion could be: 21—2==19$5,000=
$95,0004-21—5==16 X $5,000=480,000 for a tota} of $175,000. This is a significant
amount when combined with the rusband’s Unified Credit exemption equivalent
of $120,667 (1977). In this example, with only $5,000 deductible expenses (fun-
eral, lawyers fees, etc.) the children would substantially receive their father's
estate without any reduction for Federal Estate Tax if the Orphan’s Exclusion

- were applied. If the Orphan's Exclusion were not allowed, the husband’s estate
would have to pay approximately $56,100 in Federal Estate Taxes. This signifl-
cant amount of tax is entirely dependent upon the definition of survival under
the facts of this example. Medically, the wife survived the husband by 8 days.
State law supports the testator's instructions which (in this case) dictate that
the wife did not survive as a beneflclary of the husband's estate.

It the Congresslonal language were interpreted to mean medical survival, the
children would receive the father's property, but no Orphan's Exclusion would
be availablé-since-the children were not orphaned by thelr father, but by thelr
mother who died 8 days later.

I do not feel that Congress should specify what constitutes survival. I do think,
however, that Congress should eliminate potential and possibly costly controversy
by defining “survival” as paralled to the definitton applicable under the Jurisdie-
tional state law or specified provision dealing with survivorship evidencing the
testator’s intentions in his will, living trusts, deeds or contracts of insurance.

With this in mind, may U recommend that the following amendment be made
to Section 20567(d) Definitions by adding at the end thereof the following

definition—



162 -

“(4) Surviving (Spouse and Minor Child).—Survivorship of the decedent's
spouse and minor children shall be determined as a medical fact unless atate law
-of competant jurisdiction otherwise provides, or unless the decedent’s will, living
trust, deed or contract of insurance specifically defines what shall constitute sur-
wivorship for the purpose of distribution of decedents property.”

LAW OFFICES OF YOUNG, CLEMENT AND RIVERS,
Oharleston, 8.0,, July 19, 1977,

Re Hearing, J u1y5 25, 1977, of Subcommittee on Taxation and Debt Management.

Mr. MIcRH AEL STERN,
Staff Director, Committee on Finance,
Dirkser. Genate Office Building, Washington, D.C.

DEAR MR. STERN: Enclosed please find a portion of a paper which I recently
wrote as a requirement for a Master's Degree in Taxation at the University of
Florida concerning new Internal Revenue Code Section 2032A and its relation
to timberland. (This material represents pages 10 through 85 of such paper, ex-
cluding footunotes.)

I would like to submit this material to the Subcommittee on Taxation and Debt
Management for use in the Subcommittee’s deliberations on the Estate and Gift
Tax problems created for small farmers by the Tax Reform Act of 1976. This
portion of my paper deals specifically with problems created and questions ralsed
by IRO § 2032A when applied to timberland holdings in the estate of a decedent.
The primary questions which I see at this time are: (1) whether standing timber
is to be considered part of the “qualified real property” for valuation purposes,
and (2) the activity to be required of a timberland holder in meeting the “ma-
terial participation” test of § 20324,

I thank you for your acceptance of this material.

Sincerely,
T. HEYWARD CARTER, Jr.

Enclosure, -
C. GERERAL PROBLEMS ARD PITFALLS

‘While Section 2032A will undoubtedly prove to be a toon for those estates
which happen to fit precisely within its confines, it is expected that for the
majority of estates contalning real property which may be “qualified”, election
of the statute will be made with reservations both as to its avallabflity and as
to its actual benefits. Hopefully, many of the definitional, administrative and
substantive questions raised by the statute will be dealt with in forthcoming
Treasury regulations. Certain conceptual aspects of the statute and its interre-
lation with other provisions of the Internal Revenue Code, however, raise prob-
lems which may require further statutory guidance.

A basic question regarding use of Section 2032A in connectlion with qualified
timberland is whether standing timber was in:2nded to be included within the
term “real property” as such term is used by the statute. Treasury regulations
direct that for purposes of valuing the gross estate, “growing crops must generally
be itemized and the value of each item separately returned.” This {temization
of “growing crops” apart from the land supporting them and together with per-
sonal property suggests that the Treasury regards growing crops as personalty
for purposes of the estate tax,

Two questions immediately arise: First, is standing timber also to be regarded
as a “growing crop” for federal estate purposes? § :condly, if standing timber
is not included within the definition of a “growing crop”, is it to be regarded as
realty or personalty for federal estate purposes? There 18 no speciflc federal stat-
utory answer to these questions, and therefore resort must be made to local law
for a determination of the Common law status of timber as real or personal
property. )

Generally, under common law, a “crop” {s an annual product of the sofl, re-
quiring cultivation by man. Standing timber {s not normally held to be a crop
tunder common law, as it is considered a natural product of the earth, not re-
quiring annual cultivation. Furthermore, the general American rule is that timber
‘{8 a part of the realty, until severed from the soll ; when so severed, however, it
‘becomes personalty. Thus, under local law, timber standing upon land which s
‘Settion 2032A qualified real property will itself generally be a part of such real
-property. It follows, therefore, thut under common law principles such standing
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timber should be combined with the land which supports it in computing the
value of the real property as a whole for determination of the value of the gross
estate under Section 2031, and for determination of the use value of such real
property under Section 2032A. . .

The use valuation methods provided by Section 2032A, real property, even
tholugh as & matter of basic property law standing timber is an integral part of
real property. ) .

One of the prine “costs” of electing Section 2032A is the possibility of recap-
ture of the estate tax originally avolded by application of the Section. Because of
the fifteen year ilen and recapture lurk within Bection 2032A, the executor or
estate planner considering using the statute to reduce federal estate taxes should
attempt to learn what use will most likely be made of the qualified timberland
after the decedent’s death. Any expressions of intent by the client cannot, of
course, be relied “ipon with certainty, but it may become clear that the existing
qualified use will be ceased within & ten to fifteen year period (as, for example,
where encroaching development may soon raise acreage fair market values to a
level too high for heirs or devisees to resist), or that it 1s likely that qualified
timber growing operations will continue on the property for the foreseeable fu-
ture. If it is obvious that the property will very shortly be sold to a non-family
member for development or other purposes, there is seemingly little advantage in
electing Section 20324, only to have the additional tax become due through re-
capture at an early date. On the other hand, if it is likely that the property will
_ continue to “qualify” under Section 2032A. for a number of years, it would norm-

ally be advantageous to elect Section 2032A in the hopes of avoiding some or all
of the additional tax through wailting the required ten to fifteen year period.

In attempting to determine whether recapture might be avoided during the
fifteen year period following the decedent’s death, the practitioner should note
that cessation of the qualified use can oocur other than by sale or exchange of
the qualified property to & non-family member or by the voluntary decision of
the qualified heir to cease using 'the property for the quuiified use. The statute
provides no exceptions to the ‘‘cessation of qualified use” in the case of an
ordinarily non-taxable event; as a resuit, a Section 1031 tax-frée exchange or a
Section 1033 involuntary conversion of the qualified real property will normally
trigger recapture to the extent to which the interest in the property is affected,
just as in the case of a voluntary sale or exchange.

Congress did, however, provide a means of relief for the heir who faces recap-
ture of the additional tax which is triggered by an involuntary conversion of
the qualified real property. The House Ways and Means Committee Report
states that the “recapture provision is to apply not only if the qualified real prop-
erty is sold (or exchanged in a taxable transaction) to non-family members, but
also where the property is disposed of to non-family members in a tax-free
exchange (under Section 1031), or where the property is disposed of under an
involuntary conversion, rollover, or similar transaction (which {s nontaxable by
reason of Section 1033 or 1034). The preceding sentence does not apply to an
involintary oconpersion or condemnation {f the prooeceds are reinvested in the
real property whioh originally qualificd for special use valuation.”

Under present statutory language, recapture upon cessation of qualified use
may thus be avoided only if the cessation is due to “involuntary conversion or
condemnation” and if the proceeds therefrom are reinvested in the remaining
qualified real property. If all of the qualified property is taken by involuntary
conversion or condemnation, there remains no “safe"” property in which to rein-
vest the proceeds and the heir is liable for the full amount of the additional
tax due. It would seem that the heir who is involuntarily subject to the full addi-
tional tax would merit a means of escaping or deferring that tax as much as or
more than the heir who involuntarily becomes liable for only a portion of such:
tax. Neither the statute nor the committee report, however, allows escape from
the additional tax when the entire tract of qualified real property has been invol-
untarily converted. Amendment of the statute to provide that reinvestment of the
proceeds of involuntary conversion or condemnation in real property which 1s
“gimilar or related in service or use to the property so converted? or in real
property “of a like kind” would allow continued avoidance of the additional tax
seems in order. .

A more troublesome aspect of the lien and recapture provisions of the statute
is the question of whether such provisions are intended to apply to standing
timber as a part of the land constituting the qualified real property. As noted
above, although the general common law rale is that standing timber is a part
of the realty, Section 2082A seems to exclude standing timber from the definition
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ualif 1 pro for use valuation purposes. If such exclusgion is applied
g: (tlhe uee:;l m ?eup:& provisions of the statute, it follows that the Section
6324B lien would not apply to timber standing upon the qualified real property.
It further follows that any disposition of such timber, by sale, involuntary con-
verslon, or otherwise would not trigger recapture of any part of the additional
tax. Consistency in the exclusion of standing timber from the definition of quali-
tied real property throughout Section 2032A both provides equitable treatment
for the heir and protects the government’s interest, for disposition of the timber
would not normally significantly affect the value.of the land to which the trees
are attached. If, however, the government takes the position that, for purposes of
the lien, standing timber will be treated as part of the qualified real property,
the heir will be in a restricted position indeed. Even if a harvest of such timber
is dictated by the forestry plan or principles under which the heir operates the
qualified real Property, any disposition of part or all of such timber, whether
voluntary or not, will constitute a partial disposition of quailfied real property,
triggering partial recapture of the additfonal tax. On the other hand, reforesting
of portions of the qualified land after the decedent’s death will serve to increasg
the government's security for payment of the len, as will the mere “passive
maturity of young trees existing at the date of death,

' Exclusion of standing timber from the definition of qualified real property
for valuation purposes and inclusion of such timber for lien and recapture pur-
poses would constitute overreaching by the Treasury, putting severe restrictions
on the heir's operation of the timberland in accordance with sound forestry
principles without the countervailing necessity for additional lien protection. It
is doubtful that such an approach was intended by Congress, and it is hoped that
it will not be adopted by the Treasury.

A further aspect of the recapture and Men provisions of the statute is that a
sale, exchange or other disposition of the qualified property by one qualifled
heir to another qualified heir does not trigger recapture, but rather substitutes
- the transferee heir for the transferor for recapture and lien purposes. Such
transfer of liability along with title takes place even though full value shall
have been paid for the qualified real property by the transferee-heir, This situ-
ation would at first seem to put & qualified heir wishing to buy out other qualified
heirs to take over management of the qualified real property at a disadvantage
vis-a-vis the non-family buyer who pays the fair market value and takes the
property free of the estate tax len. The informed transferor-heir will, however,
realize that transfer of his fnterest in the property to a non-family member will
trigger recapture of the additional tax ascribed to his share (and thus due by
him}, while transfer to another qualified heir will involve no such personal re-
capture liability. As a result, he should be willing to reduce the sales price to the
purchasing qualified heir and the non-family purchaser would thus be on an even
footing as regards price,

A major problem with election of Section 20324 may arise not from the stat-
ute itself but from one of its supposed beneficiaries—the surviving sponse. Con-
sider the case of a decedent who has left to his wife the maximum amount which
will qualify for the Section 2056 marital deduction, and whose adjusted gross
estate for purposes of computing such marital deduction is $1,000,000. Under
Section 2056 the widow's share will be $500,000, or “50 percent of the value of
the adjusted gross estate . . .”, However, if Section 2032A is properly elected,
the value of the qualified real property will be decreased, in turn decreasing the
value of the adjusted gross estate and, thus, the value of the widow's share
as computed under Section 2056.

In the event that the widow has been left no Interest in the qualified real
property, her consent is not required for use of Section 20324, and the adjusted
gross estate, along with the marital deduction, may accordingly be shrunk by
consent of only those hefrs who do receive an interest {n the qualifying property,
regardless of the wishes of the widow. In the more usual case, the widow will
receive an interest in the qualified real property, efther by will or under local
intestacy laws, or by an in-kind distribution in satisfaction of a pecuniary
bequest. If such is the case, consent of the surviving spouse, along with the
consent of all others who receive an interest in the qualified real property, 1s
required for application of Section 2032A—consent which such spouse may
understandably be reluctant to give, In the pre-death planning situation it may
be posstble either to structure composition of the gross estate and/or disposition
of its assets so that the surviving spouse will receive no interet in the qualifying
real prop. ty, or, if she is to receive an Interest in such property, to arrange
matters s that she is amply provided for whether or not her share of the estate
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is reduced by electlon of Bection 2032A. Pre-death planning also allows the
testator and the estate planner to discuss the situation with the spouse, explain-
ing to her the tax advantage to the estate (and to the “family”) of the statute.

Any estate plan which includes election of Section 2032A should also attempt
to satisfy the desires of the spouse, so that her later consent to utilization of the
statute is assured. Certainly the chances for gaining the consent of the spouse
to use of Section 2032A will be greater if she has been made to feel that her
interests were as much a factor in the estate planning process as were tax sav-
ing considerations, than §f she is presented after her husband's death with the
proposition that she should decrease her share of the estate in order to make
use of a tax “loophole” of little or no pecuniary advantage to her,

Even if the spouse does not receive an interest in the qualified real property
and her consent to the application of Section 2032A js thus not required, or
if she does receive an interest and agrees to election of the statute, a further
Dbroblem arises from the interplay of Sections 2056 and 2032A.: Once S8ection
2032A has been elected, how might the cessation of qualified use of the qualified
real property within the fifteen year period, and the resulting recapture of
the additional tax, affect the value of the adjusted gross estate for purposes of
Chapter 11 and, thus, for determining the spouse's marital deduction share?

Imagine that Section 2032A is applied to the adjusted gross estate with a value
of $1,000,000 cited in the example above. The adjusted gross estate for purposes
of computing the marital deduction has thus become $600.000, and the spouse has
recelved $300,000 as her share of the estate. Five years later there is a sale of all
of the qualifying real property to a non-family member, causing cessation of
quaified use of the proparty and triggering recapture of the entire additional tax
due. At this point, does the fact that the actual estate tax due is now being figured
and collected on the basis of the value of the adJusted gross estate as determined
without regard to Section 2032A (i.e., the fair market valne of $1,000,000) mean
that for purposes of Section 2036 the adjusted value of the gross estate has sud-
denly become $1,000,000 instead of $600,0007 If so, the surviving spouse’'s marital
deduction share is now $500,000 instead of the $300,000 which she received upon
election of Sectlon 232A and subsequent settlement of the estate. If the Section
2031 fair market value test governs the value of the decedent’s gross estate after
a “recapture event” has taken place, the surviving spouse’s ghare is thus $500,000.
From wh?ence will her additional $200,000 come, and who is to be liable for its
payment

The statute provides no answers to such questio